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management’s discussion and analysis of
financial condition and results of operations

INTRODUCTION

THE COMPANY
Morgan Stanley Dean Witter & Co. (the “Company”) is a pre-eminent
global financial services firm that maintains leading market posi-
tions in each of its three business segments — Securities, Asset
Management and Credit Services. The Company combines global
strength in investment banking and institutional sales and trading with
strength in providing full-service and online brokerage services, invest-
ment and global asset management services and, primarily through its
Discover® Card brand, quality consumer credit products. The Company
provides its products and services to a large and diversified group of
clients and customers, including corporations, governments, financial
institutions and individuals.

The Company’s results for the 12 months ended November 30,
1999 (“fiscal 1999"), November 30, 1998 (“fiscal 1998") and
November 30, 1997 (“fiscal 1997") are discussed below. All share
and per share information presented herein have been retroactively
adjusted to reflect a two-for-one common stock split, effected in
the form of a 100% stock dividend, declared December 20, 1999
and payable January 26, 2000 to shareholders of record as of
January 12, 2000.

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 and cost
of capital; the level and volatility of equity prices and interest rates;
currency values and other market indices; technological changes
and events (such as the increased use of the Internet to conduct
electronic commerce and the emergence of electronic communica-
tion trading networks); the availability and cost of credit; inflation;
investor sentiment; and legislative and regulatory developments.
Such factors also may have an impact on the Company’s ability to
achieve its strategic objectives on a global basis, including (without
limitation) continued increased market share in its securities activ-
ities, growth in assets under management and the expansion of its
Credit Services business.

The Company’s Securities business, particularly its
involvement in primary and secondary markets for all types of finan-
cial products, including derivatives, is subject to substantial posi-
tive and negative fluctuations due to a variety of factors that cannot
be predicted with great certainty, including variations in the fair
value of securities and other financial products and the volatility
and liquidity of global trading markets. Fluctuations also occur due
to the level of market activity around the world, which, among other
things, affects the size, number and timing of investment banking
client assignments and transactions and the realization of returns
from the Company’s private equity and other principal investments.
The level of global market activity also could impact the flow of
investment capital into mutual funds and the way in which such
capital is allocated among money market, equity, fixed income or
other investment alternatives which also could cause fluctuations
to occur in the Company’s Asset Management business. In the
Company’s Credit Services business, changes in economic vari-
ables, such as the number and size of personal bankruptcy filings,
the rate of unemployment and the level of consumer debt, may sub-
stantially affect consumer loan levels and credit quality, which, in
turn, could impact overall Credit Services results.

The Company'’s results of operations also may be materially
affected by competitive factors. Included among the principal com-
petitive factors affecting the Securities business are the quality of its
professionals and other personnel, its products and services, relative
pricing and innovation. Competition in the Company’'s Asset
Management business is affected by a number of factors, including
investment objectives and performance; advertising and sales pro-
motion efforts; and the level of fees, distribution channels and types
and quality of services offered. In Credit Services, competition
centers on merchant acceptance of credit cards, credit card acquisi-
tion and customer utilization of credit cards, all of which are
impacted by the type of fees, interest rates and other features offered.

In addition to competition from firms traditionally engaged
in the financial services business, there has been increased compe-
tition in recent years from other sources, such as commercial banks,
insurance companies, online service providers, sponsors of mutual
funds and other companies offering financial services both in the
U.S. and globally. The financial services industry also has experi-

*This Management’s Discussion and Analysis of Financial Condition and Results of
Operations contains forward-looking statements as well as a discussion of some of the
risks and uncertainties involved in the Company’s businesses that could affect the mat-
ters referred to in such statements.



enced consolidation and convergence in recent years, as financial
institutions involved in a broad range of financial services industries
have merged. This convergence trend is expected to continue and
could result in the Company’s competitors gaining greater capital
and other resources, such as a broader range of products and ser-
vices and geographic diversity. In November 1999, the Gramm-
Leach-Bliley Act was passed in the U.S., effectively repealing
certain sections of the 1933 Glass-Steagall Act. Its passage allows
commercial banks, securities firms and insurance firms to affiliate,
which may accelerate consolidation and lead to increasing competi-
tion in markets which traditionally have been dominated by invest-
ment banks and retail securities firms.

The Company also has experienced increased competition
for qualified employees in recent years, including from companies
engaged in Internet-related businesses and private equity funds, in
addition to the traditional competition for employees from the
financial services, insurance and management consulting industries.

For a detailed discussion of the competitive factors in the
Company’s Securities, Asset Management and Credit Services
businesses, see the Company’s Annual Report on Form 10-K for the
fiscal year ended November 30, 1999.

As a result of the above economic and competitive factors,
net income and revenues in any particular period may not be rep-
resentative 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 to 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 overall financial results will continue to be affected by
its ability and success in maintaining high levels of profitable busi-
ness activities, emphasizing fee-based assets that are designed to
generate a continuing stream of revenues, managing risks in the
Securities, Asset Management and Credit Services businesses,
evaluating credit product pricing and monitoring costs. In addition,
the complementary trends in the financial services industry of con-
solidation and globalization present, among other things, techno-
logical, risk management and other infrastructure challenges that
will require effective resource allocation in order for the Company
to remain competitive.

The Company believes that technological advancements in
the Internet and the growth of electronic commerce will continue to

present both challenges and opportunities to the Company and
could lead to significant changes and innovations in the financial
markets and financial services industry as a whole. The Company’s
initiatives in this area have included Web-enabling existing busi-
nesses or enhancing client communication and access to informa-
tion and services and making investments, or otherwise participating,
in alternative trading systems, electronic communication networks
and related businesses or technologies. The Company expects to
continue to augment these initiatives in the future.

GLOBAL MARKET AND ECONOMIC CONDITIONS IN FISCAL 1999
Global market and economic conditions were generally favorable
during much of fiscal 1999. Financial markets within many regions
exhibited improved performance and, although experiencing peri-
ods of volatility, benefited from a succession of global interest rate
cuts which were made in late 1998. These interest rate actions
helped stabilize economies throughout the world and contributed to
the global recovery from the extremely turbulent and uncertain con-
ditions that existed during the latter half of fiscal 1998. During that
period, severe economic turmoil in Russia, Asia and certain emerg-
ing market nations adversely affected investor confidence and led
to periods of high volatility, low levels of liquidity and increased
credit spreads, creating difficult conditions in the global financial
markets. The improved global market and economic environment
contributed to the Company’s record results in fiscal 1999. The
Company’s Securities 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. The
Company’s Credit Services business also achieved record operating
results in fiscal 1999, reflecting a continued improvement in the
credit quality of customer receivables as well as increased cus-
tomer transaction volume. In the Company’s Asset Management
business, customer assets under management or supervision
increased to record levels at fiscal year-end.

In the U.S., market conditions benefited from robust cor-
porate earnings and the strong performance of the domestic econ-
omy, which continued to exhibit positive fundamentals and a high
rate of growth. During much of fiscal 1999, the U.S. economy was
characterized by several favorable trends, such as historically low
levels of unemployment, high levels of consumer confidence and
spending, and a high demand for imports. The domestic economy
also was positively impacted by the overall improvement in global
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market and economic conditions, as many non-U.S. regions con-
tinued to recover from the difficult conditions that existed during
the end of fiscal 1998. However, throughout fiscal 1999, there were
persistent indications that U.S. economic growth was proceeding at
a brisk pace and at a higher rate than anticipated. Such indica-
tions, coupled with the tight domestic labor market, increasing
wage pressures and the renewed vigor in international markets, led
to fears of accelerating inflation. In an effort to slow the U.S. econ-
omy and to mitigate inflationary pressures, during fiscal 1999 the
Federal Reserve Board (the “Fed”) raised the overnight lending rate
by 0.25% on three separate occasions and also raised the discount
rate by 0.25% on two separate occasions. Such increases reversed
the Fed’s interest rate actions that occurred in the fourth quarter of
fiscal 1998, when it lowered the overnight lending rate by a total
of 0.75%. At the conclusion of fiscal 1999, the Fed announced
that it was adopting a neutral bias toward interest rates. However,
there still remained much uncertainty as to whether additional
interest rate actions would be necessary in the event that indica-
tions of inflationary pressures continue to persist in the future.
Conditions in European financial markets also demon-
strated signs of recovery in fiscal 1999. European financial markets
benefited from positive investor sentiment relating to the European
Economic and Monetary Union (“EMU”). EMU commenced on
January 1, 1999 when the European Central Bank (the “ECB”)
assumed control of monetary policy for the 11 European Union (the
“EU") countries participating in the EMU. Since its inception, the
euro has emerged as a new funding alternative for many issuers.
During the first half of fiscal 1999, European financial markets
were adversely affected by the severe economic and financial tur-
moil that developed in Russia, Asia and certain emerging market
nations in late 1998. These developments contributed to lower
levels of exports and a sluggish rate of economic growth within the
region. In response to these conditions, both the ECB and the Bank
of England lowered interest rates in an effort to stimulate economic
activity. During the latter half of fiscal 1999, the prospects for
improved economic performance within Europe increased due to

indications of recovery in the levels of manufacturing output and

exports in Germany, the region’s largest economy. European eco-
nomic prospects also improved due to increased consolidation and
restructuring activity across the region, the ongoing recovery of
global financial markets and a lower interest rate environment,
although concerns of accelerating inflation led both the ECB and
the Bank of England to raise interest rates in the fourth quarter of
fiscal 1999.

Economic and financial difficulties have existed in the Far
East region since the latter half of fiscal 1997. The Japanese econ-
omy has suffered from its worst recession since the end of World
War Il and has been adversely affected by shrinking consumer
demand, declining corporate profits, deflation and rising unem-
ployment. However, during fiscal 1999, there were indications that
the steps taken by Japan’s government to mitigate these conditions,
including bank bailouts, emergency loans and stimulus packages,
were beginning to have a favorable impact on the nation’s economic
performance. Certain financial markets elsewhere in the Far East,
such as in Hong Kong, Singapore and Korea, also began to demon-
strate signs of recovery during fiscal 1999 and have experienced a
marked rebound in economic activity. Although uncertainty still
remains, investor interest in the Far East region has generally
increased as a result of these improved prospects.

The worldwide market for mergers and acquisitions con-
tinued to be robust during fiscal 1999. The volume of global
merger and acquisition transactions achieved record levels and
contributed to record levels of revenues by the Company’s invest-
ment banking business. The merger and acquisition market
reflected ongoing consolidation and globalization across many
industries, particularly in the technology and telecommunications
sectors. During fiscal 1999, there also was a significant increase in
the volume of cross-border transactions, primarily driven by higher
levels of activity in the European merger and acquisition markets.
In addition, fiscal 1999 included some of the largest merger and
acquisition transactions ever completed. The markets for the
underwriting of securities also were positively impacted by the gen-
erally favorable market and economic conditions which existed dur-
ing much of fiscal 1999.



In fiscal 1999, U.S. consumer demand and retail sales
continued to increase at a strong pace. The relatively favorable
interest rate environment that continued to exist in the U.S. for
much of the year enabled consumers to manage finances advanta-
geously while still allowing for steady growth in consumer credit. In
addition, the level of loan losses and personal bankruptcies con-
tinued to decline. The Company continued to invest in the growth
of its credit card business through the expansion of its
Discover/NOVUS® Network, as evidenced by a record number of
new merchant enrollments in fiscal 1999. The Company also
increased its marketing and solicitation activities with respect to
the Discover Card brand and the launch of the Morgan Stanley
Dean WitterS™ Card in the United Kingdom.

FISCAL 1999 AND FISCAL 1998 RESULTS FOR THE COMPANY
The Company achieved record net income of $4,791 million in fis-
cal 1999, a 46% increase from fiscal 1998. 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
receivables (“BRAVO”) (see “Results of Operations — Business
Acquisition and Dispositions” herein). Fiscal 1998's net income
also included a $117 million charge resulting from the cumulative
effect of an accounting change. This charge represents the effect
of an accounting change adopted in the fourth quarter of fiscal
1998 (effective December 1, 1997) with respect to the accounting
for offering costs paid by investment advisors of closed-end funds,
where such costs are not specifically reimbursed through separate
advisory contracts (see Note 2 to the consolidated financial state-
ments). 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 1999’s net income increased 57%. In
fiscal 1998, net income was $3,276 million, an increase of 27%
from fiscal 1997. Excluding the net gain from the sale of the busi-
nesses noted above and the charge resulting from the cumulative
effect of an accounting change, fiscal 1998 net income was
$3,048 million, an increase of 18%.

