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Letter to Shareholders

TO OUR SHAREHOLDERS:

2007 was a challenging year for Morgan Stanley and the entire financial services
industry, as the unprecedented disruptions and illiquidity in the credit markets

severely impacted some parts of our business. While we suffered significant losses in our
mortgage-related business, we still achieved our second highest revenues in Firm history
and delivered record financial performance across most of our businesses. We also made
significant progress in executing our long-term strategic plan and further strengthened
our client franchise in key areas. And, thanks to the hard work and dedication of our
talented people, we have begun 2008 with renewed momentum, increased discipline and

an intense focus on performance.

Delivered Record Performance across Our Business despite Mortgage-Related
Writedown

The writedown that Morgan Stanley announced at year end in our mortgage-related
business was the result of an error in judgment made by a small team in one area of fixed
income and a failure to manage that risk appropriately. It was deeply disappointing to
me—as [ know it was to all of our shareholders. We moved aggressively to address these
issues and to make necessary changes: holding people accountable; putting a new senior
management team in place led by Co-Presidents Walid Chammah and James Gorman;
enhancing our risk management function; and being as transparent as possible with
investors about our mortgage-related exposure.

These writedowns should not overshadow the strong performance and positive
momentum we saw across the rest of Morgan Stanley’s businesses in 2007. Our
investment banking, equity sales and trading, and asset management businesses each
delivered record results. Our revitalized Global Wealth Management business more
than doubled pre-tax income. And our international business increased revenues by
44%. Even with our mortgage-related writedown, we delivered net revenues of $28.0
billion. The fact is: Our core business remains strong. And we also unlocked significant
shareholder value in non-core businesses through the spin-off of Discover in June 2007

and the successful initial public offering of MSCI last fall.

The strength of our business—and our strategy—is clear in the long-term investment
we received from China Investment Corporation in December 2007. This investment
grew out of our deep and long-standing ties in China. The Chinese market is a critically
important strategic priority for us, and we see dramatic growth opportunities ahead. This
investment helps strengthen our relationship with a key player in the region while also
giving us additional capital to pursue the growth opportunities we see globally across our
franchise in 2008 and beyond.

Continued Strengthening of Our Institutional Securities Franchise
Morgan Stanley continued to deliver strong results across many areas of Institutional
Securities this past year while maintaining leadership positions in key client businesses

and executing against our key growth initiatives.

Our investment banking revenues were a record $5.5 billion in 2007, up 31% from the
previous year. This included record advisory revenues, up 45% from 2006, and record
underwriting revenues, up 21%. We finished the year ranked #1 in Global Completed
M&A, #2 in Global Announced M&A and #3 in Global IPOs. (Source: Thomson
Financial from January 1, 2007 through November 30, 2007)

Our equity sales and trading business also delivered its best full-year results ever

in 2007—with net revenues increasing 38%. This reflected record results in both
derivatives and prime brokerage, driven in part by our continued investments in these
businesses. In fixed income sales and trading, our interest rate and currency products
achieved record results, up 63% from the previous year, and we had our second best year

ever in commodities, which continues to be a market leader.

Delivered Significantly Improved Performance in Global Wealth Management

Over the past few years, we dramatically reinvigorated our Global Wealth Management
business— thanks in large part to the leadership of James Gorman and his team.

We delivered profit before tax of $1.2 billion in 2007, up 127% from the previous year,
and a pre-tax margin of 21% in the fourth quarter, a major improvement from the 2%
margins this business delivered in early 2006. Our financial advisors are among the
most productive in the industry, with record annualized financial advisor productivity of
$853,000, and we attracted $40 billion in net new money last year.

We've now delivered seven consecutive quarters of improved financial performance in
Global Wealth Management while continuing to make progress on key initiatives to
further strengthen this business. I couldn’t be more pleased with the significant progress
we've made in just two years time. And I'm confident that Ellyn McColgan, an
experienced executive who will be joining us in April after a distinguished career with

Fidelity Investments, is the ideal person to build on that tremendous momentum.

