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Washington, D.C. 20549
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(Mark One)
0 REGISTRATION STATEMENT PURSUANT TO SECTION 12(b) OR (g) OF THE
SECURITIES EXCHANGE ACT OF 1934

or

b ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934

for the fiscal year ended December 31, 2004
or

0 TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934

for the transition period from to

Commission file number 1-16055
PEARSON PLC
(Exact name of Registrant as specified in its charter)
England and Wales
(Jurisdiction of incorporation or organization)
80 Strand
London, England WC2R ORL
(Address of principal executive offices)
Securities registered or to be registered pursuant to Section 12(b) of the Act:

Title of Class Name of Each Exchange on Which Registered
*QOrdinary Shares, 25p par value New York Stock Exchange

American Depositary Shares, each Representing One New York Stock Exchange
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* Not for trading, but only in connection with the registration of American Depositary Shares, pursuant to the
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Securities for which there is a reporting obligation pursuant to Section 15(d) of the Act:
None

Indicate the number of outstanding shares of each of the issuer s classes of capital or common stock at the close of
the period covered by the annual report:

Ordinary Shares, 25p par value 803,250,000

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

Indicate by check mark which financial statement item the Registrant has elected to follow:

Item 17 b Item 18 o
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INTRODUCTION

In this Annual Report on Form 20-F (the Annual Report ) references to Pearson orthe Group are references to
Pearson plc, its predecessors and its consolidated subsidiaries, except as the context otherwise requires. Ordinary
Shares refer to the ordinary share capital of Pearson of par value 25p each. ADSs refer to American Depositary Shares
which are Ordinary Shares deposited pursuant to the Deposit Agreement dated March 21, 1995, amended and restated
as of August 8, 2000 among Pearson, The Bank of New York as depositary (the Depositary ) and owners and holders
of ADSs (the Deposit Agreement ). ADSs are represented by American Depositary Receipts ( ADRs ) delivered by the
Depositary under the terms of the Deposit Agreement.

We have prepared the financial information contained in this Annual Report in accordance with generally accepted
accounting principles in the United Kingdom, or UK GAAP, which differs in certain significant respects from
generally accepted accounting principles in the United States, or US GAAP. We describe these differences in Item 5.
Operating and Financial Review and Prospects Accounting Principles , and in note 34 to our consolidated financial
statements included in Item 17. Financial Statements of this Annual Report. Unless we indicate otherwise, any
reference in this Annual Report to our consolidated financial statements is to the consolidated financial statements and
the related notes, included elsewhere in this Annual Report.

In common with other listed companies governed by the law of an EU member state, for financial years beginning
on or after January 1, 2005 the Group will be required to prepare its financial statements in accordance with
international accounting standards adopted at the European level (endorsed IAS s or IFRS s). This requirement will
therefore first be applicable to the Group s financial statements for the year ended December 31, 2005. Details of the
impact of IFRS on the Group s 2004 financial statements are available on our website, www.pearson.com/ifrs. The
information on this website is not incorporated by reference into this Annual Report.

We publish our consolidated financial statements in sterling. We have included, however, references to other
currencies. In this Annual Report:

references to sterling , pounds , pence or £ are tothe lawful currency of the United Kingdom,

references to euro or are to the euro, the lawful currency of the participating Member States in the Third Stage of
the European Economic and Monetary Union of the Treaty Establishing the European Commission, and

references to  US dollars , dollars , cents or $ are to the lawful currency of the United States.

For convenience and except where we specify otherwise, we have translated some sterling figures into US dollars
at the rate of £1.00 = $1.92, the noon buying rate in The City of New York for cable transfers and foreign currencies
as certified by the Federal Reserve Bank of New York for customs purposes on December 31, 2004. We do not make
any representation that the amounts of sterling have been, could have been or could be converted into dollars at the
rates indicated.

FORWARD-LOOKING STATEMENTS

You should not rely unduly on forward-looking statements in this Annual Report. This Annual Report, including
the sections entitled Item 3. Key Information Risk Factors , Item 4. Information on the Company and Item 5.
Operating and Financial Review and Prospects , contains forward-looking statements that relate to future events or our
future financial performance. In some cases, you can identify forward-looking statements by terms such as may , will ,

should , expect , intend , plan , anticipate , believe , estimate , predict , potential , continue or the negat

other comparable
4
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terminology. Examples of these forward-looking statements include, but are not limited to, statements regarding the
following:

operations and prospects,

growth strategy,

funding needs and financing resources,
expected financial position,

market risk,

currency risk,

US federal and state spending patterns,
debt levels, and

general market and economic conditions.

These forward-looking statements are only predictions. They involve known and unknown risks, uncertainties and
other factors that may cause our or our industry s actual results, levels of activity, performance or achievements to be
materially different from any future results, levels of activity, performance or achievements expressed or implied by
the forward-looking statements. In evaluating them, you should consider various factors, including the risks outlined
under Item 3. Key Information Risk Factors , which may cause actual events or our industry s results to differ
materially from those expressed or implied by any forward-looking statement. Although we believe that the

expectations reflected in the forward-looking statements are reasonable, we cannot guarantee future results, levels of

activity, performance or achievements.
5
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ITEM 1. IDENTITY OF DIRECTORS, SENIOR MANAGEMENT AND ADVISERS

Not applicable.

ITEM 2. OFFER STATISTICS AND EXPECTED TIMETABLE
Not applicable.

ITEM 3. KEY INFORMATION

Selected Consolidated Financial Data

The table below shows selected consolidated financial data for each of the years in the five-year period ended
December 31, 2004. The selected consolidated profit and loss account data for the years ended December 31, 2004,
2003 and 2002 and the selected consolidated balance sheet data as at December 31, 2004 and 2003 have been derived
from our consolidated financial statements included in Item 17. Financial Statements in this Annual Report, which
have been audited by PricewaterhouseCoopers LLP, independent auditors. The selected consolidated profit and loss
account data for the years ended December 31, 2001 and 2000, and the selected consolidated balance sheet data as at
December 31, 2002, 2001 and 2000 have been derived from our audited consolidated financial statements for those
periods and as of those dates, which are not included in this Annual Report.

Our consolidated financial statements have been prepared in accordance with UK GAAP, which differs from US
GAAP in certain significant respects. See Item 5. Operating and Financial Review and Prospects ~Accounting
Principles and note 34 to our consolidated financial statements. The consolidated financial statements contain a
reconciliation to US GAAP of profit/loss for the financial year, shareholders funds and certain other financial data.

The selected consolidated financial information should be read in conjunction with Item 5. Operating and
Financial Review and Prospects and our consolidated financial statements and the related notes appearing elsewhere
in this Annual Report. The information provided below is not necessarily indicative of the results that may be
expected from future operations.

For convenience, we have translated the 2004 amounts into US dollars at the rate of £1.00 = $1.92, the noon
buying rate in The City of New York on December 31, 2004.

Restatement

The Company has restated its UK GAAP shareholders funds for the financial years ended December 31, 2003 and
2002 for adoption of UITF Abstract 38 Accounting for ESOP trusts . This has reduced shareholders funds as at
December 31, 2003 and 2002 by £59 million and £62 million respectively (see note 24 in Item 17. Financial
Statements ).

The Company has restated its US GAAP profit and loss account and shareholders funds for the financial years
ended December 31, 2003 and 2002 to reflect the correct accounting treatment in respect of incentives and fixed rental
escalations under one of its leases. Previously the incentives were recognized in the profit and loss account over the
period during which the lease incentives were applicable until the lease returned to a market level. Additionally, fixed
future market-based rent increases were charged to the profit and loss account as they became applicable under the
terms of the lease. As required by US GAAP, both the lease incentives and fixed market-based rent increases are now
being charged to the profit and loss account over the entire term of the lease. Consequently, the profit reported under
US GAAP for the 2003 and 2002 financial years has been reduced by £14 million and £12 million, respectively, on a
pre-tax basis and £10 million and £9 million, respectively, on a post-tax basis and the shareholders funds reported as
at December 31, 2003 and 2002 has been reduced by £19 million and £9 million, respectively, from amounts
previously reported.