The Company’s income tax rate was 38.0%, 37.0% and
39.5% in fiscal 1999, 1998 and 1997, respectively. The increase

in fiscal 1999 reflects an increase in provisions for certain tax mat-
ters, partially offset by reduced state and local taxes resulting from
the resolution of certain audit issues. The decrease in fiscal 1998
primarily reflects lower tax rates applicable to non-U.S. earnings.

Basic earnings per common share increased 55% to
$4.33 in fiscal 1999 and 28% to $2.80 in fiscal 1998. Excluding
the net gain from the sale of the businesses noted above and the
impact of the cumulative effect of an accounting change, fiscal
1999’s basic earnings per common share increased 67%, and fis-
cal 1998’s basic earnings per common share increased 19%.
Diluted earnings per common share increased 54% to $4.10 in fis-
cal 1999 and 28% to $2.67 in fiscal 1998. Excluding the net gain
from the sale of the businesses noted above and the impact of the
cumulative effect of an accounting change, fiscal 1999's diluted
earnings per common share increased 65%, and fiscal 1998's
diluted earnings per common share increased 19%.

The Company'’s return on average shareholders’ equity was
33%, 25% and 22% in fiscal 1999, fiscal 1998 and fiscal 1997,
respectively. Excluding the net gain from the sale of the businesses
noted above and the impact of the cumulative effect of an account-
ing change, fiscal 1998’s return on average shareholders’ equity
was 23%.

BUSINESS ACQUISITION AND DISPOSITIONS
During the second quarter of fiscal 1999, the Company completed
its acquisition of AB Asesores, the largest independent financial ser-
vices firm in Spain. AB Asesores has leading positions in personal
investment, asset management, institutional research and broker-
age, and investment banking. Through its approximately 300 finan-
cial advisors, it offers its individual investors proprietary mutual
funds and other financial products. This acquisition reflects the
Company’s strategic initiative to build its international Securities
and Asset Management businesses to serve the needs of individual
investors. The Company'’s fiscal 1999 results include the operations
of AB Asesores since March 25, 1999, the date of acquisition.

In fiscal 1998, the Company entered into several transac-
tions reflecting its strategic decision to focus on growing its core
Asset Management and Credit Services businesses.
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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 cer-
tain credit card receivables relating to its discontinued BRAVO
Card. The Company’s aggregate net pre-tax gain resulting from
these transactions was $685 million.

In addition, during fiscal 1998 the Company sold its
Prime Options™ 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
operations or financial condition.

BUSINESS SEGMENTS

The remainder of Results of Operations is presented on a business
segment basis. With the exception of fiscal 1997’s merger-related
expenses, substantially all of the operating revenues and operating
expenses of the Company can be directly attributed to its three
business segments: Securities, Asset Management and Credit
Services. Certain revenues and expenses have been allocated to
each business segment, generally in proportion to their respective
revenues or other relevant measures. The accompanying business
segment information includes the operating results of Morgan
Stanley Dean Witter Online (“MSDW Online”), the Company’s
provider of electronic brokerage services, within the Securities seg-
ment. Previously, the Company had included MSDW Online’s
results within its Credit Services segment. In addition, the segment
data presented below reflect the Company’s adoption of Statement
of Financial Accounting Standards (“SFAS”) No. 131, “Disclosures
about Segments of an Enterprise and Related Information.” Prior to
the adoption of SFAS No. 131, the Company had presented the
results of its Securities and Asset Management segments on a com-
bined basis. The segment data of all periods presented have been
restated to reflect these changes. The following discussion excludes
the cumulative effect of the accounting change in references to fis-
cal 1998 net income. Certain reclassifications have been made to
prior-period amounts to conform to the current year’s presentation.

SECURITIES

STATEMENTS OF INCOME

FISCAL FISCAL FISCAL
(dollars in millions) 1999 1998 1997
Revenues:
Investment banking $ 4,430 $ 3,314 $ 2,660
Principal transactions:
Trading 5,983 3,283 3,191
Investments 712 390 473
Commissions 2,904 2,288 2,024
Asset management,
distribution and
administration fees 1,240 998 783
Interest and dividends 11,448 13,455 10,233

Other 158 166 130

Total revenues 26,875 23,894 19,494
Interest expense 10,500 12,355 9,470
Net revenues 16,375 11,539 10,024
Compensation and benefits 7,225 5,428 4,825
Occupancy and equipment 493 419 388
Brokerage, clearing and
exchange fees 378 354 318
Information processing and
communications 756 591 514
Marketing and business
development 511 414 280
Professional services 578 445 290
Other 570 447 383
Total non-interest expenses 10,511 8,098 6,998
Income before income taxes 5,864 3,441 3,026
Provision for income taxes 2,183 1,199 1,185
Net income $ 3,681 $ 2,242 $ 1,841

Securities provides a wide range of financial products, services and
investment advice to individual and institutional investors. Securities
business activities are conducted in the U.S. and throughout the
world and include investment banking, institutional sales and trad-
ing, full-service and online brokerage services, and principal invest-
ing activities. At November 30, 1999, the Company’s financial
advisors provided investment services to more than 4.5 million client
accounts with assets of $583 billion. The Company had the second
largest financial advisor sales organization in the U.S. and had
12,674 professional financial advisors and 475 branches globally at
November 30, 1999.

Securities achieved record net revenues and net income of
$16,375 million and $3,681 million in fiscal 1999, increases of
42% and 64%, respectively, from fiscal 1998. In fiscal 1998,



Securities net revenues and net income increased 15% and 22%,
respectively, from fiscal 1997. In both fiscal 1999 and fiscal 1998,
the levels of net revenues and net income in the Company's
Securities business reflected a strong global market for mergers and
acquisitions and securities underwritings, higher principal trading
and commission revenues primarily driven by generally favorable
market and economic conditions, high levels of customer trading
volume and the continued increase in the level of client accounts
and asset balances. The results of both years were partially offset by
increased costs for incentive-based compensation, as well as
increased non-compensation expenses associated with the
Company'’s higher level of global business activities.

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) 1999 1998 1997
Advisory fees from merger,

acquisition and restructuring

transactions $1,886 $1,322 $ 920
Equity underwriting revenues 1,272 815 888
Fixed income underwriting

revenues 1,272 1,177 852
Total investment banking

revenues $4,430 $3,314 $2,660

Investment banking revenues increased 34% to record levels in
fiscal 1999, surpassing the Company’s previous record attained in
fiscal 1998. Revenues in fiscal 1999 reflect higher advisory fees
from merger, acquisition and restructuring transactions, as well as
increased revenues from underwriting both equity and fixed income
securities. In fiscal 1998, higher revenues from merger, acquisition
and restructuring transactions and fixed income underwritings were
partially offset by lower equity underwriting revenues.

The worldwide merger and acquisition markets remained
robust for the fifth consecutive year with more than $3.4 trillion of
transactions (per Thomson Financial Securities Data) announced
during calendar year 1999, including record volume in the U.S.,
Europe and the Far East. During calendar year 1999, the
Company’s dollar volume of announced merger and acquisition
transactions surpassed $1.1 trillion, an increase of more than 77%
over the comparable period of 1998. The high level of transaction
activity reflected the continuing trends of consolidation and global-
ization across many industry sectors, as companies attempted

to expand into new markets and businesses through strategic
combinations. In fiscal 1999, merger and acquisition transaction
volume was particularly strong in the telecommunications and
technology sectors and also reflected a significant increase in the
level of European merger and acquisition activity. The sustained
growth of the merger and acquisition markets, coupled with the
Company’s global presence and strong market share, had a positive
impact on advisory fees, which increased 43% in fiscal 1999.
Higher advisory fees from real estate transactions also contributed
to the increase. The 44% increase in advisory fees in fiscal 1998
was primarily due to high transaction volumes resulting from the
strong global market for merger, acquisition and restructuring activ-
ities, as well as increased revenues from real estate advisory trans-
actions.

Equity underwriting revenues increased 56% in fiscal
1999 and continued to reflect a high volume of equity offerings
and the Company’s strong global market share. In fiscal 1999, the
Company’s equity underwriting revenues benefited from favorable
global economic conditions, which led major equity market indices
higher and new issue activity to record levels. The primary market
for equity issuances was particularly strong in the U.S. and in
Europe and reflected the Company’s participation in some of the
year’s largest transactions and its leadership in the underwriting of
technology-related issuances. Equity underwriting revenues
decreased 8% in fiscal 1998, reflecting reduced activity in the pri-
mary market in the second half of the fiscal year due to the signif-
icant uncertainty and volatility in global financial markets that
existed during that period.

Revenues from fixed income underwriting increased 8% in
fiscal 1999. The volume of fixed income underwriting transactions
was generally strong during much of fiscal 1999, reflecting favor-
able global market conditions. In addition, the relatively low levels
of interest rates in the U.S. during much of the year allowed issuers
to take advantage of lower borrowing costs. EMU, which has per-
mitted many corporate issuers to access the euro-denominated
credit market, and the need for strategic financing in light of the
robust global market for mergers and acquisitions also had a favor-
able impact on the volume of fixed income underwriting transac-
tions. Higher revenues from underwriting derivative fixed income
products also contributed to the increase. Fixed income underwrit-
ing revenues increased 38% 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
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existed throughout the year and attracted many issuers to the mar-
ket, 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 unprece-
dented widening of credit spreads and a shift of investor prefer-
ences toward financial instruments with higher credit ratings.

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. Decisions relating to
principal transactions in securities are based on an overall review
of aggregate revenues and costs associated with each transaction or
series of transactions. This review includes an assessment of the
potential gain or loss associated with a trade and the interest
income or expense associated with financing or hedging the
Company’s positions.

Principal transaction trading revenues were as follows:

FISCAL FISCAL FISCAL
(dollars in millions) 1999 1998 1997
Equities $3,065 $2,048 $1,310
Fixed income 2,090 455 1,187
Foreign exchange 397 587 500
Commodities 431 193 194
Total principal transaction
trading revenues $5,983 $3,283 $3,191

Principal transaction trading revenues increased 82% in fiscal 1999,
primarily reflecting higher fixed income, equity and commodity trad-
ing revenues, partially offset by a decline in foreign exchange trading
revenues. Principal transaction trading revenues increased 3% in
fiscal 1998, as higher equity and foreign exchange trading revenues
were partially offset by a decline in fixed income trading revenues.
Equity trading revenues increased 50% in fiscal 1999,
primarily reflecting higher revenues from equity cash products. The
increase was primarily driven by higher levels of customer trading
volumes in both listed and over-the-counter securities, particularly
in the U.S. and Europe, as generally favorable global market and
economic conditions increased investor demand for equity securi-
ties. Higher revenues from trading equity derivative products, which
benefited from strong trading volumes and periods of market
volatility, and certain proprietary trading activities also contributed

significantly to the increase. Equity trading revenues increased
56% 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 senti-
ment regarding EMU. Revenues from trading equity derivative prod-
ucts also increased in fiscal 1998, primarily due to increased
transaction volume and the high levels of market volatility that
existed throughout the year, particularly in technology-related securities.

Fixed income trading revenues increased 359% in fiscal
1999, primarily reflecting higher revenues from investment grade,
high-yield and securitized fixed income securities, as well as swap
transactions. Fiscal 1999’s revenues benefited from significantly
improved conditions in the global fixed income markets as com-
pared with the periods of extreme volatility and illiquidity that
existed at the end of fiscal 1998. During the first half of fiscal
1999, the continuing recovery of global economic and market con-
ditions led to strong investor demand for fixed income products and
contributed to high transaction volume. In addition, fears of accel-
erating inflation in the U.S. and the interest rate actions taken by
the Fed and the ECB resulted in periods of volatility in the global
fixed income markets, which resulted in increased trading opportu-
nities. Market conditions and trading volumes were more moderate
during the latter half of fiscal 1999, primarily reflecting a rising
interest rate environment in the U.S. and Europe. Fixed income
trading revenues decreased 62% in fiscal 1998, reflecting signifi-
cantly lower revenues from investment grade, high-yield and secu-
ritized fixed income securities. Revenues from investment grade
fixed income securities were adversely affected by the severe eco-
nomic 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 securities. This negatively
affected the trading of credit-sensitive fixed income securities by
widening credit spreads, reducing market liquidity 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 securities also declined, as
the relatively low interest rate environment in the U.S. increased
prepayment concerns and resulted in increased spreads.