Made Dramatic Progress Executing Growth Strategy in Asset Management

Our strong commitment to investing in and growing Asset Management also has paid
off with our best year ever in 2007. We had record revenues of $5.5 billion, up 59% from
the previous year, and record profit before tax of $1.5 billion, up 72%. We've achieved
five consecutive quarters of net customer inflows—with record net inflows of $35 billion
last year compared with net outflows of $9.3 billion a year ago. We also had record assets
under management of $597 billion at the end of November, up nearly 35% from two

years ago.
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Under Owen Thomas’ leadership, we've continued to make important progress
implementing the changes necessary to improve growth in the Asset Management
business. The business launched and incubated 74 new products in 2007. It continued
expanding in alternatives— taking minority stakes in Abax Global Capital Limited and
Traxis Partners. And we established our merchant banking practice by bringing together
Morgan Stanley’s industry-leading real estate business and our newly established private
equity business. We also continued the expansion of our international footprint in Asset
Management last year by hiring local sales teams, opening local offices and enhancing

our licenses.

Continued Building Out Our Global Franchise

Opver the past few years, we have been making important investments in Morgan
Stanley’s global franchise to seize the significant growth opportunities in Europe, Asia
and the emerging markets. As a result, we achieved record international revenues last year
of almost $16 billion, up 44% from 2006. The Firm also continued expanding its global

footprint and local presence, particularly in key emerging markets, including:

* China: We have more than tripled our revenues in China over the previous year
and now are obtaining various domestic licenses—which will help us continue

strengthening our business in the region.

* Middle East: In 2007, we formed a joint venture with the Saudi Arabian securities firm
Capital Group, secured a license in Qatar and established a research team in Dubai.
These important investments have helped increase our Middle East revenues about
90% since 2005.

* India: We ended our joint venture with JM Financial last year in order to expand
Morgan Stanley’s wholesale businesses in India and develop a platform that is fully
integrated with our global footprint. We've been making investments in talent and

capital since then and received a merchant banking license in October 2007.

Taking Action... and Moving Forward
As 2007 came to an end and our new fiscal year began, we moved aggressively to address
our risks associated with disruption in the mortgage securities market and continued

building on the strong performance across most of our other businesses.

We put in place a new senior management team, including our new Co-Presidents as
well as Mitch Petrick, the new Global Head of Sales and Trading. We reorganized and
enhanced our risk management function by moving it to report directly to Chief Financial
Officer Colm Kelleher, bringing in more talent and creating an additional
risk-monitoring function within the trading business. We also consolidated all of

the Firm’s proprietary trading activities under Mitch and made a series of changes

throughout Sales and Trading that will create more discipline, partnership and

transparency across the division.

The Path Ahead

While the past year has been difficult, we are aggressively driving forward. Our actions
will help us adjust to the changing market conditions and position Morgan Stanley for
continued growth and improved profitability.

In the coming year, we will continue to invest in our international and emerging
markets businesses, as well as key areas of Institutional Securities like commodities,
equity derivatives and prime brokerage. We will expand our Global Wealth Management
franchise internationally by growing our private banking business. And we will build

on the momentum in Asset Management, as we look to further strengthen our private

equity and alternatives businesses and grow our stable of experienced portfolio managers.

As we take these steps, we will reallocate our talent and our resources to those areas
where we see the best potential for growth—and we will remain flexible in pursuing the
opportunities we see to enhance value.

The near-term outlook is challenging—for Morgan Stanley and for the financial
services industry generally. But we have a strong, broad-based business and a truly global
footprint. We remain very positive about Morgan Stanley’s business mix, and we continue
to believe diversification is a great strength for us. As we move forward in 2008, all of us
will be intensely focused on fully realizing the incredible power and tremendous potential
of Morgan Stanley’s global franchise.