6
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UK GAAP Information:
Consolidated Profit and Loss
Account Data

Statutory Measures

Total sales

Total operating profit/(loss)
Profit/(loss) after taxation
Profit/(loss) for the financial
year

Basic earnings/(loss) per equity
share(4)

Diluted earnings/(loss) per
equity share(5)

Dividends per ordinary share
Consolidated Balance Sheet
Data

Total assets (Fixed assets plus
Current assets)

Shareholders funds
Long-term obligations(6)
Capital stock(1)

Number of equity shares
outstanding (millions of
ordinary shares)

US GAAP Information(7):
Consolidated Profit and Loss
Account Data

Statutory Measures

Total sales

Total operating profit/(loss)(2)
Profit/(loss) after taxation

Table of Contents
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Year Ended December 31
2004 2004 2003 2002 2001
Restated Restated Restated

$ £ £ £ £
(In millions, except for per share amounts)

7,524 3,919 4,048 4,320 4,225
444 231 226 143 47)
209 109 77 (89) (403)
169 88 55 (111) (423)
0.21 11.1p 6.9p (13.9)p (53.2)p
$ 021 11.0p 6.9p (13.9)p 53.2)p
$ 049 25.4p 24.2p 23.4p 22.3p
11,493 5,986 6,336 6,790 8,209
4,998 2,603 2,893 3,276 3,712
(3,291) (1,714) (1,349) (1,737) (2,616)
386 201 201 200 200
803 803 802 802 801
Year Ended December 31
2004 2004 2003 2002 2001

Restated Restated
$ £ £ £ £
(In millions, except for per share amounts)

7,465 3,888 4,048 4,320 4,225
564 294 397 453 (389)
390 203 198 219 (1,483)
349 182 173 189 (1,500)

2000

Restated
£

3,874
209
173

174
23.9p

23.4p
21.4p

8,924
4,100
(2,715)

199

798

2000

3,874

25
1,370
1,362

10
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Profit/(loss) for the financial

year(8)

Profit/(loss) from continuing

operations for the financial year(3) 319 166 160 216 476) (61)
(Loss)/profit from discontinued

operations(3) 31 16 16 5) 39) 1,434
Loss on disposal of discontinued

operations(3) 3 ) (985)

Basic earnings/(loss) per equity

share(4) $ 044 22.9p 21.8p 23.7p (188.6)p 187.2p
Diluted earnings/(loss) per equity

share(5) $ 044 22.8p 21.8p 23.7p (188.6)p 185.0p

Basic earnings/(loss) from

continuing operations per equity

share(1)(4) $ 040 20.9p 20.1p 27.1p (59.8)p (8.4)p
Diluted earnings/(loss) from

continuing operations per equity

shares(3)(5) $ 040 20.8p 20.1p 27.1p (59.8)p (8.4)p

Basic (loss)/earnings per share from

discontinued operations(3)(4) $ 0.04 2.0p 1.7p (3.4)p (128.7)p 195.6p
7
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Year Ended December 31
2004 2004 2003 2002 2001 2000
Restated Restated

$ £ £ £ £ £
(In millions, except for per share amounts)

Diluted (loss)/earnings per share
from discontinued

operations(3)(5) $ 0.04 2.0p 1.7p (3.4)p (128.7)p 193.4p

Dividends per ordinary share $ 047 24.5p 23.7p 22.7p 21.9p 20.6p

Consolidated Balance Sheet

Data

Total assets 12,048 6,275 6,381 6,767 8,280 10,066

Shareholders funds 6,179 3,218 3,333 3,699 4,155 6,018

Long-term obligations(6) 3,807) (1,983) (1,647) (2,026) (2,829) (2,715)

(1) Capital stock and the number of equity shares outstanding are the same under both UK and US GAAP.

(2) Total operating profit under US GAAP includes a profit of £14 million in 2004 (a loss of £7 million in 2003 and a
loss of £15 million in 2002) on the sale of fixed assets and investments. Additionally, the US GAAP operating
profit includes the operating profit impact of the GAAP adjustments discussed in note 34 in Item 17. Financial
Statements .

(3) Discontinued operations under both UK GAAP and US GAAP comprise the results of Recoletos for all years

“)

®)

(6)

)

presented and the results of RTL Group for 2002, 2001 and 2000. Before the formation in July 2000 of the RTL
Group, in which Pearson had an equity interest, Pearson s television operations were wholly owned subsidiaries.
Discontinued operations under US GAAP also include the results of the Forum Corporation for 2003, 2002, 2001
and 2000.

Basic earnings/loss per equity share is based on profit/loss for the financial period and the weighted average
number of ordinary shares in issue during the period.

Diluted earnings/loss per equity share is based on diluted earnings/loss for the financial period and the diluted
weighted average number of ordinary shares in issue during the period. Diluted earnings/loss comprise
earnings/loss adjusted for the tax benefit on the conversion of share options by employees and the weighted
average number of ordinary shares adjusted for the dilutive effect of share options. Under UK GAAP, in both
2002 and 2001, the Group made a retained loss for the financial year. Consequently the effect of share options is
anti-dilutive for those years and there is no difference between the basic loss per share and the diluted loss per
share.

Long-term obligations are comprised of medium and long-term borrowings, amounts falling due after more than
one year related to obligations under finance leases and amounts falling due after more than one year in respect of
pension obligations.

Table of Contents 12
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See note 34 to the consolidated financial statements included in this Annual Report entitled Summary of principal
differences between United Kingdom and United States of America generally accepted accounting principles .

(8) The loss of £1,500 million in 2001 and profit of £1,362 million in 2000 are after charging goodwill amortization
of £527 million and £288 million respectively. Since 2002, goodwill has no longer been subject to amortization
under US GAAP. See note 34 in Item 17. Financial Statements . The 2002 profit also incorporates a post- tax
charge of £21 million in respect of the cumulative effect of a change in accounting principle. See note 34 in

Item 17. Financial Statements .
Dividend Information
We pay dividends to holders of ordinary shares on dates that are fixed in accordance with the guidelines of the

London Stock Exchange. Our board of directors normally declares an interim dividend in July or August of each year

to be paid in September or October. Our board of directors normally recommends a final dividend following the end

of the fiscal year to which it relates, to be paid in the following May or June, subject to shareholders approval at our

annual general meeting. At our annual general meeting on April 29,
8
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2005 our shareholders approved a final dividend of 15.7p per ordinary share for the year ended December 31, 2004.

The table below sets forth the amounts of interim, final and total dividends paid in respect of each fiscal year
indicated, and is translated into cents per ordinary share at the noon buying rate in the city of New York on each of the
respective payment dates for interim and final dividends. The final dividend for the 2004 fiscal year was paid in May
2005.

Fiscal Year Interim Final Total Interim Final Total

(Pence per ordinary share) (Cents per ordinary share)
2004 9.7 15.7 254 18.6 30.2 48.8
2003 94 14.8 24.2 16.7 26.4 43.1
2002 9.1 14.3 23.4 14.7 23.0 37.7
2001 8.7 13.6 223 12.6 19.7 323
2000 8.2 13.2 21.4 13.3 18.7 32.0

Future dividends will be dependent on our future earnings, financial condition and cash flow, as well as other
factors affecting the Group.
Exchange Rate Information

The following table sets forth, for the periods indicated, information concerning the noon buying rate for sterling,
expressed in dollars per pound sterling. The average rate is calculated by using the average of the noon buying rates in
the city of New York on each day during a monthly period and on the last day of each month during an annual period.
On December 31, 2004, the noon buying rate for sterling was £1.00 = $1.92.

Month High Low

May 2005 $ 1.90 $ 1.82
April 2005 $ 192 $ 1.87
March 2005 $ 193 $ 1.87
February 2005 $ 1.92 $ 1.87
January 2005 $ 191 $ 1.86
December 2004 $ 1.95 $ 191

Year Ended December 31 Average Rate
2004 $ 1.84
2003 $ 1.63
2002 $ 1.51
2001 $ 1.45
2000 $ 1.52
Risk Factors

You should carefully consider the risk factors described below, as well as the other information included in this
Annual Report. Our business, financial condition or results from operations could be materially adversely affected by
any or all of these risks, or by other risks that we presently cannot identify.

Our US educational textbook and testing businesses may be adversely affected by changes in state educational

Junding that result from the condition of the local state or US economy, changes in legislation, both at the
federal and state level, and/or changes in the state procurement process.

Table of Contents 14
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The results of our US educational textbook and testing business, Pearson Education, which accounted for 60% of
our total 2004 revenue, depend on the level of US and state educational funding. The economic slowdown in 2002 and
2003, coupled with declining tax revenues, resulted in some US states deferring

9
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purchases as they sought to reduce budget deficits. State budgets have begun to recover but there is no guarantee that
states will fund new programs, or that we will win this business.