Foreign exchange revenues declined 32% in fiscal 1999
from the record level of revenues achieved in fiscal 1998. The
decrease primarily reflects reduced customer trading volumes and
lower levels of volatility in the global foreign exchange markets as
compared with the prior year. During much of fiscal 1999, the U.S.
dollar strengthened against the euro, reflecting the strong economic
performance of the U.S., coupled with a slower growth rate across
much of Europe. The U.S. dollar also appreciated against the
Japanese yen in the beginning of fiscal 1999, although the yen
strengthened later in the year due to the prospects of improved eco-
nomic growth in the Far East and increased investor demand for
yen-denominated assets. Revenues from foreign exchange trading
increased 17% to record levels in fiscal 1998. The increase was
primarily attributable to high levels of customer trading volume and
volatility in the foreign exchange markets. During fiscal 1998, the
U.S. dollar fluctuated against major currencies due to concerns
about the U.S. economy’s exposure to the financial crises in the Far
East and emerging markets, as well as from the Fed’s decision to
lower the overnight lending rate on three occasions during the fourth
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.

Commodities trading revenues rose 123% to record levels
in fiscal 1999, primarily driven by higher revenues from energy-
related products, including crude oil, refined energy products and
natural gas. Revenues from trading energy-related products bene-
fited from the sharp rise in energy prices that occurred during the
latter half of fiscal 1999. The upward trend of energy prices was
primarily attributable to strong demand for energy products, rela-
tively low inventory levels and reduced production volumes.
Revenues from natural gas trading benefited from periods of price
volatility during the year, which was primarily attributable to chang-
ing weather conditions and varying levels of demand. Higher
revenues from electricity and metals trading also contributed to the

increase. In fiscal 1998, commodities trading revenues were com-
parable to those recorded in fiscal 1997, as higher revenues from
energy-related products and electricity were partially offset by lower
revenues from natural gas trading. Revenues from trading energy-
related products were impacted by energy prices that fell during
much of fiscal 1998. Diminished demand for these products, par-
tially due to the 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. Revenues from natural gas trading decreased as unsea-
sonably warm weather in certain regions of the U.S. during the win-
ter months reduced the demand for home heating oil, leading to a
decline in prices. In both fiscal 1999 and fiscal 1998, commodi-
ties trading revenues benefited from the expansion of the customer
base for commodity-related products, including derivatives, and the
use of such products for risk management purposes.

Principal transaction investment revenues aggregating
$712 million were recognized in fiscal 1999 as compared with
$390 million in fiscal 1998. Fiscal 1999's revenues reflected the
highest level of revenues recorded by the Company’s private equity
business and included realized and unrealized gains from the
Company’s positions in Equant N.V., a Netherlands-based data
communications company, and Knight/Trimark Group Inc., a
U.S.-based broker-dealer. Net gains from increases in the value of
certain other private equity and venture capital investments also
contributed to fiscal 1999’s results. Fiscal 1998’s principal trans-
action investment revenues primarily resulted from gains on certain
positions that were sold during the year and increases in the value
of certain of the Company’s private equity investments. Such
increases included gains from the initial public offering of Equant
N.V. and from the sale of positions in Fort James Corporation and
Jefferson Smurfit Corporation.

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. Commissions also
include revenues from customer securities transactions associated
with MSDW Online. Commission revenues increased 27% in fiscal
1999, primarily reflecting higher revenues from equity cash
products in markets located in the U.S., Europe and the Far East.
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In the U.S., favorable market conditions and strong investor
demand for equity products contributed to a high volume of cus-
tomer securities transactions, including listed and over-the-counter
equity securities. Revenues from markets in Europe also benefited
from strong customer transaction volume, as improved economic
and market conditions in the region increased investor demand for
European equity securities. Commission revenues from markets in
Japan and elsewhere in the Far East increased, as improved eco-
nomic prospects within the region increased investor interest and
led to higher transaction volumes. 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. mar-
kets benefited from high levels of market volatility, which con-
tributed to increased customer trading volumes. Revenues from
European markets benefited from strong customer trading volumes,
which were positively impacted by the generally favorable perfor-
mances 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. In both fiscal 1999 and fiscal 1998,
commission revenues also benefited from higher sales of mutual
funds and the continued growth in the number of the Company’s
financial advisors.

In October 1999, the Company launched ichoices™, a new
service and technology platform available to individual investors.
ichoice provides each of the Company’s individual investor clients
with the choice of self-directed investing online; a traditional full-
service brokerage relationship through a financial advisor; or some
combination of both. ichoice provides a range of pricing options,
including fee-based pricing. In future periods, the amount of
revenues recorded within the “Commissions” and “Asset Manage-
ment, distribution and administration fees” income statement cate-
gories will be affected by the number of the Company’s clients
electing a fee-based pricing arrangement.

Net Interest

Interest and dividend revenues and interest expense are a function
of the level and mix of total assets and liabilities, including finan-
cial instruments owned, reverse repurchase and repurchase agree-
ments, trading strategies associated with the Company’s

institutional securities activities, customer margin loans and the

prevailing level, term structure and volatility of interest rates.
Interest and dividend revenues and interest expense are integral
components of trading activities. In assessing the profitability of
trading activities, the Company views net interest and principal
trading revenues in the aggregate. In addition, decisions relating to
principal transactions in securities are based on an overall review
of aggregate revenues and costs associated with each transaction or
series of transactions. This review includes an assessment of the
potential gain or loss associated with a trade and the interest
income or expense associated with financing or hedging the
Company’s positions. Net interest revenues decreased 14% in fis-
cal 1999, reflecting the level and mix of interest bearing assets and
liabilities during the period, including liabilities associated with the
Company’s aircraft financing activities, as well as certain trading
strategies utilized in the Company’s institutional securities busi-
ness. Net interest revenues increased 44% in fiscal 1998, primar-
ily attributable to higher levels of revenues from net interest earning
assets, including financial instruments owned and customer mar-
gin loans. In both periods, higher levels of securities lending trans-
actions also had a positive impact on net interest revenues.

Asset Management, Distribution and Administration Fees

Asset management, distribution and administration fees include rev-
enues from asset management services, including fees for promoting
and distributing mutual funds (“12b-1 fees”) and fees from invest-
ment management services provided to segregated customer
accounts pursuant to various contractual arrangements in connection
with the Company’s Investment Consulting Services (“ICS”) business.
The Company receives 12b-1 fees for services it provides in promot-
ing and distributing certain open-ended mutual funds. These fees are
based on either the average daily fund net asset balances or average
daily aggregate net fund sales and are affected by changes in the over-
all level and mix of assets under management or supervision.

Asset management, distribution and administration fees
increased 24% in fiscal 1999 and 27% in fiscal 1998. The
increase in both periods was primarily attributable to higher 12b-1
fees from promoting and distributing mutual funds to individual
investors through the Company’s financial advisors. Higher rev-
enues from investment management services and the continued
growth in the level of client asset balances, which rose to $583 bil-
lion at November 30, 1999 from $438 billion at November 30,
1998, also contributed to the increase.



Non-Interest Expenses

FISCAL FISCAL FISCAL
(dollars in millions) 1999 1998 1997
Compensation and benefits $ 7,225 $5,428 $4,825
Occupancy and equipment 493 419 388
Brokerage, clearing and
exchange fees 378 354 318
Information processing and
communications 756 591 514
Marketing and business
development 511 414 280
Professional services 578 445 290
Other 570 447 383
Total non-interest expenses $10,511 $8,098 $6,998

Fiscal 1999's total non-interest expenses increased 30% to
$10,511 million. Within the non-interest expense category,
employee compensation and benefits expense increased 33%,
reflecting increased levels of incentive compensation based on
record fiscal 1999 revenues and earnings, as well as an increase in
the number of employees. Excluding compensation and benefits
expense, non-interest expenses increased $616 million. Occupancy
and equipment expense increased 18%, principally reflecting addi-
tional office space in New York and certain other locations, as well
as incremental rent attributable to the opening of 37 securities
branch locations. Brokerage, clearing and exchange fees increased
7%, primarily attributable to higher brokerage expenses due to
higher levels of trading volume in the global securities markets.
Information processing and communications costs increased 28%,
primarily due to increased costs associated with the Company’s infor-
mation technology infrastructure, including server and data center
costs. A higher number of employees utilizing communications sys-
tems and certain data services also contributed to the increase.
Marketing and business development expense increased 23%,
reflecting higher advertising expenses associated with the Company’s
individual securities business, including MSDW Online. Increased
travel and entertainment costs associated with the high levels of
activity in the global financial markets also contributed to the
increase. Professional services expense increased 30%, primarily
reflecting higher consulting costs as a result of certain information
technology initiatives, including the Company’s preparations for the

Year 2000 (see also “Year 2000 herein). Higher legal costs associ-
ated with increased levels of business activity and higher temporary
staffing fees also contributed to the increase. Other expenses
increased 28%, primarily reflecting the impact of a higher level of
business activity on various operating expenses. An increase in char-
itable donations and the amortization of goodwill associated with the
Company’s acquisition of AB Asesores in March 1999 also con-
tributed to the increase.

Fiscal 1998's total non-interest expenses increased 16%
to $8,098 million. Within the non-interest expense category,
employee compensation and benefits expense increased 12%,
reflecting increased levels of incentive compensation based on
higher fiscal 1998 revenues and earnings, as well as an increase in
the number of employees. Excluding compensation and benefits
expense, non-interest expenses increased $497 million.
Occupancy and equipment expense increased 8%, principally
reflecting additional office space and higher occupancy costs in
New York and Hong Kong, as well as incremental rent attributable
to the opening of 27 securities branch locations. Brokerage, clear-
ing and exchange fees increased 11%, primarily reflecting
increased expenses related to higher levels of trading volume in the
global securities markets. Information processing and communica-
tions costs increased 15% due to higher data services and com-
munications costs related to an increased number of employees
and continued enhancements and maintenance associated with the
Company’s information technology infrastructure. Marketing and
business development expense increased 48%, reflecting higher
advertising expenses associated with the Company’s individual
securities business, primarily MSDW Online, as well as higher
travel and entertainment costs relating to increased levels of busi-
ness activity. Professional services expense increased 53%, pri-
marily reflecting higher consulting costs as a result of certain
information technology initiatives, including the Company’s prepa-
rations for EMU and Year 2000. 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
17%, reflecting the impact of a higher level of business activity on
various operating expenses.
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ASSET MANAGEMENT

STATEMENTS OF INCOME

FISCAL FISCAL FISCAL
(dollars in millions) 1999 1998 1997
Revenues:
Investment banking $ 93 $ 26 $ 34
Principal transactions:

Investments 13 (301) (10)
Commissions 17 33 42
Asset management, distribution

and administration fees 1,930 1,891 1,742
Interest and dividends 61 252 227
Other 7 27 9

Total revenues 2,121 1,928 2,044

Interest expense 9 165 163

Net revenues 2,112 1,763 1,881

Compensation and benefits 648 659 659

Occupancy and equipment 96 97 77
Brokerage, clearing and
exchange fees
Information processing and
communications 92 87 95
Marketing and business

107 198 142

development 127 125 119
Professional services 137 135 88
Other 138 91 136
Total non-interest expenses 1,345 1,392 1,316
Gain on sale of businesses — 323 —
Income before income taxes

and cumulative effect of

accounting change 767 694 565
Provision for income taxes 319 264 230
Income before cumulative

effect of accounting change 448 430 335
Cumulative effect of

accounting change — (117) —
Net income $ 448 $ 313 $ 335

Asset Management ranks among the top five global active asset
managers and provides a wide range of investment advisory products
through both proprietary and non-proprietary distribution channels.
Morgan Stanley Dean Witter Advisors and Van Kampen Investments
(“VK") offer individual investors a broad array of mutual fund and
wealth management tools that cover the full spectrum of investment
categories, including growth, income, sector and global. Morgan
Stanley Dean Witter Investment Management and Miller Anderson &
Sherrerd serve the specialized needs of global institutional and high
net worth investors. Asset Management’s product breadth includes
mutual funds, closed-end funds, managed accounts, managed
futures funds, pooled vehicles, variable annuities and unit invest-
ment trusts. In fiscal 1999, Asset Management's assets under man-
agement or supervision increased $49 billion to $425 billion at
November 30, 1999.