Sincerely,

W

John J. Mack
Chairman and Chief Executive Officer

February 5, 2008
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Selected Financial Data

SELECTED FINANCIAL DATA (dollars in millions, except share and per share data)

Fiscal Year 2007 2006 2005 2004 2003
Income Statement Data:
Revenues:
Investment banking $ 6,368 $ 4,755 3,843 $ 3,341 $ 2,440
Principal transactions:
Trading 3,206 11,805 7,377 5,512 6,262
Investments 3,262 1,807 1,128 721 170
Commissions 4,682 3,770 3,331 3,235 2,861
Asset management, distribution and
administration fees 6,519 5,238 4,915 4,436 3,784
Interest and dividends 60,083 42,776 25,987 16,719 13,685
Other 1,208 585 496 332 245
Total revenues 85,328 70,736 47,077 34,296 29,447
Interest expense 57,302 40,897 23,552 13,977 11,826
Net revenues 28,026 29,839 23,525 20,319 17,621
Non-interest expenses:
Compensation and benefits 16,552 13,986 10,749 9,320 7,892
Other 8,033 6,750 6,711 5,482 4,659
September 11" related insurance recoveries, net — — (251) — —
Total non-interest expenses 24,585 20,736 17,209 14,802 12,551
Income from continuing operations before losses
from unconsolidated investees, income taxes,
dividends on preferred securities subject to
mandatory redemption and cumulative effect
of accounting change, net 3,441 9,103 6,316 5,517 5,070
Losses from unconsolidated investees 47 40 311 328 279
Provision for income taxes 831 2,728 1,473 1,384 1,305
Dividends on preferred securities subject to
mandatory redemption — — — 45 154
Income from continuing operations before
cumulative effect of accounting change, net 2,563 6,335 4,532 3,760 3,332
Discontinued operations:
Net gain from discontinued operations 1,024 1,666 559 1,129 696
Provision for income taxes 378 529 201 403 241
Net gain on discontinued operations 646 1,137 358 726 455
Cumulative effect of accounting change, net — — 49 — —
Net income $ 3,209 $ 7,472 4,939 $ 4,486 $ 3,787
Preferred stock dividend requirements $ 68 $ 19 — $ — $ —
Earnings applicable to common shareholders (1) $ 3,141 $ 7,453 4,939 $ 4,486 $ 3,787

Fiscal Year 2007 2006 2005 2004 2003
Per Share Data:
Earnings per basic common share:
Income from continuing operations $ 2.49 $ 6.25 $ 4.32 $ 3.48 $ 3.10
Gain on discontinued operations 0.64 1.13 0.33 0.67 0.42
Cumulative effect of accounting change, net — — 0.05 — —
Earnings per basic common share $ 3.13 $ 7.38 $ 4.70 $ 4.15 $ 3.52
Earnings per diluted common share:
Income from continuing operations $ 2.37 $ 5.99 $ 4.19 $ 3.40 $ 3.04
Gain on discontinued operations 0.61 1.08 0.33 0.66 0.41
Cumulative effect of accounting change, net — — 0.05 — —
Earnings per diluted common share $ 2.98 $ 7.07 $ 4.57 4.06 $ 3.45
Book value per common share $  28.56 $ 32.67 $  27.59 25.95 $ 2293
Dividends per common share $ 1.08 $ 1.08 $ 1.08 1.00 $ 0.92
Balance Sheet and Other Operating Data:
Total assets $ 1,045,409  $ 1,121,192 $ 898,835 $ 747,578 $ 603,022
Consumer loans, net — 22,915 21,966 19,166 18,362
Total capital (2) 191,085 162,134 125,891 110,793 82,769
Long-term borrowings (2) 159,816 126,770 96,709 82,587 57,902
Shareholders’ equity 31,269 35,364 29,182 28,206 24,867
Return on average common shareholders” equity 8.9% 23.5% 17.3% 16.8% 16.5%

Average common and equivalent shares (1)

1,001,878,651

(1) Amounts shown are used to calculate earnings per basic common share.

1,010,254,255

1,049,896,047

1,080,121,708

(2) These amounts exclude the current portion of long-term borrowings and include Capital Units and junior subordinated debt issued to capital trusts.

1,076,754,740
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