Legislative changes can also affect the funding available for educational expenditure. These might include changes
in the procurement process for textbooks, learning material and student tests, particularly in the adoptions market and
thus our ability to grow. For example, changes in curricula, delays in the timing of the adoptions and changes in the
student testing process can all affect these programs and therefore the size of our market in any given year.

Our newspaper business may be adversely affected by a weak global advertising environment and other

economic and market factors.

Our newspaper business results have been adversely affected by the reduction in advertising, particularly financial
advertising, since 2001. Also some of our newspapers circulation is declining or static due to general economic
conditions and changes in consumer purchasing habits, as readers look to alternative sources and/or providers of
information such as the internet.

Our intellectual property and proprietary rights may not be adequately protected under current laws in some

Jurisdictions and that may adversely affect our results and our ability to grow.

Our products are largely comprised of intellectual property delivered through a variety of media, including
newspapers, books and the internet. We rely on trademark, copyright and other intellectual property laws to establish
and protect our proprietary rights in these products. However, we cannot be sure that our proprietary rights will not be
challenged, invalidated or circumvented. Our intellectual property rights in countries such as the United States and the
United Kingdom, which are the jurisdictions with the largest proportions of our operations, are well established.
However, we also conduct business in other countries where the extent of effective legal protection for intellectual
property rights is uncertain, and this uncertainty could affect our future growth. Moreover, despite trademark and
copyright protection, third parties may be able to copy, infringe or otherwise profit from our proprietary rights without
our authorization. These unauthorized activities may be more easily facilitated by the internet. The lack of
internet-specific legislation relating to trademark and copyright protection creates an additional challenge for us in
protecting our proprietary rights relating to our online business processes and other digital technology rights. The loss
or diminution in value of these proprietary rights or our intellectual property could have a material adverse effect on
our business and financial performance.

The contracting risks associated with our Professional division within Pearson Education are complex and, if

unmanaged, could adversely affect our financial results and growth prospects.

In recent years we have begun, through our Professional division, to offer services ranging from call center
operations to complete outsourcing of administrative functions. Customers are government agencies and professional
organizations, mainly in the United States and the United Kingdom, and commercial businesses. These services are
provided under contracts with values that vary significantly, from a few million to several hundred million pounds
over the term of the contract, which can run from one to ten years in length. The results of our Professional division
can be significantly dependent on a small number of large contracts.

As in any long-term contracting business, there are inherent risks associated with the bidding process, operational
performance, contract compliance (including penalty clauses), indemnification (if available) and contract re-bidding,
which could adversely affect our financial performance and/or reputation. In addition, US government contracts are
subject to audit and investigation by the applicable contracting government entity and may otherwise be investigated
by the government, and this can result in payment delays and, in certain circumstances, reductions in the amounts
received, penalties or other sanctions.

10
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A control breakdown in our school testing businesses could result in financial loss and reputational damage.

There are inherent risks particularly associated with our school testing businesses, both in the United States and
the United Kingdom. A breakdown in our testing and assessment products and processes could lead to either a
mis-grading of student test scores and/or late delivery of test scores to students and their schools. In either event we
may be subject to legal claims, penalty charges under our contracts and non-renewal of contracts. It is also likely that
such events would result in adverse publicity, which may affect our school testing business s ability to retain existing
clients and/or obtain new clients.

Changes in the Penguin business may restrict our ability to grow and return this business to historical profit

levels.

Weak US market conditions (particularly in mass market books), higher than average historical return rates, the
weak US dollar and distribution problems in the United Kingdom associated with a new automated warehouse facility
all adversely affected Penguin s financial performance in 2004. Our ability to restore Penguin to historical profit levels
will be constrained if the US mass market does not recover. Penguin s financial performance will also be negatively
affected if book return rates remain above their historical average or increase further.

The majority of the UK warehousing problems were resolved by the 2004 year end. We are planning to move
Pearson Education into this new facility in the second half of 2005. This represents a short term operational risk to
both businesses. We will continue to incur dual running costs until this project is successfully completed.

We operate in a highly competitive environment that is subject to rapid change and we must continue to invest

and adapt to remain competitive.

Our education, business information and book publishing businesses operate in highly competitive markets. These
markets constantly change in response to competition, technological innovations and other factors. To remain
competitive we continue to invest in our authors, products and services. There is no guarantee that these investments
will generate the anticipated returns or protect us from being placed at a competitive disadvantage with respect to
scale, resources and our ability to develop and exploit opportunities. Specific competitive threats we face at present
include:

Students seeking cheaper sources of content, e.g. on-line, used books or imported textbooks. To counter this trend
we introduced our own on-line format (called SafariX) and are providing students with a greater choice and
customization of our products.

Competition from major publishers and other educational material and service providers in our US educational
textbook and testing business.

Author advances in Penguin. We compete with other publishing businesses for the rights to author manuscripts,
and a competitive situation arises where author advances can be bid up to a level at which we cannot generate a
sufficient return on our investment.

We operate in markets which are dependent on Information Technology systems and technological change.

All our businesses, to a greater or lesser extent, are dependent on technology. We either provide software and/or
internet services or we use complex information technology systems and products to support our business activities,
particularly in back-office processing and infrastructure.

We face several technological risks associated with software product development and service delivery in our
educational businesses, information technology security (including virus and hacker attacks), e-commerce, enterprise
resource planning system implementations and upgrades and business continuity in the event of a disaster at a key
data center.

11
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Our reported earnings may be adversely affected by changes in our pension costs and funding requirements due

to poor investment returns and/or changes in pension regulations.

We operate a number of pension schemes throughout the world, the principal ones being in the UK and US. The
major schemes are self-administered with the schemes assets held independently of the Group. Regular valuations,
conducted by independent qualified actuaries, are used to determine pension costs and funding requirements.

It is our policy to ensure that each pension scheme is adequately funded to meet its ongoing and future liabilities.
Our earnings may be adversely affected by lower investment returns due to a general deterioration in equity or bond
markets, requiring increased company funding of these schemes to eliminate any deficits over time. Similarly,
changes in pension regulations, including accounting rules, may affect our pension costs and funding status.

We generate a substantial proportion of our revenue in foreign currencies, particularly the US dollar, and

Jforeign exchange rate fluctuations could adversely affect our earnings.

As with any international business our earnings can be materially affected by exchange rate movements. We are
particularly exposed to movements in the US dollar to sterling exchange rate as approximately 65% of our revenue is
generated in US dollars. We estimate that if 2003 average rates had prevailed in 2004, sales for 2004 would have been
£306 million or 8% higher. This is predominantly a currency translation risk (i.e., non-cash flow item), and not a
trading risk (i.e., cash flow item) as our currency trading flows are relatively limited. We estimate that a five cent
change in the average exchange rate between the US dollar and sterling in any year could affect our reported earnings
per share by approximately 1 penny.

ITEM 4. INFORMATION ON THE COMPANY
Pearson

Pearson is a global publishing company with its principal operations in the education, business information and
consumer publishing markets. We have significant operations in the United States, where we generate over 65% of
our revenues, and in the United Kingdom and continental Europe. We create and manage intellectual property, which
we promote and sell to our customers under well-known brand names, to inform, educate and entertain. We deliver
our content in a variety of forms and through a variety of channels, including books, newspapers and internet services.
We increasingly offer services as well as content, from test processing to training.

Pearson was incorporated and registered in 1897 under the laws of England and Wales as a limited company and
re-registered under the UK Companies Act as a public limited company in 1981. We conduct our operations primarily
through our subsidiaries and other affiliates. Our principal executive offices are located at 80 Strand, London WC2R
ORL, United Kingdom (telephone: +44 (0) 20 7010 2000).

Overview of Operating Divisions

Although our businesses increasingly share markets, brands, processes and facilities, they consist of three core
operations:

Pearson Education is a global leader in educational publishing and services. We are a leading international
publisher of textbooks, supplementary materials and electronic education programs for elementary and secondary
school, higher education and business and professional markets worldwide. We also play a major role in the testing
and certification of school students and professionals, mainly in the US but increasingly in the UK.

The FT Group consists of our international newspaper, print and online financial information, business magazine
and professional publishing interests. Our flagship product is the Financial Times, published internationally and
known for its premium editorial content and international scope both in newspaper and internet formats.

12
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The Penguin Group is one of the premier English language publishers in the world, with brand imprints such as
Penguin, Putnam, Berkley, Viking and Dorling Kindersley ( DK ). We publish the works of many authors in an
extensive portfolio of fiction, non-fiction, reference and illustrated works.