Asset Management achieved net revenues and net income
of $2,112 million and $448 million in fiscal 1999, increases of
20% and 43%, respectively, from fiscal 1998. Fiscal 1998’s net
income included a net gain of $182 million from the sale of the
Company’s Global Custody business (see “Results of Operations —
Business Acquisition and Dispositions” herein). Fiscal 1998 net
income also included a $117 million charge resulting from the
cumulative effect of an accounting change. This charge represents
the effect of an accounting change adopted in the fourth quarter of
fiscal 1998 (effective December 1, 1997) with respect to the
accounting for offering costs paid by investment advisors of closed-
end funds, where such costs are not specifically reimbursed through
separate advisory contracts (see Note 2 to the consolidated finan-
cial statements). Excluding the net gain from the sale of the Global
Custody business and the charge resulting from the cumulative
effect of an accounting change, fiscal 1999’s net income increased
81%. In fiscal 1998, Asset Management net revenues and net
income decreased 6% and 7%, respectively, from fiscal 1997.
Excluding the net gain from the sale of the Global Custody business
and the charge resulting from the cumulative effect of an account-
ing change, fiscal 1998’s net income decreased 26%.

The fiscal 1999 and fiscal 1998 levels of net revenues
and net income in the Company’s Asset Management business pri-
marily reflected strong growth in customer assets under manage-
ment or supervision. In fiscal 1998, net revenues and net income
were adversely affected by losses from an institutional leveraged
emerging market debt portfolio.

Investment Banking

Asset Management primarily generates investment banking
revenues from the underwriting of Unit Investment Trust products.
Investment banking revenues increased 258% in fiscal 1999 and
decreased 24% in fiscal 1998. In both periods, the fluctuations
were primarily associated with changes in the level of Unit
Investment Trust sales volumes.

Principal Transactions
Asset Management primarily generates principal transaction rev-
enues from gains and losses resulting from the Company’s capital
investments in certain of its funds and other investments.
Principal transaction investment revenues aggregating
$13 million were recognized in fiscal 1999 as compared with
losses of $(301) million in fiscal 1998. Fiscal 1999’s revenues pri-
marily consist of net gains from the Company’s capital investments
in certain of its funds, reflecting generally favorable market condi-



tions. Fiscal 1998'’s results primarily reflect losses from an institu-
tional leveraged emerging market debt portfolio that occurred dur-
ing the third quarter of fiscal 1998.

Commissions
Asset Management primarily generates commission revenues
from dealer and distribution concessions on sales of certain funds,
as well as certain allocated commission revenues.

Commission revenues decreased 48% in fiscal 1999 and
21% in fiscal 1998. In both periods, the fluctuations primarily
reflected lower levels of transaction volume and allocated commis-

sion revenues.

Net Interest

Asset Management generates net interest revenues from certain
investment positions, as well as from certain allocated interest rev-
enues and expenses. Net interest revenues in fiscal 1998 and fis-
cal 1997 also include revenues from global custody and
correspondent clearing services.

Net interest revenues decreased 40% in fiscal 1999, pri-
marily reflecting the Company’s sale of its Global Custody and
Correspondent Clearing businesses in fiscal 1998. Net interest rev-
enues increased 36% in fiscal 1998, primarily reflecting higher net
revenues from certain investment positions.

Asset Management, Distribution and Administration Fees

Asset management, distribution and administration fees primarily
include revenues from the management and administration of
assets. These fees arise from investment management services the
Company provides to investment vehicles (the “Funds”) pursuant to
various contractual arrangements. Generally, the Company receives
fees based upon the Fund’s average net assets. Revenues in fiscal
1998 and fiscal 1997 also include other administrative fees and
non-interest revenues earned from global custody and correspon-
dent clearing services. Asset management, distribution and admin-

istration fees were as follows:

FISCAL FISCAL FISCAL
(dollars in millions) 1999 1998 1997
Asset management, distribution

and administration fees $1,930 $1,891 $1,742

The Company’s customer assets under management or supervision
were as follows:

FISCAL FISCAL FISCAL
(dollars in billions) 1999 1998 1997

Products offered primarily to

individuals $258 $219 $193
Products offered primarily to

institutional clients 167 157 145
Total assets under management

or supervision at fiscal

year-end? $425 $376 $338

(1) These amounts include assets associated with the Company’s ICS business. Revenues
generated by ICS are included in the Company’s Securities segment. ICS assets were
$23 billion, $19 billion and $14 billion at November 30 1999, 1998 and 1997,
respectively.

In fiscal 1999, asset management, distribution and administration
fees increased 2%. The increase in revenues primarily reflects higher
fund management fees as well as other revenues resulting from a
higher level of assets under management or supervision. These
increases were partially offset by the absence of revenues from global
custody and correspondent clearing activities, attributable to the
Company'’s sale of its Global Custody business in the fourth quarter
of fiscal 1998 and its Correspondent Clearing business in the third
quarter of fiscal 1998. In fiscal 1998, asset management, distribu-
tion and administration fees increased 9%. The increase in revenues
primarily reflects higher fund management fees as well as other rev-
enues 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 prod-
ucts resulting from the downturn in certain global financial markets
which occurred during the latter half of the year. Fiscal 1998’s rev-
enues also were negatively impacted by the Company’s sale of its
Global Custody and Correspondent Clearing businesses.

As of November 30, 1999, assets under management or
supervision increased $49 billion from fiscal year-end 1998. In fis-
cal 1999, approximately 25% of the increase in assets under man-
agement or supervision was attributable to net inflows of new
customer assets, while the remaining 75% reflected market appre-
ciation. In fiscal 1998, approximately 50% of the increase in
assets under management or supervision was attributable to net
inflows of new customer assets, while the remaining 50% reflected
market appreciation.
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Non-Interest Expenses

FISCAL FISCAL FISCAL
(dollars in millions) 1999 1998 1997
Compensation and benefits $ 648 $ 659 $ 659
Occupancy and equipment 96 97 77
Brokerage, clearing and
exchange fees 107 198 142
Information processing and
communications 92 87 95
Marketing and business
development 127 125 119
Professional services 137 135 88
Other 138 91 136
Total non-interest expenses $1,345 $1,392 $1,316

Fiscal 1999's total non-interest expenses decreased 3% to $1,345
million. Within the non-interest expense category, employee com-
pensation and benefits expense decreased 2%, reflecting lower costs
due to the sale of the Company’s Global Custody business in fiscal
1998, partially offset by higher incentive compensation costs based
on higher fiscal 1999 revenues and earnings. Excluding compensa-
tion and benefits expense, non-interest expenses decreased $36 mil-
lion. Occupancy and equipment expense was comparable to the prior
year, as higher occupancy costs at certain office locations were off-
set by lower costs due to the Company’s sale of its Global Custody
business. Brokerage, clearing and exchange fees decreased 46%,
primarily attributable to commissions paid in fiscal 1998 in connec-
tion with the Company’s launch of the Van Kampen Senior Income
Trust mutual fund and lower sales of closed-end funds through the
non-proprietary distribution channel. In addition, lower agent bank
costs were incurred in fiscal 1999 due to the Company’s sale of its
Global Custody business. These decreases were partially offset by a
higher level of deferred commission amortization. Information pro-
cessing and communications costs increased 6%, primarily due to
increased costs associated with the Company’s information technol-

ogy infrastructure, as well as higher market data costs. These
increases were partially offset by lower costs due to the Company’s
sale of its Global Custody business. Marketing and business devel-
opment expenses increased 2%, as higher costs due to business
growth, including new product launches, were partially offset by
lower costs due to the Company'’s sale of its Global Custody business.
Professional services expense increased 1%, as higher consulting
fees were partially offset by lower legal expenses and lower costs due
to the Company'’s sale of its Global Custody business. Other expenses
increased 52%, reflecting the impact of a higher level of business
activity on various operating expenses, as well as costs associated
with the consolidation of certain office locations.

Fiscal 1998'’s total non-interest expenses increased 6% to
$1,392 million. Within the non-interest expense category,
employee compensation and benefits expense was comparable to
the prior year. Occupancy and equipment expense increased 26%,
principally reflecting the reclassification of certain expenses asso-
ciated with VK, as well as additional office space and higher occu-
pancy costs at certain locations. Brokerage, clearing and exchange
fees increased 39%, primarily reflecting commissions paid in con-
nection with the Company’s launch of the Van Kampen Senior
Income Trust mutual fund, higher closed-end fund sales through
the non-proprietary distribution channel, and a higher level of
deferred commission amortization. Information processing and
communications costs decreased 8% due to the reclassification of
certain expenses associated with VK, as well as lower allocated
communications costs. Marketing and business development
expense increased 5%, primarily reflecting higher costs due to
business growth, including new product launches. Professional ser-
vices expense increased 53%, primarily reflecting higher consult-
ing and subadvisory costs. Other expenses decreased 33%, which
primarily reflects a lower level of allocated expenses.



CREDIT SERVICES

STATEMENTS OF INCOME

FISCAL FISCAL FISCAL

(dollars in millions) 1999 1998 1997
Fees:

Merchant and cardmember $1,492 $1,647 $1,704

Servicing 1,194 928 762
Other — 5 5

Total non-interest revenues 2,686 2,580 2,471
Interest revenue 2,246 2,729 3,123
Interest expense 881 994 1,173
Net interest income 1,365 1,735 1,950
Provision for consumer

loan losses 529 1,173 1,493
Net credit income 836 562 457

Net revenues 3,522 3,142 2,928
Compensation and benefits 525 549 535
Occupancy and equipment 54 67 61
Information processing and

communications 477 462 471
Marketing and business

development 1,041 872 780
Professional services 121 97 73
Other 207 207 251
Total non-interest expenses 2,425 2,254 2,171
Gain on sale of businesses — 362 —
Income before income taxes 1,097 1,250 757
Provision for income taxes 435 529 284
Net income $ 662 $ 721 $ 473

The Company’s Credit Services business is operated by its Discover
Financial Services business unit, which also operates the Discover/
NOVUS Network, a proprietary network of merchant and cash access
locations. The credit cards offered by the Company include the
Discover Card, the Discover Platinum Card, the Morgan Stanley Dean
Witter Card and other proprietary general purpose credit cards.
Fiscal 1999 does not include the results from Prime
Option, the operations of SPS and certain receivables associated
with the discontinued BRAVO Card, all of which were sold during
fiscal 1998. Prime Option, a business the Company had operated
with NationsBank of Delaware, N.A., was sold during the second
quarter of fiscal 1998. The Company sold its interest in the opera-
tions of SPS, which was a 73%-owned, publicly held subsidiary of
the Company, in the fourth quarter of fiscal 1998. The Company
discontinued its BRAVO Card in fiscal 1998 and sold certain credit
card receivables associated with the BRAVO Card in the fourth

quarter of fiscal 1998. Fiscal 1998’s net after-tax gain on the sale
of these businesses was $163 million.

The sale of Prime Option, the operations of SPS and cer-
tain BRAVO receivables reflect the Company’s strategic decision to
focus on the growth of its existing Discover Card and Morgan
Stanley Dean Witter brand names. Reflecting this focus, the
Company introduced the Discover Platinum Card and the Morgan
Stanley Dean Witter Card in fiscal 1999.

In fiscal 1999, Credit Services net income decreased 8%
to $662 million, primarily due to fiscal 1998's inclusion of the
$163 million net gain on the sale of the above-mentioned busi-
nesses. Excluding this gain, net income increased 19% in fiscal
1999. The increase was primarily attributable to a lower provision
for loan losses and increased servicing fees, partially offset by lower
net interest income and merchant and cardmember fees and higher
marketing and business development expenses. In fiscal 1998, net
income increased 52% to $721 million from $473 million in fis-
cal 1997. Excluding the net gain on the sale of the businesses
mentioned above, net income increased 18% in fiscal 1998. The
increase was primarily attributable to a reduction in the provision
for loan losses primarily resulting from the sale of Prime Option and
the operations of SPS as well as higher servicing fees. The increase
in net income was partially offset by lower net interest income and
increases in marketing and business development expenses and
incremental taxes associated with the sale of the operations of SPS.