Our Strategy

Since 1997, we have reshaped Pearson by divesting a range of non-core interests and investing over $7 billion in
education, consumer publishing and business information companies. Each one of our businesses aims to benefit from
educating, informing and entertaining people in an increasingly knowledge-based economy. Our strategy is:

to focus on businesses which provide education in the broadest sense of the word.

to provide a combination of publishing, both in print and online, and related services that make our publishing
more valuable and take us into new, faster-growing markets.

to continue to invest in the growth of our businesses, including:
extending our lead in education publishing, investing in new programs for students in School and Higher
Education and in testing and software services that help educators to personalize the learning process, both in
the US and around the world;

developing our fast-growing contracting businesses, which provide testing and other services to corporations
and government agencies;

building the international reach of the Financial Times both in print through its four editions worldwide and
online through FT.com and enhancing the market positions of our network of national business newspapers
around the world; and

growing our position in consumer publishing, balancing our investment across our stable of best-selling
authors, new talent and our own home-grown content.
to foster a collaborative culture which facilitates greater productivity and innovation by sharing processes, costs,
technology, talent and assets across our business.

to capitalize on the growth prospects in our markets and on our leaner operations to improve profits, cash flows
and returns on invested capital.
Operating Divisions

Pearson Education

Pearson Education is one of the world s largest publishers of textbooks and online teaching materials based on
published sales figures and independent estimates of sales. Pearson Education serves the growing demands of
teachers, students, parents and professionals throughout the world for stimulating and effective education programs.
With federal and state governments under pressure to measure academic progress against clear objective standards, the
market for educational testing services in the United States has grown significantly. Pearson Assessments & Testing
enables us to combine testing and assessment with our traditional educational curriculum services and products to
form one of the world s leading integrated education companies. Pearson Assessments & Testing provides the entire
spectrum of educational services from educational curriculum to testing and assessment to data management and
reporting.

We report Pearson Education s performance along the lines of the three markets it serves: School, Higher
Education and Professional. In 2004, Pearson Education had sales of £2,356 million or 60% of Pearson s total sales
(61% in 2003).

School

In the United States, our School business includes publishing, testing and software operations. Outside of the
United States, we have a growing English Language Teaching business and we also publish school and
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college materials in local languages in a number of countries. In the United States, we publish for pre-kindergarten
through 12th grade, with a comprehensive range of textbooks, supplementary materials and electronic education
programs. Pearson Education s elementary school imprint, Pearson Scott Foresman, and premier secondary school
imprint, Pearson Prentice Hall School, publish high quality programs covering subjects such as reading, literature,
math, science and social studies. We also publish supplementary teaching aids for both elementary and secondary
schools and teacher-written activity books. We are a leading publisher in online assessment and digital courseware
through Pearson Digital Learning, whose offerings include SuccessMaker, NovaNet and the Waterford Early Reading
Program. Through LessonLab, we provide professional development for teachers in kindergarten through 12th grade
with the use of the latest technologies and software tools to improve classroom teaching.

Pearson s Assessments & Testing operations make us a leading service provider in the markets for test
development, processing and scoring and the provision of enterprise software solutions to schools. We score and
process some 40 million student tests across the United States each year.

Pearson School Systems provide district-wide solutions that combine the power of assessment, student
information, financial systems and actionable reporting to improve student performance. We are the market leader in
student information with our solutions used by over 16,000 schools nationwide and provider of the newest
technologies for benchmark testing and student progress analysis.

Over 90% of education spending for kindergarten through 12th grade in the United States is financed at the state
or local level, with the remainder coming from Federal funds. The School division s major customers are state
education boards and local school districts. In the United States, 21 states, which account for over 50% of the total
kindergarten through 12th grade US school population of some 53 million students, buy educational programs by
means of periodic statewide adoptions . These adoptions cover programs in the core subject areas. Typically, a state
committee selects a short-list of education programs from which the school districts then make individual choices. We
actively seek to keep as many of our offerings as possible on the approved list in each state, and we market directly to
the school districts. In the states without adoptions, or open territories , local school districts choose education
programs from the extensive range available. We actively market to school districts in open territories as well.

In 2004, Edexcel won a five year contract for the administration and marking of Key Stage testing for 11 and
14 year old students in the UK. Edexcel began electronic scanning and marking of GCSE and A-level exams in 2004.
3.5 million scripts are expected to be marked electronically in 2005.

Higher Education

Pearson Education is the United States largest publisher of textbooks and related course materials for colleges and
universities based on sales. We publish across all of the main fields of study with imprints such as Pearson Prentice
Hall, Pearson Addison Wesley, Pearson Allyn & Bacon and Pearson Benjamin Cummings. Our sales forces call on
college educators, who choose the textbooks and online resources to be purchased by their students. In 2004, over one
million college students registered for our online offerings, which include homework and assessment products, online
study guides and textbook companion websites. Many of our online offerings are integrated with course management
systems that provide easy-to-use tools that enable professors to create online courses. In addition, our custom
publishing business, Pearson Custom, works with professors to produce textbooks specifically adapted for their
particular course.

Professional

We publish text, reference, and interactive products for IT industry professionals, graphics and design users of all
types, and consumers interested in software applications and certification, professional business books, and strategy
guides for those who use PC and console games. Publishing imprints in this area include Addison Wesley
Professional, Prentice Hall PTR, and Cisco Press (our three high end imprints), Peachpit Press and New Riders Press
(our graphics and design imprints), Que/ Sams (consumer and professional imprint), Prentice Hall Financial Times
(professional business imprint) and BradyGames (software game guides imprint). We also generate revenues through
our own website Informlt. We also provide services to
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professional markets. We manage significant commercial contracts to implement and execute qualification and
assessment systems for individual professions, including IT professionals and nurses.

Our Government Solutions group manages and processes student loan applications on behalf of the US
Department of Education and has a number of education, testing-related contracts with various government
departments. We also provide a range of data collection and management services, including the sale of scanners, to a
wide range of customers. We also provide corporate training courses to professionals.

In 2004, our Assessment & Testing business won a number of contracts, the most significant being a seven year
contract to develop and deliver the Graduate Management Admissions Test (GMAT) worldwide. We will begin
receiving revenues from this contract in 2006. Another successful tender was for the contract to deliver the National
Association of Security Dealers exams over nine years on a non-exclusive basis.

The FT Group

The FT Group, one of the world s leading business information companies, aims to provide a broad range of
business information, analysis and services to an audience of internationally-minded business people. In 2004, the FT
Group had sales of £777 million, or 20% of Pearson s total sales (19% in 2003). The FT Group s business is global,
producing a combination of news, data, comment, analysis and context. In addition to professional and business
consumers, individuals worldwide are demanding such strategic business information. We believe that the FT Group
is well positioned to supply information and benefit from these trends.

The Financial Times Newspaper

The Financial Times is a leading international daily business newspaper. Its average daily circulation of 427,800
copies in December 2004, as reported by the Audit Bureau of Circulation, gives the Financial Times the second
largest circulation of any English language business daily in the world. The Financial Times derived approximately
67% of its revenue in 2004 from advertising and approximately 33% from circulation. The geographic distribution of
the Financial Times average daily circulation in 2004 was:

United Kingdom/ Republic of Ireland 31%
Continental Europe, Africa and Middle East 32%
Americas 30%
Asia 7%

The Financial Times is printed on contract in 24 cities around the world and our sales mix is increasingly
international. The newspaper draws upon an extensive local network of correspondents to produce unique, informative
and timely business information. For production and distribution, the Financial Times uses computer-driven
communications and printing technology for timely delivery of the various editions of the newspaper to the
appropriate geographic markets. The Financial Times is distributed through independent newsagents and direct
delivery to homes and institutions.

The FT seeks to make its content available both in print and online, through FT.com, its internet service, and sales
of electronic content to third parties. FT.com charges subscribers for detailed industry news, comment and analysis,
while providing general news and market data to a wider audience. The business earns revenues by selling content
directly, selling advertising and selling subscriptions. At the end of January 2005, FT.com had 76,000 paying
subscribers. According to figures independently audited by ABC, the site has 3.7 million unique monthly users and
58.3 million page views.

Financial Times Publishing

Our other business publishing interests include France s leading business newspaper, Les Echos with circulation of
119,800 and lesechos.fT, its internet service.