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
interest 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 pres-
entation better reflects the manner in which charge-offs affect the
Credit Services statements of income. However, since prior periods
have not been restated to reflect this change, the comparability
of merchant and cardmember fees and interest revenue between
fiscal 1998 and fiscal 1997 has been affected. Accordingly, the
following sections also will discuss the changes in these income
statement categories excluding the impact of this reclassification.
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Credit Services statistical data were as follows:

FISCAL FISCAL FISCAL
(dollars in billions) 1999 1998 1997
Consumer loans at fiscal year-end:
Owned $21.0 $16.0 $20.9
Managed $38.0 $32.5 $36.0
General purpose credit card
transaction volume $70.6 $58.0 $55.8

The higher level of consumer loans at November 30, 1999 was pri-
marily attributable to growth in the Company’s Discover Platinum
Card. The lower level of consumer loans at November 30, 1998
reflects the Company’s sale of Prime Option, the operations of SPS
and certain 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, over-
limit fees, insurance fees, cash advance fees, and fees for the admin-
istration of credit card programs and transaction processing services.
Merchant and cardmember fees decreased 9% to $1,492
million during fiscal 1999 and decreased 3% to $1,647 million
during fiscal 1998. The decrease in fiscal 1999 was primarily due
to the Company'’s sale of the operations of SPS and the sale of Prime
Option. Fiscal 1999 also was impacted by higher merchant discount
revenue offset by lower levels of overlimit fees and cash advance
fees. The increase in merchant discount revenue was associated
with record levels of sales volume. Overlimit fees decreased primar-
ily due to a lower level of overlimit fee occurrences. Cash advance
fees decreased due to lower cash advance transaction volume, pri-
marily attributable to the Company’s actions to limit cash advances
in an effort to improve credit quality. The 3% decrease in merchant
and cardmember fees in fiscal 1998 primarily reflects the reclassi-
fication of charged-off cardmember fees discussed above. Excluding
the effect of the reclassification of charged-off cardmember fees,
merchant and cardmember fees would have increased 2% in fiscal
1998. This increase was attributable to higher merchant discount
revenue primarily associated with increased growth of general pur-
pose credit card transaction volume related to the Discover Card,
offset by lower revenues due to the sale of the operations of SPS in
October 1998. In addition, merchant and cardmember fees bene-
fited from higher overlimit and late fees attributable to a fee
increase introduced during fiscal 1998 and an increase in occur-

rences of overlimit accounts and delinquent payments. Partially off-
setting these increases was a decrease in cash advance fees as a
result of lower cash advance transaction volume, primarily attribut-
able to limits on cash advances imposed by the Company in an
effort to improve credit quality.

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 securitized
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 servicing
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 servicing
fees. The Company completed asset securitizations of $3.0 billion
in fiscal 1999 and $4.5 billion in fiscal 1998. The asset securiti-
zations in fiscal 1999 and 1998 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) 1999 1998 1997
Merchant and cardmember fees $ 552 $ 505 $ 436
Interest revenue 2,694 2,598 2,116
Interest expense (996) (1,010) (829)
Provision for consumer

loan losses (1,056) (1,165) (961)
Servicing fees $1,194 $ 928 $ 762

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 con-
tracts entered into by the Company as part of its interest rate risk
management program. Servicing fees increased 29% in fiscal 1999
and 22% in fiscal 1998. The increase in fiscal 1999 was due to
higher levels of net interest income primarily resulting from higher
levels of average securitized loans. The increase also reflects a



decline in credit losses from securitized consumer loans resulting
from a lower level of charge-offs related to the Discover Card portfo-
lio and the positive impact of the sale of the operations of SPS, par-
tially offset by an increase in the level of average securitized loans.
The increase in servicing fees in fiscal 1998 was due to higher lev-
els 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.

Net Interest Income

Net interest income is equal to the difference between interest rev-
enue derived from consumer loans and short-term investment
assets and interest expense incurred to finance those assets. Credit

Services assets, consisting primarily of consumer loans, currently

AVERAGE BALANCE SHEET ANALYSIS

earn interest revenue at fixed rates and, to a lesser extent, market-
indexed variable rates. The Company incurs interest 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 inter-
est rates and is accomplished primarily through matched financing,
which entails matching the repricing schedules of consumer loans
and the related financing.

The following tables present analyses of Credit Services
average balance sheets and interest rates in fiscal 1999, fiscal
1998 and fiscal 1997 and changes in net interest income during
those fiscal years:

FISCAL 1999 FISCAL 1998 FISCAL 19976
AVERAGE AVERAGE AVERAGE
(dollars in millions) BALANCE RATE INTEREST BALANCE RATE INTEREST BALANCE RATE INTEREST
ASSETS
Interest earning assets:
General purpose credit
card loans $16,173 13.10% $2,118 $17,184 13.87% $2,383 $19,512 14.03% $2,738
Other consumer loans 4 8.98 — 1,374 16.70 229 1,773 15.73 279
Investment securities 672 5.16 35 496 6.25 31 176 5.45 10
Other 1,656 5.61 93 1,465 5.88 86 1,680 5.75 96
Total interest earning assets 18,505 12.14 2,246 20,519 13.30 2,729 23,141 13.49 3,123
Allowance for loan losses (774) (847) (828)
Non-interest earning assets 1,544 1,517 1,529
Total assets $19,275 $21,189 $23,842
LIABILITIES AND SHAREHOLDER’S EQUITY
Interest bearing liabilities:
Interest bearing deposits
Savings $ 1,492 451% $ 67 $ 1,073 4.79% $ 51 $ 963 4.27% $ 41
Brokered 5,609 6.37 357 5,656 6.62 375 4,589 6.66 306
Other time 1,927 5.61 108 2,189 6.16 135 2,212 6.12 135
Total interest bearing
deposits 9,028 5.90 532 8,918 6.29 561 7,764 6.21 482
Other borrowings 6,046 5.76 349 7,162 6.05 433 11,371 6.07 691
Total interest bearing
liabilities 15,074 5.84 881 16,080 6.18 994 19,135 6.13 1,173
Shareholder’s equity/other
liabilities 4,201 5,109 4,707
Total liabilities and
shareholder’s equity $19,275 $21,189 $23,842
Net interest income $1,365 $1,735 $1,950
Net interest margin® 7.38% 8.46% 8.43%
Interest rate spread® 6.30% 7.12% 7.36%

(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:

(dollars in millions) VOLUME RATE

FISCAL 1999 VS. FISCAL 1998

FISCAL 1998 VS. FISCAL 1997
TOTAL VOLUME RATE TOTAL

INTEREST REVENUE

General purpose credit card loans $(140) $(125) $(265) $(327) $(28) $(355)
Other consumer loans (229) — (229) (63) 13 (50)
Investment securities 11 (7) 4 17 4 21
Other 11 (4) 7 (12) 2 (10)
Total interest revenue (268) (215) (483) (355) (39) (394)
INTEREST EXPENSE
Interest bearing deposits:

Savings 20 (4) 16 5 5 10

Brokered (3) (15) (18) 71 (2) 69

Other time (16) (11) (27) (1) 1 —
Total interest bearing deposits 7 (36) (29) 72 7 79
Other borrowings (67) (17) (84) (256) (2) (258)
Total interest expense (62) (51) (113) (187) 8 (179)
Net interest income $(206) $(164) $(370) $(168) $(47) $(215)

Net interest income decreased 21% in fiscal 1999 and 11% in fiscal
1998. The decrease in fiscal 1999 was primarily due to lower average
levels of owned consumer loans and a lower yield on these loans. The
decrease in average owned consumer loans was due to the sale of the
operations of SPS, the sale of Prime Option and the discontinuance of
the BRAVO Card in fiscal 1998, as well as a higher level of securitized
Discover Card loans. The lower yield in fiscal 1999 was due to a lower
yield on Discover Card loans, coupled with the exclusion of SPS loans
from the Company’s portfolio. The lower yield on Discover Card loans
was primarily due to the more competitive interest rates offered to both
existing and new cardmembers. The lower yield reflected an increase
in consumer loans from balance transfers, which often are offered at
below-market interest rates for an introductory period. In fiscal 1998,

excluding the effect of the reclassification of charged-off cardmember
fees discussed previously, net interest income would have decreased
15%. 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 average owned consumer loans was pri-
marily due to an increase in securitized 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 promotional rates. In both years, the Company
believes that the effect of changes in market interest rates on net inter-
est income was mitigated as a result of its liquidity and interest rate
risk management policies.



The supplemental table below provides average managed loan balance and rate information which takes into account both owned and

securitized loans:

SUPPLEMENTAL AVERAGE MANAGED LOAN INFORMATION

FISCAL 1999 FISCAL 1998 FISCAL 1997
AVERAGE AVERAGE AVERAGE
(dollars in millions) BALANCE RATE BALANCE RATE BALANCE RATE
Consumer loans $33,534 14.23% $34,619 14.86% $34,619 14.83%
General purpose credit card loans 33,530 14.23 32,684 14.72 32,176 14.72
Total interest earning assets 35,862 13.66 36,580 14.38 36,475 14.37
Total interest bearing liabilities 32,431 5.74 32,141 6.15 32,469 6.17
Consumer loan interest rate spread 8.49 8.71 8.66
Interest rate spread 7.92 8.23 8.20
Net interest margin 8.47 8.98 8.88

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
and was $769 million at November 30, 1999 and $787 million at
November 30, 1998.

The provision for consumer loan losses, which is affected
by net charge-offs, loan volume and changes in the amount of con-
sumer loans estimated to be uncollectable, decreased 55% in fis-
cal 1999 and 21% in fiscal 1998. The decrease in fiscal 1999 was
primarily due to a lower level of charge-offs related to the Discover
Card portfolio and the positive impact of the sale of the operations
of SPS, the sale of Prime Option and the discontinuance of the
BRAVO Card. This decrease was reflective of the Company’s con-
tinuing efforts to improve the credit quality of its portfolio. The pro-
vision for consumer loan losses also was positively impacted by a
decline in the loan loss allowance in connection with securitization
transactions entered into prior to the third quarter of 1996. This
loan loss allowance was fully amortized by the end of fiscal 1999.
The decrease in fiscal 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, partially offset by a small increase in
the net charge-off rate of the Discover Card portfolio. The provision

for consumer loan losses also was positively impacted by a
decline in the loan loss allowance in connection with securitization
transactions entered into prior to the third quarter of 1996 as
discussed above.

The Company’s future charge-off rates and credit quality
are subject to uncertainties that could cause actual results to dif-
fer 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, bankruptcy
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 bal-
ances within the portfolio.