FT Business produces specialist information on the retail, personal and institutional finance industries and
publishes the UK s premier personal finance magazine, Investors Chronicle, together with Money Management,
Financial Advisor and The Banker for professional advisers and financial sector professionals.
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Recoletos

On December 14, 2004, the Group announced an agreement with Retos Catera S.A. to sell our 79% stake in
Recoletos, a publicly quoted Spanish media group that we built with its Spanish founding shareholders over a number
of years, for gross proceeds of 743 million. The consortium of investors behind Retos Cartera includes members of the
Recoletos management team, individual Spanish investors and the Banesto banking group. We decided to accept
Retos Catera s financial offer as Recoletos strategy in sport, lifestyle and general publications had taken it further away
from the FT Group s core focus on financial and business news and information. The sale became unconditional in
February, 2005 and net cash proceeds of £372 million were received on April 8, 2005.

Interactive Data Corporation

Through our 61% interest in Interactive Data Corporation ( Interactive Data ), we are one of the world s leading
global providers of financial and business information to financial institutions and retail investors. Interactive Data
supplies time-sensitive pricing, dividend, corporate action, and descriptive information for more than 3.5 million
securities traded around the world, including hard-to-value instruments. Customers subscribe to Interactive Data s
services and use the company s analytical tools in support of their trading, analysis, portfolio management, and
valuation activities.

Joint Ventures and Associates

As at 2004 year end, the FT Group also had a number of other associates and joint ventures, including:

A 50% interest in FT Deutschland, launched in February 2000, in partnership with Gruner + Jahr, is our German
language newspaper with a fully integrated online business news, analysis and data service. Its circulation grew by
5.4% in 2004 to 96,900 copies.

A 50% interest in The Economist Group, which publishes the world s leading weekly business and current affairs
magazine.

A 50% interest in FTSE International, a joint venture with the London Stock Exchange, which, among other
things, publishes the FTSE index.

A 33% interest in Vedomosti, a leading Russian business newspaper and a partnership venture with Dow Jones and
IMH Media Ltd.

A 50% interest in Business Day and Financial Mail, publishers of South Africa s leading financial newspaper and
magazine.

A 14% interest in Business Standard, India s second largest daily financial newspaper.

A 22% interest in MarketWatch, a financial and business information website (sold in January 2005).

The Penguin Group

Penguin is one of the premier English language publishers in the world. We publish an extensive backlist and
frontlist of titles, including some of the very best new fiction and non-fiction, literary prize winners and commercial
bestsellers. Our titles range from history and science to essential reference. We are also one of the pre-eminent classics
publishers and publish some of the most highly prized and enduring brands in children s publishing, featuring popular
characters such as Spot, Peter Rabbit and Madeline, as well as the books of Roald Dahl. We rank in the top three
consumer publishers, based upon sales, in all major English speaking markets the United States, the United Kingdom,
Australia, New Zealand, Canada, India and South Africa.

Penguin publishes under many imprints including, in the adult market, Allen Lane, Avery, Berkley Books, Dorling
Kindersley, Dutton, Hamish Hamilton, Michael Joseph, Plume, Putnam, Riverhead and Viking. Our leading children s
imprints include Puffin, Ladybird, Warne and Grosset & Dunlap. In 2004, Penguin s US imprints placed 132 titles on
The New York Times bestseller list. In the United Kingdom,
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49 Penguin titles featured on the Nielsen Bookscan top fifteen bestseller list. Our illustrated reference business,
Dorling Kindersley, or DK, is the leading global publisher of high quality illustrated reference books. DK has built a
unique graphic style that is now recognized around the world. It produces books for children and adults covering a
huge variety of subjects including childcare, health, gardening, food and wine, travel, business and sports. Not only
does DK s lexigraphic design approach make its books easily translatable across cultures, but it has also formed the
basis of a library of 2.5 million wholly-owned images which have many applications in print and online.

In 2004, Penguin had sales of £786 million representing 20% of Pearson s total sales (21% in 2003). Revenues are
balanced between frontlist and backlist titles. The Penguin Group earns over 95% of its revenues from the sale of hard
cover and paperback books. The balance comes from audio books and from the sale and licensing of intellectual
property rights, such as the Beatrix Potter series of fictional characters, and acting as a book distributor for a number
of smaller publishing houses.

We sell directly to bookshops and through wholesalers. Retail bookshops normally maintain relationships with
both publishers and wholesalers and use the channel that best serves the specific requirements of an order. We also
sell online through third parties such as Amazon.com.

The Penguin Group s gateway internet site, Penguin.com, provides access to its focused websites in the United
States, Canada, United Kingdom and Australia. Websites have also been developed to target certain niche audiences.
For example, Penguinclassics.com has an entire online service for the classics, with anthologies, original essays,
interviews and discussions and links to other classics sites.

In 2004, we decided to close Penguin TV, created from the former Pearson Broadband Television Group and
specializing in two areas: factual, non-fiction documentary programming and children s programming.

Competition

All of Pearson s businesses operate in highly competitive environments.

Pearson Education competes with other publishers and creators of educational materials and services. These
companies include some small niche players and some large international companies, such as McGraw-Hill, Reed
Elsevier, Houghton Mifflin and Thomson. Competition is based on the ability to deliver quality products and services
that address the specified curriculum needs and appeal to the school boards, educators and government officials
making purchasing decisions.

The FT Group s newspapers and magazines compete with newspapers and other information sources, such as The
Wall Street Journal, by offering timely and expert journalism. It competes for advertisers with other forms of media
based on the ability to offer an effective means for advertisers to reach their target audience. The efficiency of its cost
base is also a competitive factor.

The Penguin Group competes with other publishers of fiction and non-fiction books. Principal competitors include
Random House and HarperCollins. Publishers compete by developing a portfolio of books by established authors and
by seeking out and promoting talented new writers.

Intellectual Property

Our principal intellectual property assets consist of our trademarks and other rights in our brand names,
particularly the Financial Times and the various imprints of Penguin and Pearson Education, as well as all copyrights
in our content and our patents held in the testing business in the name of Pearson NCS. We believe we have taken all
appropriate available legal steps to protect our intellectual property in all relevant jurisdictions.

Raw Materials

Paper is the principal raw material used by each of Pearson Education, the FT Group and the Penguin Group. We
purchase most of our paper through our central purchasing department located in the United States. We have not
experienced and do not anticipate difficulty in obtaining adequate supplies of paper for
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our operations, with sourcing available from numerous suppliers. While local prices fluctuate depending upon local
market conditions, we have not experienced extensive volatility in fulfilling paper requirements. In the event of a
sharp increase in paper prices, we have a number of alternatives to minimize the impact on our operating margins,
including modifying the grades of paper used in production.
Government Regulation

The manufacture of certain of our products in various markets is subject to governmental regulation relating to the
discharge of materials into the environment. Our operations are also subject to the risks and uncertainties attendant to
doing business in numerous countries. Some of the countries in which we conduct these operations maintain controls
on the repatriation of earnings and capital and restrict the means available to us for hedging potential currency
fluctuation risks. The operations that are affected by these controls, however, are not material to us. Accordingly,
these controls have not significantly affected our international operations. Regulatory authorities may have
enforcement powers that could have an impact on us. We believe, however, that we have taken and continue to take
measures to comply with all applicable laws and governmental regulations in the jurisdictions where we operate so
that the risk of these sanctions does not represent a material threat to us.
Licenses, Patents and Contracts

We are not dependent upon any particular licenses, patents or new manufacturing processes that are material to our
business or profitability. Likewise, we are not materially dependent upon any contracts with suppliers or customers,
including contracts of an industrial, commercial or financial nature.
Recent Developments

In January 2005, we announced the sale of our 22.4% stake in MarketWatch to Dow Jones for $101 million.

In February 2005, we acquired the remaining 25% of Edexcel Limited that we did not already own for
£30 million.

In April 2005, we completed the sale of our 79% stake in Recoletos to Retos Catera S.A, receiving net cash
proceeds of £372 million.

In June 2005, we announced the acquisition of AGS Publishing from WRC Media for $270 million. AGS
Publishing specialises in testing and publishing for students with special educational needs in the United States school
market.
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Organizational Structure

Pearson plc is a holding company which conducts its business primarily through subsidiaries and other affiliates
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throughout the world. Below is a list of our significant subsidiaries as at December 31, 2004, including name, country

of incorporation or residence, proportion of ownership interest and, if different, proportion of voting power held.

Name

Pearson Education

Pearson Education Inc.
Pearson Education Ltd.

NCS Pearson Inc.