Consumer loans are considered delinquent when interest
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 pri-
marily affected by changes in economic conditions and may vary
throughout the year due to seasonal consumer spending and pay-
ment behaviors. The net charge-off rate decreased in fiscal 1999
as compared with fiscal 1998, reflecting the Company’s increased
focus on credit quality and account collections, as well as the sale
of Prime Option, the operations of SPS and the discontinuance of
the BRAVO Card.
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The following table presents delinquency and net charge-off rates with supplemental managed loan information:

ASSET QUALITY

FISCAL 1999 FISCAL 1998 FISCAL 1997

(dollars in millions) OWNED MANAGED OWNED MANAGED OWNED MANAGED
Consumer loans at period-end $20,998 $37,975 $15,996 $32,502 $20,917 $35,950
Consumer loans contractually

past due as a percentage of

period-end consumer loans:

30 to 89 days 3.35% 3.79% 3.564% 3.69% 3.96% 3.91%
90 to 179 days 2.20% 2.53% 2.67% 2.84% 3.11% 3.07%

Net charge-offs as a percentage of

average consumer loans 4.78% 5.42% 6.75% 6.90% 6.78% 6.95%
Non-Interest Expenses at certain of the Company’s facilities, including payment process-

ing centers.
FISCAL FISCAL FISCAL . . o

(dollars in millions) 1999 1998 1997 Information processing and communications expense
Compensation and benefits $ 525 $ 549 $ 535 increased 3% in fiscal 1999 and decreased 2% in fiscal 1998. The
Occupancy and equipment 54 67 61 increase in fiscal 1999 was due to higher external data processing
Information processing and ) i } ) ) )

communications 477 462 471 costs at Discover Financial Services, including cardmember data
Marketing and business analysis associated with increased portfolio activity, partially offset

development 1,041 872 780 . ) . O
Professional services 121 97 73 by the exclusion of the results of Prime Option and SPS in fiscal
Other 207 207 251 1999. In fiscal 1998, lower transaction processing costs resulting
Total non-interest expenses $2,425 $2,254 $2,171

Total non-interest expenses increased 8% to $2,425 million in fiscal
1999 and increased 4% to $2,254 million in fiscal 1998.
Employee compensation and benefits expense decreased
4% in fiscal 1999 and increased 3% in fiscal 1998. The decrease
in fiscal 1999 was primarily due to lower compensation costs
resulting from the sale of Prime Option and the operations of SPS.
These decreases were partially offset by higher employment costs
at Discover Financial Services associated with increased employ-
ment levels due to increased levels of transaction volume. The
increase in fiscal 1998 was due to an increased number of employ-
ees and higher executive compensation costs associated with
Discover Financial Services, offset by lower compensation costs
associated with the sale of Prime Option and the operations of SPS.
Occupancy and equipment expense decreased 19% in
fiscal 1999 and increased 10% in fiscal 1998. The decrease in
fiscal 1999 was primarily due to the exclusion of the results of
Prime Option and SPS, partially offset by higher occupancy costs
associated with Discover Financial Services. The increase in fiscal
1998 was primarily due to higher rent and other occupancy costs

from the sale of the operations of SPS were partially offset by
higher external data processing costs related to the Year 2000 proj-
ect and increased cardmember data analysis associated with credit
risk management activity.

Marketing and business development expense increased
19% in fiscal 1999 and 12% in fiscal 1998. In fiscal 1999, the
Company continued to invest in the growth of its credit card busi-
ness, including the introduction of the Discover Platinum Card dur-
ing the first quarter of 1999 and the launch of the Morgan Stanley
Dean Witter Card in the United Kingdom during the latter half of
fiscal 1999. Marketing and business development expense
increased in fiscal 1999 due to direct mailing and other promo-
tional activities related to the launch and continued promotion of
the Discover Platinum and Morgan Stanley Dean Witter Cards,
higher cardmember rewards expense and a new advertising cam-
paign for the Discover Card. Higher cardmember rewards expense
was due to increased sales volume. Cardmember rewards expense
includes the Cashback Bonus® award program, pursuant to which
the Company annually pays Discover Cardmembers, and Private
Issue® Cardmembers electing this feature, a percentage of their
purchase amounts ranging up to 1% based upon a cardmember’s



level of annual purchases. The increase in fiscal 1998 was attrib-
utable to higher advertising and promotional expenses associated
with increased direct mail and other promotional activities related
to the Discover Card, Private Issue Card and partnership programs,
as well as higher cardmember rewards expense. The Company
increased marketing and promotional spending significantly in the
third and fourth quarters of fiscal 1998 in an effort to renew and
increase growth in the Discover Card brand.

Professional services expense increased 25% in fiscal
1999 and 33% in fiscal 1998. The increase in fiscal 1999 was
due to higher costs associated with account collections and con-
sumer credit counseling, partially offset by a decrease in expenses
associated with the sale of the operations of SPS. The increase in
fiscal 1998 was due to services related to increased partnership
program activity, higher expenditures for consumer credit counsel-
ing, collections services and consulting fees.

Other expenses primarily include fraud losses, credit
inquiry fees and other administrative costs. Other expenses
remained unchanged in fiscal 1999 as compared with fiscal 1998.
In fiscal 1999, increased operational costs associated with higher
application and transaction volumes and costs associated with the
launch of the Morgan Stanley Dean Witter Card in the United
Kingdom were offset by a decrease in expenses associated with the
sale of the operations of SPS. In fiscal 1998, other expenses
decreased 18%, reflecting a decline in the level of fraud losses as
well as 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 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 consumer loans in the
following calendar quarter. Merchant fees, therefore, have histori-
cally tended to increase in the first fiscal quarter, reflecting higher
sales activity in the month of December. Additionally, higher card-
member rewards expense is accrued in the first fiscal quarter,
reflecting seasonal growth in retail sales volume.

LIQUIDITY AND CAPITAL RESOURCES

The Balance Sheet

The Company’s total assets increased to $367.0 billion at
November 30, 1999 from $317.6 billion at November 30, 1998,
primarily reflecting higher financial instruments owned, securities
borrowed, consumer loans and customer receivables, partially off-
set by lower levels of securities purchased under agreements to
resell. A substantial portion of the Company’s total assets consists
of highly liquid marketable securities and short-term receivables
arising principally from securities transactions. 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
funding 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-intensive.
Capital is required to finance, among other things, the Company’s
securities inventories, underwritings, 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 determined by regulatory requirements (if applic-
able), asset mix, leverage considerations and earnings volatility.
The Company views return on equity to be an important
measure of its performance, in the context of both the particular
business environment in which the Company is operating and its
peer group’s results. In this regard, the Company actively manages
its consolidated capital position based upon, among other things,
business opportunities, capital availability and rates of return
together with internal capital policies, regulatory requirements and

page 41 1 99 AR



99 AR | page 42

rating agency guidelines and therefore may, in the future, expand
or contract its capital base to address the changing needs of its
businesses. The Company returns internally generated equity capi-
tal which is in excess of the needs of its businesses to its share-
holders through common stock repurchases and dividends.

The Company’s liquidity policies emphasize diversification
of funding sources. The Company also follows a funding strategy
which is designed to ensure that the tenor of the Company’s liabili-
ties 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
borrowed. 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 fluctu-
ates in response to changes in the amount of repurchase transac-
tions 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 depend-
ing upon market conditions, the volume of certain trading activi-
ties, 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 capacity. In addition, the Company attempts
to maintain cash and unhypothecated marketable securities equal
to at least 110% of its outstanding short-term unsecured borrow-
ings. 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 the majority of current assets are
financed with a combination 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
Services business) are used to finance the Company’s consumer

loan portfolio. Consumer loan financing is targeted to match the
repricing and duration characteristics of the loans financed. The
Company uses derivative products (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 rev-
enues, particularly in those businesses where longer term counter-
party performance is critical, such as over-the-counter derivative
transactions.

As of January 31, 2000, the Company'’s credit ratings were

as follows:

COMMERCIAL PAPER SENIOR DEBT
Dominion Bond Rating Service Limited R-1 (middle) AA (low)
Duff & Phelps Credit Rating Co. D-1+ AA
Fitch IBCA, Inc. Fl+ AA
Japan Rating & Investment Information, Inc. a-1+ AA
Moody’s Investors Service P-1 Aa3
Standard & Poor’s A-1 A+
Thomson Financial BankWatch TBW-1 AA+

During fiscal 1999, Duff & Phelps Credit Rating Co. upgraded the
Company’s senior debt rating from AA- to AA, Japan Rating &
Investment Information, Inc. upgraded the Company’s senior debt
rating from AA- to AA, Standard & Poor’s placed the Company’s
senior debt ratings on Positive Outlook, Thomson Financial
BankWatch upgraded the Company’s senior debt rating from AA to
AA+ and Fitch IBCA, Inc. upgraded the Company’s senior debt
rating from AA- to AA. On January 27, 2000, Dominion Bond Rating
Service Limited established a senior debt rating of AA (low) for
the Company.

As the Company continues its global expansion and derives
revenues increasingly from various currencies, foreign currency
management is a key element of the Company’s financial policies.
The Company benefits from operating in several different curren-
cies because weakness in any particular currency often is offset 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-
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 busi-
nesses is raised through diverse sources. These sources include the
Company’s capital, including equity and long-term debt; repur-
chase 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 agree-
ment transactions, securities lending and a portion of the
Company’s bank borrowings are made on a collateralized basis and,
therefore, provide a more stable source of funding than short-term
unsecured borrowings.

The funding sources utilized for the Company’s Credit
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
Company’s consolidated financial statements, issues asset-backed
commercial paper.

The Company’s bank subsidiaries solicit deposits from con-
sumers, purchase Federal Funds and issue short-term bank notes.
Interest bearing deposits are classified by type as savings, brokered
and other time deposits. Savings deposits consist primarily of money
market deposits and certificates of deposit accounts sold directly to
cardmembers and savings deposits from individual securities
clients. Brokered deposits consist primarily of certificates of
deposits issued by the Company’s bank subsidiaries. Other time
deposits include institutional certificates of deposits. 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 volume

of the Company’s borrowings generally fluctuates 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 market condi-
tions, the volume of certain trading activities, the Company’s credit
ratings and the overall availability of credit.

The Company maintains a senior revolving credit agree-
ment 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 $5.5 billion. The MSDW Facility contains restrictive
covenants which require, among other things, that the Company
maintain 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, 1999, 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
financial 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 mas-
ter collateral facility under which such banks are committed to pro-
vide up to $1.875 billion. The credit agreement contains restrictive
covenants which require, among other things, that MS&Co. main-
tain specified levels of consolidated shareholder’s equity and Net
Capital, as defined. At November 30, 1999, 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 $1.91 billion, available in six major currencies. The
facility agreement contains restrictive covenants which require,
among other things, that MSIL maintain specified levels of
Shareholder’s Equity and Financial Resources, each as defined. At
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November 30, 1999, no borrowings were outstanding under the
MSIL Facility.

On June 7, 1999, Morgan Stanley Dean Witter Japan
Limited ("MSDWJL"), the Company’s Tokyo-based broker-dealer
subsidiary, entered into a committed revolving credit facility, guar-
anteed by the Company, that provides funding to support general
liquidity needs, including support of MSDWJL's unsecured borrow-
ings (the “"MSDWJL Facility”). Under the terms of the MSDWJL
Facility, a syndicate of banks is committed to provide up to 60 bil-
lion Japanese yen. At November 30, 1999, no borrowings were out-
standing under the MSDWJL 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
$2.6 billion at November 30, 1999. RFC has never borrowed from
its senior bank credit facility.

The Company anticipates that it will utilize the MSDW
Facility, the MS&Co. Facility, the MSIL Facility or the MSDWJL
Facility for short-term funding from time to time (see Note 5 to the
consolidated financial statements).

Fiscal 1999 and Subsequent Activity

During fiscal 1999, the Company issued senior notes aggregating
$7,626 million, including non-U.S. dollar currency notes aggregat-
ing $2,490 million, primarily pursuant to its public debt shelf reg-
istration statements. These notes have maturities from 2000 to
2029 and a weighted average coupon interest rate of 4.8% at
November 30, 1999; the Company has entered into certain trans-
actions to obtain floating interest rates based primarily on short-
term LIBOR trading levels. At November 30, 1999, the aggregate
outstanding principal amount of the Company’s Senior
Indebtedness (as defined in the Company’s public debt shelf regis-
tration statements) was approximately $49.9 billion. Between
November 30, 1999 and January 31, 2000, the Company issued
additional debt obligations aggregating approximately $5,093 mil-
lion. These notes have maturities from 2000 to 2014.

Effective December 1999, the Company’s Board of
Directors authorized the Company to purchase, subject to market
conditions and certain other factors, an additional $1 billion of the
Company’s common stock for capital management purposes. The

Company also has a separate ongoing repurchase authorization in

connection with awards granted under its equity-based compensa-
tion plans. During fiscal 1999, the Company purchased $2,374
million of its common stock. Subsequent to November 30, 1999
and through January 31, 2000, the Company purchased an addi-
tional $406 million of its common stock; the unused portion of the
capital management common stock repurchase authorization at
January 31, 2000 was approximately $1,098 million (without giv-
ing effect to any outstanding put options).

In an effort to enhance its ongoing stock repurchase pro-
gram, the Company may sell put options on shares of its common
stock to third parties. These put options entitle the holder to sell
shares of the Company’s common stock to the Company on certain
dates at specified prices. As of November 30, 1999, put options
were outstanding on an aggregate of 1,000,000 shares of the Com-
pany’s common stock. These put options expire in February 2000.
The Company may elect cash settlement of the put options instead
of taking delivery of the stock.

Effective March 1, 1999, the Company redeemed all of
the outstanding 7.82% Capital Units and 7.80% Capital Units. The
aggregate principal amount of the Capital Units redeemed was
$352 million. During fiscal 1999, the Company repurchased in a
series of transactions in the open market $64 million of the $134
million outstanding 8.03% Capital Units. The Company has retired
these repurchased Capital Units.

In January 2000, the Company and Morgan Stanley
Finance, plc, a U.K. subsidiary, called for redemption all of the
outstanding 9.00% Capital Units on February 28, 2000. The
aggregate principal amount of the Capital Units to be redeemed is
$144 million.

On May 5, 1999, the Company’s shelf registration state-
ment for the issuance of an additional $12 billion of debt securi-
ties, units, warrants or purchase contracts, or any combination
thereof in the form of units or preferred stock, became effective.

At November 30, 1999, certain assets of the Company,
such as real property, equipment and leasehold improvements of
$2.2 billion and goodwill and other intangible assets of $1.3 bil-
lion, were illiquid. In addition, included in other assets are approx-
imately $1.9 billion of aircraft that the Company has acquired in
connection with its aircraft financing activities. Certain equity
investments made in connection with the Company’s private equity
and other principal investment activities, high-yield debt securities,
emerging market debt, certain collateralized mortgage obligations



and mortgage-related loan products, bridge financings, and certain
senior secured loans and positions are not highly liquid. The
Company also has commitments to fund certain fixed assets and
other less liquid investments, including at November 30, 1999
approximately $417 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.

At November 30, 1999, the aggregate value of high-yield
debt securities and emerging market loans and securitized instru-
ments held in inventory was $2,128 million (a substantial portion
of which was subordinated debt). These securities, loans and
instruments were not attributable to more than 3% to any one
issuer, 16% to any one industry or 22% 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 indebt-
edness and, therefore, are more sensitive to adverse economic con-
ditions. In addition, the market for non-investment grade securities
and emerging market 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 con-
centrations for non-investment grade securities and emerging mar-
ket loans and securitized 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 has contracted to develop a one million-
square-foot office tower in New York City. Pursuant to this agree-
ment, the Company will own the building and has entered into a
99-year lease for the land at the development site. Construction
began in 1999 and the Company intends to occupy the building
upon project completion, which is anticipated in 2002. The total
investment in this project (which will be incurred over the next sev-
eral years) is estimated to be approximately $650 million.

In connection with certain of its business activities, the
Company provides financing or financing commitments (on a
secured and unsecured basis) to companies in the form of senior
and subordinated debt, including bridge financing on a selective
basis. The borrowers may be rated investment grade or non-invest-

ment grade, and the loans may have varying maturities. As part of
these activities, the Company may syndicate and trade certain posi-
tions of these loans. At November 30, 1999, the aggregate value
of loans and positions was $1.3 billion. The Company also has pro-
vided additional commitments associated with these activities
aggregating $7.3 billion at November 30, 1999. These commit-
ments are generally agreements to lend to counterparties, have
fixed termination dates and are contingent on all conditions to bor-
rowing set forth in the contract having been met. At January 31,
2000, the Company had loans and positions outstanding of
$2.4 billion and aggregate commitments of $8.2 billion. The higher
level of the Company’s commitments as compared with prior periods
is primarily attributable to increased merger and acquisition activi-
ties, particularly in Europe. However, there can be no assurance that
the level of such activities will continue in future periods.

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
participating in an equity recapitalization of LTCP. The objectives of
this investment were to continue active management of its posi-
tions and, over time, reduce excessive risk exposures and leverage,
return capital to the participants and ultimately realize the poten-
tial value of the LTCP portfolio. During fiscal 1999, a substantial
portion of this investment was returned to the Company.

The gross notional and fair value amounts of derivatives
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).

REGULATORY CAPITAL REQUIREMENTS

Dean Witter Reynolds Inc. (“DWR") and MS&Co. are registered bro-
ker-dealers and registered futures commission merchants and,
accordingly, 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, accordingly, is subject to the Financial Resources
Requirements of the SFA. MSDWJL, a Tokyo-based broker-dealer,
is regulated by the Japanese Ministry of Finance with respect to
regulatory capital requirements. DWR, MS&Co., MSIL and MSDWJL
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have consistently 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, therefore, are subject to the regulatory capital require-
ments adopted by the FDIC. These subsidiaries have consistently
operated in excess of these and other regulatory requirements.

Certain other U.S. and non-U.S. subsidiaries are subject to
various securities, commodities and banking regulations, and cap-
ital 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
established 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
inflation results in rising interest rates and has other adverse effects
upon the securities markets, upon 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 cur-
rencies other than the U.S. dollar. Non-U.S. dollar assets typically
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
products” 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 interest 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 exten-
sively to manage the market exposure that results from a variety of
proprietary trading activities (see Note 9 to the consolidated finan-
cial statements). In addition, as a dealer in certain derivative prod-
ucts, most notably interest rate and currency swaps, the Company
enters into derivative contracts to meet a variety of risk manage-
ment and other financial needs of its clients. Given the highly inte-
grated nature of derivative products and related cash instruments
in the determination of overall trading division profitability and the
context in which the Company manages its trading areas, it is not
meaningful to allocate trading revenues between the derivative and
underlying cash instrument components. Moreover, the risks asso-
ciated with the Company’s derivative activities, including market
and credit risks, are managed on an integrated basis with associ-
ated 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 deriv-
atives, 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 out-
standing at November 30, 1999 was $3,404 billion (as compared
with $2,860 billion at November 30, 1998). 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 utilization
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 represented
by the fair value of such contracts reported as assets. Such total fair
value outstanding as of November 30, 1999 was $22.8 billion.
Approximately $18.4 billion of that credit risk exposure was with
counterparties rated single-A or better (see Note 9 to the consoli-
dated 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 prob-
lems and remains committed to providing its clients with innovative
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 coun-
terparties. In addition, the Company, through its continuing
involvement with regulatory, self-regulatory and industry activities,
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 meet-
ing their overall financial needs.

YEAR 2000
The Year 2000 issue arose since many of the world’s computer sys-
tems (including those in non-information technology systems) tra-
ditionally recorded years in a two-digit format. If not addressed,
such computer systems may have been unable to properly interpret
dates beyond the year 1999, which may have led to business dis-
ruptions in the U.S. and internationally. Accordingly, the Company
established a firmwide initiative to address issues associated with
the Year 2000. As part of this initiative, the Company reviewed its
global software and hardware infrastructure for mainframe, server
and desktop computing environments and engaged in extensive
remediation and testing. The Year 2000 initiative also encom-
passed the review of agencies, vendors and facilities for Year 2000
compliance.

Since 1995, the Company prepared actively for the Year
2000 issue to ensure that it would have the ability to respond to
any critical business process failure, to prevent the loss of work-
space and technology, and to mitigate any potential financial loss
or damage to its global franchise. Where necessary, contingency
plans were expanded or developed to address specific Year 2000 risk
scenarios, supplementing existing business policies and practices.

During fiscal 1999, in its preparation for the millennial
changeover, the Company established a global Command, Control
and Communication Network (the “C3 Network”). The purpose of
the C3 Network was to enable the Company’s management, on both

a global and regional basis, to monitor and manage any Year 2000-
related issues and their potential impact on the Company’s busi-
ness activities. Using a variety of tools developed for this purpose,
the C3 Network monitored business verification points as well as
internal issues and external events. The Company also maintained
communications with clients and regulators and coordinated global
communications between senior management and all of the
Company’s business areas.

The Company considers the transition into the Year 2000
successful from the perspective of both its internal systems and
global external interactions. Over the millennial changeover period,
no material issues were encountered, and the Company conducted
business as usual.

Based upon current information, the Company estimates
that the total cost associated with implementing its Year 2000 ini-
tiative, including the review, remediation and testing of all internal
systems, review of vendors, and event management will be approx-
imately $240 million. Substantially all of such costs were incurred
by the end of fiscal 1999, although approximately $15 million in
costs are expected to be incurred during fiscal 2000. These costs
are funded through operating cash flow and expensed in the period
in which they are incurred.

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 identi-
fies, assesses, monitors and manages each of the various types of
risk involved in its activities is critical to its soundness and prof-
itability. 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 identify, assess, monitor and manage, in accor-
dance with defined policies 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” beginning on page 22.
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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
markets. The Company’s senior management takes an active role in
the risk management process and has developed policies and pro-
cedures that require specific administrative and business functions
to assist in the identification, assessment and control of various
risks. In recognition of the increasingly varied and complex nature
of the global financial services business, the Company’s risk man-
agement policies, procedures and methodologies 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 management poli-
cies for the Company and reviews the Company’s performance rel-
ative 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 spe-
cific risks, review the risk monitoring and risk management policies
and procedures relating to the Company’s market and credit risk
profile, sales practices, pricing of consumer loans and reserve ade-
quacy, legal enforceability, and operational and systems risks.

The Firm Risk Management, Controllers, Treasury and Law,
Compliance and Governmental Affairs Departments, which are all
independent of the Company’s business units, also assist senior
management and the Risk Committees in monitoring and control-
ling the Company’s risk profile. The Firm Risk Management
Department is responsible for risk policy development, risk analysis
and risk reporting to senior management and the Risk Committees
and has operational responsibility for measuring and monitoring
aggregate market and credit risk with respect to institutional trad-
ing activities. In addition, the Internal Audit Department, which
also reports to senior management, periodically examines and eval-
uates the Company’s operations and control environment. The
Company continues to be committed to employing qualified per-
sonnel with appropriate expertise in each of its various administra-
tive and business 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
trading (primarily its institutional trading activities) and consumer
lending 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 significantly from such analyses due to events in the mar-
kets 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. dol-
lar functional currency subsidiaries, see Note 11 to the consoli-
dated financial statements.

TRADING AND RELATED ACTIVITIES
Primary Market Risk Exposures and Market Risk Management
During fiscal 1999, the Company had exposures to a wide range of
interest rates, equity prices, foreign exchange rates and commodity
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 activities and proprietary 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 pro-
prietary positions. The Company is exposed to foreign exchange rate
risk in connection with making markets in foreign currencies and
foreign currency options and with maintaining foreign exchange
positions. The Company’s currency trading covers many foreign cur-
rencies, including the yen, euro and pound sterling. The Company
is exposed to commodity price risk as a result of trading in com-
modity-related derivatives and physical commodities.

The Company manages its trading positions by employing a
variety of strategies, which include diversification of risk exposures



and the purchase or sale of positions in related securities and finan-
cial 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 individual
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, prod-
ucts and regions. Trading division risk managers, desk risk man-
agers and the Firm Risk Management Department 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
market risk perspective utilizing Value-at-Risk and other quantitative
and qualitative risk measurements and analyses. The Company may
use 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
specified changes in market factors, for certain products is per-
formed periodically 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 Firm
Risk Management Department calculates 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 for major market risk factors and Monte Carlo simulation for
name-specific risk in certain equity and fixed income exposures.
Historical simulation involves constructing a distribution of hypo-
thetical daily changes in trading portfolio value based on historical
observation of daily changes in key market indices or other market

factors (“market risk factors”) and on information on the sensitivity
of the portfolio values to these market risk factor changes. In the
case of the Company’s VaR, approximately four years of historical
data are used to characterize potential changes in market risk fac-
tors. The Company’s one-day 99% VaR corresponds to the negative
change in portfolio value that, based on observed market risk fac-
tor 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 of November
30, 1999, a total of approximately 500 market risk factor bench-
mark data series was incorporated in the Company’s VaR model
covering interest rates, equity prices, foreign exchange rates, com-
modity prices and associated volatilities. 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. The model includes measures of name-specific
risk for approximately 8,000 equity names and 55 classes of cor-
porate and high-yield bonds.