FT Group

The Financial Times Limited
Financial Times Business Ltd.
Interactive Data Corporation

Recoletos Grupo de Comunicacion SA

Les Echos SA

The Penguin Group

Penguin Group (USA) Inc.

The Penguin Publishing Co Ltd.
Dorling Kindersley Holdings Ltd.

Property, Plant and Equipment

Our headquarters is located at leasehold premises in London, England. We own or lease over approximately 650
properties in more than 50 countries worldwide, the majority of which are located in the United Kingdom and the

United States.

All of the properties owned and leased by us are suitable for their respective purposes and are in good operating

condition.

We own the following principal properties:

General Use of Property

Warehouse

Warehouse

Offices

Offices

Warehouse/office

Offices

Offices

Printing/ Processing
Printing/ Processing
Offices
Offices

Table of Contents

Percentage

Interest/Voting
Country of Incorporation/Residence Power
United States (Delaware) 100%
England and Wales 100%
United States (Minnesota) 100%
England and Wales 100%
England and Wales 100%
United States (Delaware) 61%
Spain 79%
France 100%
United States (Delaware) 100%
England and Wales 100%
England and Wales 100%

Location

Pittstown, Pennsylvania, USA
Kirkwood, New York, USA
Iowa City, lowa, USA

Old Tappan, New Jersey, USA
Cedar Rapids, Iowa, USA
Reading, Massachusetts, USA(1)
London, UK

Owatonna, Minnesota, USA
Columbia, Pennsylvania, USA
Eagan, Minnesota, USA
Mesa, Arizona, USA

Area in Square
Feet

510,000
409,000
310,000
210,100
205,000
158,527
152,986
128,000
121,400
109,500

96,000
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We lease the following principal properties:

Area in Square

General Use of Property Location Feet
Warehouses/ Offices Lebanon, Indiana, USA 1,091,400
Warehouse/ Offices Cranbury, New Jersey, USA 886,700
Warehouse Indianapolis, Indiana, USA 737,850
Warehouse/ Offices Newmarket, Ontario, Canada 518,128
Warehouse/ Offices Rugby, UK 476,000
Offices Upper Saddle River, New Jersey, USA 474,801
Offices Hudson St., New York, USA 302,000
Offices London, UK 273,000
Warehouse/ Offices Austin, Texas, USA 226,100
Warehouse Bitteswell, UK 221,909
Warehouse Scoresby, Victoria, Australia 215,280
Offices Boston, Massachusetts, USA 191,360
Offices Glenview, Illinois, USA 187,500
Offices Bloomington, Minnesota, USA 151,056
Offices Parsippany, New Jersey, USA 143,800
Offices Harlow, UK 137,900
Warehouse San Antonio Zomeyucan, Mexico 107,642
Offices Boston, Massachusetts, USA 102,751
Offices New York, New York, USA 101,000
Offices Bedford, Massachusetts, USA 80,348
Offices Camberwell, Victoria, Australia 52,656

ITEM S. OPERATING AND FINANCIAL REVIEW AND PROSPECTS

The following discussion and analysis is based on and should be read in conjunction with the consolidated
financial statements, including the related notes, appearing elsewhere in this Annual Report. The financial statements
have been prepared in accordance with UK GAAP, which differs in certain significant respects from US GAAP.
Note 34 to our consolidated financial statements, included in Item 17. Financial Statements , provides a description of
the significant differences between UK GAAP and US GAAP as they relate to our business and provides a
reconciliation to US GAAP.
General Overview

Introduction

Sales declined from £4,048 million in 2003 to £3,919 million in 2004, a decrease of 3%. This decline was
attributable to the impact of exchange, principally the weakness of the US dollar, which had the affect of reducing
reported sales in 2004 by £306 million when compared to the equivalent figure at constant 2003 rates. After taking out
the effect of currency there were increases in sales at Pearson Education and IDC. Reported operating profit increased
by 2% from £226 million in 2003 to £231 million in 2004, despite the adverse impact of exchange rates. There was
good progress at Pearson Education and a significant improvement at the Financial Times, but Penguin s results were
disappointing.

A £171 million profit before taxation in 2004 compares to a profit before taxation of £152 million in 2003. The
increase of £19 million or 13% mainly reflects the reduced charge for goodwill amortization and a reduction in net
finance costs which together offset the impact of exchange. The goodwill amortization charge fell by £40 million in
2004 due to the weaker US dollar and goodwill in respect of Family Education Network and Marketwatch having
been fully amortized in 2003. Finance costs benefited from the reduction in average
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net debt offsetting a general rise in interest rates. Net finance costs also benefited in 2004 from a one-off credit of
£9 million relating to interest on a repayment of tax in France.

In December 2004, Pearson announced its intention to dispose of its 79% interest in Recoletos Grupo de
Comunicacion S.A. to Retos Cartera, a consortium of investors, as part of a tender offer for all of Recoletos. The
transaction was approved by the Spanish regulatory authorities in February 2005, and the sale closed in April 2005,
realizing net cash proceeds of £372 million. The results of Recoletos have been shown as discontinued operations in
the consolidated profit and loss account for 2004, 2003 and 2002.

Net cash inflow from operating activities increased to £530 million in 2004 from £359 million in 2003. Cash flow
in 2004 benefited from collection of the $151 million receivable in respect of the TSA contract, together with
continued underlying improvements in Pearson Education and IDC. The weakness of the US Dollar reduced the value
of our cash flows in Sterling. Capital expenditure was in excess of depreciation in 2004 due to up-front expenditure on
professional testing contracts but, on an average basis, the use of working capital continued to improve. Cash outflow
on acquisitions net of disposal proceeds was £20 million and, after dividends paid of £195 million and a favorable
currency movement of £75 million, overall net borrowings (excluding finance leases) fell 11% from £1,361 million at
the end of 2003 to £1,206 million at the end of 2004.

Outlook

We expect Pearson to grow earnings strongly in 2005 and beyond, with further progress on cash and return on
invested capital. Our outlook is:

Pearson Education

We expect our worldwide School business to deliver significant underlying sales and profit growth in 2005. With
a stronger adoption calendar, healthier state budgets, federal funds for reading and testing and our investment in new
programs, we expect our US School publishing and testing operations to achieve double-digit sales growth. We also
expect to achieve steady margin improvement in our US school publishing business over the next three years, as we
benefit from the adoption calendar in both 2006 and 2007, in which we expect a significant increase in our new
adoption participation rate compared with 2005.

Our US Higher Education business continues to benefit from its scale, the strength of its publishing and its lead in
technology. We expect that those qualities will enable our business to grow ahead of its industry once again in 2005,
at a similar rate to 2004 and with similar margins. We see good growth prospects for our US and international higher
education businesses. We expect our Professional business to grow sales in the mid-single digits in 2005, helped by
continued growth in our contract businesses and a stabilization in technology publishing. We expect this division to
deliver sustained growth, on the basis of our long-term contracts in Government Solutions and Professional Testing.

FT Group

We expect further profit progress at the FT Group. Advertising revenues at the Financial Times were up 3% in the
early part of 2005 and, assuming similar advertising revenue growth for the full year, we would expect the Financial
Times to be around breakeven for the year as a whole. IDC expects to grow its reported revenues and net income in
the high single-digit to low double-digit range.

The results of Recoletos will be consolidated for January and February 2005 and, with the launch of its new
freesheet during these months, its results during this period are likely to be around breakeven.

The Penguin Group

2005 will be a year of transition for Penguin. We expect profits to improve in the UK, in spite of dual-running
costs at our distribution centers. In the US we are planning on the basis that the weak market conditions experienced
in the second half of 2004 continue. We are taking action to adjust our publishing program and reduce costs, and we
will expense approximately £5 million as a result of those actions in 2005.
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Exchange rates

We generate around two-thirds of total revenues in the US and a five cent change in the average exchange rate for
the full year (which in 2004 was £1: $1.83) will have an impact of approximately 1p on adjusted earnings per share.