VaR models such as the Company’s should be expected to
evolve over time in response to changes in the composition of trad-
ing portfolios and to improvements in modeling techniques and sys-
tems capabilities. During fiscal 1999, as part of the Company’s
ongoing program of VaR model enhancement, position and risk cov-
erage were broadened, and risk measurement methodologies were
refined. Equity enhancements included improved capture of name-
specific implied volatility risk for equity options of different matu-
rities, which tended to decrease measured VaR, and name-specific
equity price risk with respect to certain private equity positions,
which tended to increase VaR. Fixed income enhancements
included: improved modeling of implied volatility risk, improved
capture of interest rate related risks in mortgage-backed and
emerging market financial instruments, and a change, related to
EMU, from multiple to a single set of yield curve risk factors for
euro currencies, all of which tended to decrease measured VaR.

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 diversifi-
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cation; and can cover a wide range of portfolio assets yet are rela-
tively easy to interpret. However, VaR risk measures should be inter-
preted in light of the methodology’s limitations, which include the
following: past changes in market risk factors will not always yield
accurate predictions of the distributions and correlations of future
market movements; changes in portfolio value in response to mar-
ket movements may differ from the responses calculated by 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 can-
not be liquidated or hedged within one day; and the historical mar-
ket risk factor data used for VaR estimation may provide only
limited insight into losses that could be incurred under market con-
ditions that are unusual relative to the historical period used in esti-
mating the VaR. 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 control at the trading
desk, division and Company levels.

VaR for Fiscal 1999

The table below presents the results of the Company’s VaR for each
of the Company’s primary market risk exposures and on an aggregate
basis at November 30, 1999 and November 30, 1998, incorporat-
ing substantially all financial instruments generating market risk
(including funding liabilities related to trading positions, retail trad-
ing activities and private equity positions). However, a small pro-
portion of trading positions generating market risk was not covered,
and the modeling of the risk characteristics of some positions
involved approximations which could be significant under certain
circumstances. Market risks that are in the VaR values shown in the
following table, but that the Company has found particularly diffi-
cult to model, include certain fixed income instruments (such as
aspects of prepayment behavior of mortgage-backed securities and
credit derivatives price risk), name-specific equity price risk in pri-
vate or newly public companies, certain commodity price risks
(such as electricity price risk) and certain liquidity risks.

Since VaR is based on historical data and changes in mar-
ket risk factor returns, VaR should not be viewed as predictive of
the Company’s future financial performance or its ability to moni-
tor and manage 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

PRIMARY MARKET RISK CATEGORY AT NOVEMBER 30,

(dollars in millions, pre-tax) 1999 1998
Interest rate $33 $28
Equity price 32 17
Foreign exchange rate 3 5
Commodity price 16 6
Subtotal 84 56
Less diversification benefit® 33 18
Aggregate Value-at-Risk $51 $38

(1) The Interest rate Value-at-Risk for fiscal 1998 has been restated to reflect the esti-
mated impact of enhancements to the Company’s VaR model made during fiscal
1999 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 market risk categories occur on different days; similar diver-
sification benefits also are taken into account within each such category.

The change in Interest rate VaR from November 30, 1998 to
November 30, 1999 reflected, in part, an increase in certain high-
yield and emerging market interest rate risk positions. The change in
Equity price VaR from November 30, 1998 to November 30, 1999
reflected, in part, an increase in the market value of certain private
equity positions, a substantial portion of which was sold by the
Company shortly after the end of the fiscal year. The change in
Commodity price VaR reflected, in part, higher market values of com-
modities positions arising from increases in energy prices throughout
the year.

In order to facilitate comparisons with other global finan-
cial services firms, the Company notes that its Aggregate VaR at
November 30, 1999 for other confidence levels and time horizons
was as follows: $32 million for 95%/one-day VaR and $151 million
for 99%/two-week VaR.



The table below presents the high, low and average 99%/
one-day VaR over the course of fiscal 1999 for substantially all of the
Company’s institutional trading activities. This measure of VaR incor-
porates 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., equity price risk in private equity
positions and funding liabilities related to trading positions).

DAILY 99%/ONE-DAY VaR

PRIMARY MARKET RISK CATEGORY FOR FISCAL 1999

(dollars in millions, pre-tax) HIGH LOW AVERAGE
Interest rate $62 $17 $29
Equity price 38 14 21
Foreign exchange rate 13 2 5
Commodity price 19 6 11
Aggregate Value-at-Risk $60 $27 $36

The histogram below presents the Company’s daily 99%/one-day VaR
for its institutional trading activities during fiscal 1999:
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The histogram below shows the distribution of daily rev-
enues during fiscal 1999 for the Company’s institutional trading
businesses (net of interest expense and including commissions and
primary revenue credited to the trading businesses):
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The Company evaluates the reasonableness of its VaR
model by comparing the potential declines in portfolio values gen-
erated by the model with actual trading results. There were no days
during fiscal 1999 in which the Company incurred daily mark-to-
market losses (trading revenue net of interest income and expense
and excluding commissions and primary revenue credited to the
trading businesses) 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 1999.

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 primarily
by matching the repricing of credit card and consumer loans and
the related financing. To the extent that asset and related financ-
ing repricing characteristics of a particular portfolio are not
matched effectively, the Company utilizes interest rate derivative
contracts, such as swap, cap and collar agreements, to achieve its
matched financing objectives. Interest rate swap agreements effec-
tively convert the underlying asset or financing from fixed to vari-
able repricing, from variable to fixed repricing or, in more limited
circumstances, from variable to variable repricing. Interest rate cap
agreements effectively establish a maximum interest rate on certain
variable rate financings. Interest rate collar agreements effectively
establish a range of interest rates 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
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interest 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. In fiscal 1999, a substantial portion of the
Company’s credit card receivables was repriced to a fixed interest
rate, although the Company has the right, with notice to cardmem-
bers, to reprice the receivables to a new fixed interest rate. The
Company considers such receivables to be interest rate sensitive,
consistent with its policy of matching the repricing of its credit card
receivables and the related financing. The Company measured the
earnings sensitivity for these assets from the expected repricing
date, which takes into consideration the required notice period and
billing cycles. In addition, 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 or other fixed rate prior to the end of the 12-
month period, are rate-sensitive. The latter category includes cer-
tain credit card loans which may be offered at below-market rates
for an introductory period, such as for balance transfers and spe-
cial promotional programs, after which the loans will contractually
reprice in accordance 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 indexed or other fixed rate
has been considered rather than the full change in the rate to which
the loan would contractually 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 indexed or other fixed rate during the
next 12 months, earnings sensitivity 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

market-based index during the next 12 months, earnings sensitiv-
ity 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, 1999, it is estimated that
the pre-tax income of consumer lending and related activities over
the following 12-month period would be reduced by approximately
$10 million. The comparable reduction of pre-tax income for the
12-month period following November 30, 1998 was estimated to
be approximately $65 million. The decrease at November 30,
1999 as compared with the prior year was primarily the result of
the Company’s consumer loan repricing actions made during fiscal
1999 and the related impact of the funding supporting the
Company’s consumer loans.

The hypothetical model assumes that the balances of inter-
est 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 pricing
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 condi-
tions. Furthermore, the analysis does not necessarily reflect the
Company’s expectations regarding the movement of interest rates in
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.

CREDIT RISK

The Company’s exposure to credit risk arises from the possibility
that a customer or counterparty to a transaction might fail to per-
form under its contractual commitment, which could result in the
Company incurring losses. With respect to its institutional securi-
ties activities, the Company has credit guidelines which limit the
Company’s current and potential credit exposure to any one coun-
terparty and to each type of counterparty (by rating category). The
Credit Department that is responsible for the Company’s institu-
tional securities activities administers and monitors these credit
limits on a worldwide basis. In addition to monitoring credit limits,
the Company manages the credit exposure relating to its trading
activities by reviewing periodically counterparty financial sound-
ness, by entering into master netting agreements and collateral
arrangements with counterparties in appropriate circumstances,
and by limiting the duration of exposure. In certain cases, the
Company also may close out transactions, assign them to other



counterparties or purchase credit protection to mitigate credit risk.
With respect to the leveraged lending business, the Leveraged
Financing Commitment Committee, which is composed of senior
managers from various departments within the Company, including
the Credit Department, reviews each leveraged loan request.

With respect to its consumer lending activities, potential
credit card holders undergo credit reviews by the Credit Department
of Discover Financial Services to establish that they meet standards
of ability and willingness to pay. Credit card applications are eval-
uated 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 cardmem-
ber’s credit line is reviewed at least annually, and actions resulting
from such review may include raising or lowering a cardmember’s
credit line or closing the account. In addition, the Company, on a
portfolio basis, performs monthly monitoring and review of con-
sumer behavior and risk profiles. The Company also reviews the
creditworthiness of prospective Discover/NOVUS Network mer-
chants and conducts annual reviews of merchants, with the great-
est scrutiny given to merchants with substantial sales volume.

The Company is subject to concentration risk by holding
large positions in certain types of securities or commitments to
purchase securities of a single issuer, including sovereign govern-
ments and other entities, issuers located in a particular country or
geographic area, public and private issuers involving developing
countries or issuers engaged in a particular industry (see Note 9 to
the consolidated financial statements).

OPERATIONAL RISK
Operational risk refers generally to the risk of loss resulting from the
Company’s operations, including, but not limited to, improper or
unauthorized execution and processing of transactions, deficien-
cies in the Company’s operating systems, and inadequacies or
breaches in the Company’s control processes. The Company oper-
ates different businesses in diverse markets and is reliant on the
ability of its employees and systems to process high numbers of
transactions. These transactions may cross multiple markets and
involve different currencies. In the event of a breakdown or
improper operation of systems or improper action by employees, the
Company could suffer financial loss, regulatory sanctions and dam-
age to its reputation.

In order to mitigate and control operational risk, the
Company has developed and continues to enhance specific policies

and procedures that are designed to identify and manage opera-
tional risk at appropriate levels. For example, the Company’s secu-
rities business has procedures that require that all transactions are
accurately recorded and properly reflected in the Company’s books
and records and are confirmed on a timely basis; that position val-
uations are subject to periodic independent review procedures; and
that collateral and adequate documentation (e.g., master agree-
ments) are obtained from counterparties in appropriate circum-
stances. With respect to its consumer lending activities, the
Company manages operational risk through its system of internal
controls which provides checks and balances to ensure that trans-
actions and other account-related activity (e.g., new account solic-
itation, transaction authorization and processing, billing and
collection of delinquent accounts) are properly approved,
processed, recorded and reconciled. Disaster recovery plans are in
place for critical systems on a Company-wide basis, and redundan-
cies are built into the systems as deemed appropriate. The
Company also uses periodic self-assessments and Internal Audit
reviews as a further check on operational risk.

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 gen-
erally subject to extensive regulation in the different jurisdictions in
which it conducts its business. The Company has established pro-
cedures 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
Affairs
Department, also has established procedures that are designed to

through the Law, Compliance and Governmental

ensure that senior management’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 capital requirements, sales and trading
practices, new products, use and safekeeping of customer funds
and securities, credit granting, collection activities, money-laun-
dering and recordkeeping. The Company also has established pro-
cedures to mitigate the risk that a counterparty’s performance
obligations will be unenforceable, including consideration of coun-
terparty legal authority and capacity, adequacy of legal documenta-
tion, the permissibility of a transaction under applicable law and
whether applicable bankruptcy or insolvency laws limit or alter con-
tractual remedies.
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report of independent auditors

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, 1999 and 1998,
and the related consolidated statements of income, comprehensive
income, cash flows and changes in shareholders’ equity for each of
the three fiscal years in the period ended November 30, 1999.
These consolidated financial statements are the responsibility of the
Company’s management. Our responsibility is to express an opinion
on these consolidated financial statements based on our audits.
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 signifi-
cant estimates made by management, as well as evaluating the
overall financial statement presentation. We believe that our audits
provide a reasonable basis for our opinion.

In our opinion, the accompanying consolidated financial
statements present fairly, in all material respects, the consoli-
dated financial position of Morgan Stanley Dean Witter & Co. and
subsidiaries at fiscal years ended November 30, 1999 and 1998,
and the consolidated results of their operations and their
cash flows for each of the three fiscal years in the period
ended November 30, 1999, in conformity with generally accepted
accounting principles.

As discussed in Note 2 to the consolidated financial state-
ments, in fiscal 1998, Morgan Stanley Dean Witter & Co. changed its
method of accounting for certain offering costs of closed-end funds.

Dbttt “(Jacake LP

New York, New York
January 21, 2000