Sales Information by Operating Division

The following table shows sales information for each of the past three years by operating division:

Year Ended December 31
2004 2003 2002
£m £m £m
Pearson Education 2,356 2,451 2,756
FT Group 587 588 578
The Penguin Group 786 840 838
Continuing operations 3,729 3,879 4,172
Discontinued operations 190 169 148
Total 3,919 4,048 4,320

Sales Information by Geographic Market supplied
The following table shows sales information for each of the past three years by geographic region:

Year Ended December 31
2004 2003 2002
£m £m £m
United Kingdom 545 474 411
Continental Europe 300 294 271
North America 2,505 2,742 3,139
Asia Pacific 261 255 249
Rest of World 118 114 102
Continuing operations 3,729 3,879 4,172
Discontinued operations 190 169 148
Total 3,919 4,048 4,320

Exchange Rate Fluctuations

We earn a significant proportion of our sales and profits in overseas currencies, principally the US dollar. Sales
and profits are translated into sterling in the consolidated financial statements using average rates. The average rate
used for the US dollar was $1.83 in 2004, $1.63 in 2003 and $1.51 in 2002. Fluctuations in exchange rates can have a
significant impact on our reported sales and profits. The Group generates approximately 65% of its sales in US dollars
and a five cent change in the average exchange rate for the full year has an impact of approximately 1 pence on
earnings per share. See Item 11. Quantitative and Qualitative Disclosures About Market Risk for more information.

Critical Accounting Policies
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Our consolidated financial statements, included in Item 17. Financial Statements , are prepared based on the
accounting policies described in note 1 to the consolidated financial statements which are in conformity with UK
GAAP, which differs in certain significant respects from US GAAP.

22

Table of Contents

33



Edgar Filing: PEARSON PLC - Form 20-F

Table of Contents

The preparation of our consolidated financial statements in conformity with UK GAAP, and the reconciliation of
these financial statements to US GAAP as described in note 34, requires management to make estimates and
assumptions that affect the carrying value of assets and liabilities at the date of the consolidated financial statements
and the reported amount of sales and expenses during the periods reported in these financial statements. Certain of our
accounting policies require the application of management judgment in selecting assumptions when making
significant estimates about matters that are inherently uncertain. Management bases its estimates on historical
experience and other assumptions that it believes are reasonable.

We believe that the following are our more critical accounting policies used in the preparation of our consolidated
financial statements that could have a significant impact on our future consolidated results of operations, financial
position and cash flows. Actual results could differ from estimates.

Revenue Recognition

Sales represent the amount of goods or services, net of value added tax and other sales taxes, and excluding any
trade discounts and anticipated returns, provided to external customers and associates.

Revenue from the sale of books is recognized when title passes. Anticipated returns are based primarily on actual
return rates experienced in recent years.

Circulation and advertising revenue is recognized when the newspaper or other publication is published.
Subscription revenue is recognized on a straight-line basis over the life of the subscription.

Where a contractual arrangement consists of two or more separate elements that can be provided to customers
either on a stand-alone basis or as an optional extra, such as the provision of supplementary materials with textbooks,
revenue is recognized for each element as if it were an individual contractual arrangement.

Revenue from multi-year contractual arrangements, such as contracts to process qualifying tests for individual
professions and government departments, is recognized as performance occurs. Certain of these arrangements, either
as a result of a single service spanning more than one reporting period or where the contract requires the provision of a
number of services that together constitute a single project, are treated as long-term contracts with revenues
recognized on a percentage of completion basis. Losses on contracts are recognized in the period in which the loss
first becomes foreseeable. Contract losses are determined to be the amount by which estimated direct and indirect
costs of the contract exceed the estimated total revenues that will be generated by the contract.

On certain contracts, where the Group acts as agent, only commissions and fees receivable for services rendered
are recognized as revenue. Any third party costs incurred on behalf of the principal that are rechargeable under the
contractual arrangement are not included in revenue.

Pre-publication Costs

Pre-publication costs represent direct costs incurred in the development of educational programs and titles prior to
their publication. These costs are carried forward in stock where the title to which they relate has a useful life in
excess of one year. These costs are amortized upon publication of the title over estimated economic lives of five years
or less, being an estimate of the expected life cycle of the title, usually with a higher proportion of the amortization
taken in the earlier years. The assessment of useful life and the calculation of amortization involve a significant
amount of estimation and management judgment, as management must estimate the sales cycle and life of a particular
title. The overstatement of useful lives could result in excess amounts being carried forward in stock that would
otherwise have been written off to the profit and loss account in an earlier period. Reviews are performed regularly to
estimate recoverability of pre-publication costs.
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Royalty Advances

Advances of royalties to authors are included within debtors when the advance is paid less any provision required
to bring the amount down to its net realizable value. The royalty advance is expensed at the contracted royalty rate as
the related revenues are earned. The realizable value of royalty advances held within debtors is regularly reviewed by
reference to anticipated future sales of books or subsidiary publishing rights but still relies on a degree of management
judgment in determining the profitability of individual author contracts. If the estimated net realizable value of author
contracts is overstated then this will have an adverse effect on operating profits, as these excess amounts will be
written-off.

Defined Benefit Pensions

The pension cost of the Group s defined benefit pension schemes, principally the UK-based scheme, is charged to
the profit and loss account in order to apportion the cost of pensions over the service lives of the employees in the
schemes, in accordance with Statement of Standard Accounting Practice 24. The determination of the pension costs,
as well as the pension obligation, depend on the selection of certain assumptions, which include the expected
long-term rate of return on scheme assets, salary inflation rates and discount rates used by the actuaries to calculate
such amounts. These assumptions are described in further detail in note 10 to the consolidated financial statements.
Although we believe the assumptions are appropriate, differences arising from actual experience or future changes in
assumptions may materially affect the pensions costs recorded in the profit and loss accounts in future years. In
particular, a reduction in the realized long-term rate of return on scheme assets and or a reduction to the discount rates
would result in higher pension costs in future periods.

Deferred Tax

Deferred tax assets and liabilities require management judgment in determining the amounts to be recognized, and
in particular, the extent to which deferred tax assets can be recognized. Under Financial Reporting Standard 19
Deferred Tax, the UK generally accepted accounting principle which we adopted in 2002, we recognize a deferred tax
asset in respect of tax losses and other timing differences. We recognize deferred tax assets to the extent that they are
recoverable, based on the probability that there will be future taxable income against which these tax losses and other
timing differences may be utilized. We regularly review our deferred tax assets to ensure that they are recoverable and
have exercised significant judgments when considering the timing and level of future taxable income. Our business
plans and any future tax planning strategies are considerations in our assessment of recoverability. If a deferred tax
asset is not considered recoverable, a valuation allowance is recorded to the extent that recoverability is not deemed
probable.

Amortization and Impairment of Goodwill

In accordance with UK GAAP, capitalized goodwill is amortized over its estimated useful life, not exceeding
20 years. The estimated useful life is determined after taking into account such factors as the nature and age of the
business and the stability of the industry in which the acquired business operates as well as typical life spans of the
acquired products to which the goodwill attaches. The estimated useful lives ascribed to goodwill range from 3 to
20 years. Goodwill relating to acquisitions in the more established book publishing businesses is typically written off
over 20 years while goodwill relating to less established businesses, for example internet-related businesses, where
there is no consistent record of profitability, are being written off over 3 to 5 years.

The charge for goodwill amortization is a significant item in arriving at our operating profit in the financial
statements, and the estimation of useful life can therefore have a material effect on the results. Under US GAAP, we
ceased amortization of goodwill in 2002 and test goodwill for impairment at least annually.

Under UK GAAP, the carrying value of goodwill is subject to an impairment review at the end of the first full year
following an acquisition and at any other time if events or changes in circumstances indicate that the carrying value
may not be recoverable whereas under US GAAP it is tested at least annually. Changes in
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circumstances resulting in a more frequent impairment review may include, but are not limited to, a significant change
in the extent or manner in which acquired assets are being used to support the business, continued operating losses and
projection of future losses associated with the use of assets or businesses acquired, significant changes in legal or
regulatory environments affecting the use and value of the assets, and adverse economic or industry trends.

If the carrying value of assets is deemed not recoverable, we will determine the measurement of any impairment
charge on anticipated discounted future cash flows. Significant assumptions are selected by management which
impact the calculation of the anticipated future cash flows, with the most critical assumptions being discount rates, the
period utilized for the cash flows, and terminal values. Discount rates are generally based on our Group cost of capital
adjusted for any inherent risk associated with the specific business. Terminal values incorporate management s
estimate of the future life cycle of the business and of the cash flow for the period determined. Although we believe
our assumptions to be appropriate, actual results may be materially different and changes to our assumptions and
estimates may result in a materially different valuation of the assets. Our cash flow assumptions underlying these
projections are also consistent with management s operating and strategic plans for these businesses.

Under UK GAAP, impairments of goodwill are evaluated on a discounted cash flow basis for each acquisition,
where there is a triggering event to indicate a potential impairment or where there has been a previous impairment.
Impairment evaluations under US GAAP are prepared at a reporting unit level as defined by Statement of Financial
Accounting Standards ( SFAS ) No. 142 and incorporates a two-stage impairment test. It is possible that an impairment
may be required under one set of accounting principles and not the other.

Investments

Management reviews the carrying value of investments annually and records a charge to profit if an
other-than-temporary decline in the carrying value is deemed to have arisen. To assess the recoverability of the
carrying value of our investments and to determine if a write-down in carrying value is other-than-temporary, we
consider several factors such as the investee s ability to sustain an earnings capacity which would justify the carrying
amount, the current fair value (using quoted market prices, when available), the length of time and the extent to which
the fair value has been below carrying value, the financial condition and prospects of the investees, and the overall
economic outlook for the industry. The evaluation of such factors involves significant management judgment and
estimates in determining when a decline in value is other-than-temporary and ascribing fair value where there is no
quoted market value. Changes in such estimates could have a material impact on our financial position and results of
operations.

UK GAAP and US GAAP

We prepare our financial statements in accordance with UK GAAP, which differs in certain significant respects
from US GAAP. Our profit for the financial year ended December 31, 2004 under UK GAAP was £88 million
compared with a profit of £182 million under US GAAP for the same year. The profit for the financial year ended
December 31, 2003 under UK GAAP was £55 million, compared with a profit of £173 million under US GAAP for
the same year. The loss for the financial year ended December 31, 2002 under UK GAAP was £111 million compared
with a profit of £210 million under US GAAP for the same year.

Equity shareholders funds at December 31, 2004 under UK GAAP were £2,603 million compared with
£3,218 million under US GAAP. Equity shareholders funds at December 31, 2003 under UK GAAP were
£2,893 million compared with £3,333 million under US GAAP.

The Company has restated its UK GAAP shareholders funds for the financial years ended December 31, 2003 and
2002 for adoption of UITF Abstract 38 Accounting for ESOP trusts . This has reduced shareholders funds as at
December 31, 2003 and 2002 by £59 million and £62 million respectively (see note 24 in Item 17. Financial
Statements ).
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The Company has restated its US GAAP profit and loss account and shareholders funds for the financial years
ended December 31, 2003 and 2002 to reflect the correct accounting treatment in respect of incentives and fixed rental
escalations under one of its leases. Previously the incentives were recognized in the profit and loss account over the
period during which the lease incentives were applicable until the lease returned to a market level. Additionally, fixed
future market-based rent increases were charged to the profit and loss account as they became applicable under the
terms of the lease. As required by US GAAP, both the lease incentives and fixed market-based rent increases are now
being charged to the profit and loss account over the entire term of the lease. Consequently, the profit reported under
US GAAP for the 2003 and 2002 financial years has been reduced by £14 million and £12 million, respectively, on a
pre-tax basis and £10 million and £9 million, respectively, on a post-tax basis and the shareholders funds reported as
at December 31, 2003 and 2002 has been reduced by £19 million and £9 million, respectively, from amounts
previously reported.

The main differences between UK GAAP and US GAAP relate to goodwill and intangible assets, acquisition and
disposal adjustments, derivatives, pensions and stock based compensation. These differences are discussed in further
detail under ~ Accounting Principles and in note 34 to the consolidated financial statements.

Results of Operations

Year ended December 31, 2004 compared to year ended December 31, 2003
Consolidated Results of Operations
Sales

Our total sales decreased by £129 million to £3,919 million in 2004, from £4,048 million in 2003. This decrease of
3% was attributable to the effect of foreign currency exchange. The strength of sterling compared to the US dollar had
a significant negative effect on sales, and we estimate that had the 2003 average rates prevailed in 2004, sales would
have been higher by £306 million. In constant exchange rate terms Pearson Education had a strong year with an
increase in sales of 4%. The Higher Education and Professional businesses were the main contributors to this growth
with the Higher Education business growing faster than its market for the sixth straight year and Professional
benefiting from new contracts and add-ons to existing contracts at Pearson Government Solutions. The School
business was helped by a full year contribution from Edexcel, the UK testing business, but otherwise sales were flat as
new adoption spending in the US fell by approximately $200 million. The FT Group sales were ahead of last year
after another good year at Interactive Data and a return to sales growth for the Financial Times newspaper in a more
stable business advertising environment. Penguin s results were disappointing with sales down 6% as reported, but flat
on a constant currency basis after disruption to UK distribution and a weakness in the US consumer publishing
market.

Pearson Education, our largest business sector, accounted for 60% of our sales in 2004, compared to 61% in 2003.
North America continued to be the most significant source of our sales although sales in the region decreased, as a
proportion of total sales, to 64% in 2004, compared to 67% in 2003. This decrease, however, reflects the comparative
strength of sterling and the euro compared to the US dollar.
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Cost of Sales and Net Operating Expenses
The following table summarizes our cost of sales and net operating expenses:

Year Ended
December 31
2004 2003
£m £m

Cost of sales (1,866) (1,910)
Distribution costs (243) (239)
Administration and other expenses (1,635) (1,724)
Other operating income 46 51
Net operating expenses (1,832) (1,912)

Cost of Sales. Cost of sales consists of costs for raw materials, primarily paper, production costs, amortization of
pre-publication costs and royalty charges. Our cost of sales decreased by £44 million, or 2%, to £1,866 million in
2004, from £1,910 million in 2003. The decrease mainly reflected the decrease in sales over the period with overall
gross margin remaining consistent.

Distribution Costs. Distribution costs consist primarily of shipping costs, postage and packing.

Administration and Other Expenses. Our administration and other expenses decreased by £89 million, or 5%, to
£1,635 million in 2004, from £1,724 million in 2003. Administration and other expenses as a percentage of sales
decreased to 42% in 2004, from 43% in 2003. Included within administration and other expenses is the charge for
goodwill amortization relating to subsidiaries. Total goodwill amortization, including that relating to associates (£nil
in 2004; £7 million in 2003) decreased by £40 million to £224 million in 2004, from £264 million in 2003. This was
mainly due to the weaker US dollar and goodwill in respect of Family Education Network and Marketwatch having
been fully amortized in 2003. The remainder of the decrease in administration and other costs comes from both the
effect of exchange and increased efficiencies, in particular from the cost actions taken at the Financial Times in recent
years.

After excluding goodwill charges, administration and other expenses were £1,411 million in 2004 compared to
£1,467 million in 2003. The 4% improvement of £56 million includes the beneficial effect of foreign currency
exchange and cost savings described above.

Other Operating Income. Other operating income mainly consists of sub-rights and licensing income and
distribution commissions. Other operating income decreased 10% to £46 million in 2004 from £51 million in 2003
with the decrease mainly representing the continued decline in distribution commissions received for distribution of
third party books.

Operating Profit/ Loss

The total operating profit in 2004 of £231 million compares to a profit of £226 million in 2003. This 2% increase
was principally due to the £40 million reduction in the total goodwill charge partially offset by the impact of
exchange. We estimate that had the 2003 average rates prevailed in 2004, operating profit before goodwill charges
would have been £52 million greater.

Operating profit attributable to Pearson Education increased by £13 million, or 12%, to £119 million in 2004, from
£106 million in 2003. The increase was due to a £33 million reduction in goodwill amortization, offset by an
estimated reduction in profit of £29 million from exchange. After accounting for these two factors, operating profit
was ahead in each of the School, Higher Education and Professional businesses.
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Operating profit attributable to the FT Group increased by £38 million, or 136%, to £66 million in 2004, from
£28 million in 2003. The increase was largely due to a £10 million reduction in goodwill amortization, another strong
performance from Interactive Data and significant cost savings at the Financial Times newspaper.
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Operating profit attributable to the Penguin Group decreased by £37 million, or 53%, to £33 million in 2004, from
£70 million in 2003. The biggest single factor in the profit decline was exchange rates, which are estimated to have
accounted for £14 million of the difference. There were also a number of other factors, including disruption in UK
distribution following the move to a new warehouse and the weakness of the US consumer publishing market.

Operating profit attributable to our discontinued business, Recoletos, fell by £9m, or 41%, from £22 million in
2003 to £13 million in 2004 mainly due to one-off costs associated with the launch of a Spanish language newspaper
in the US.

Non-operating Items
Profit before taxation on the sale of fixed assets, investments, businesses and associates was £9 million in 2004
compared to a profit of £6 million in 2003. In 2004, the principal items were profits on the sale of stakes in Capella
and Business.com which were partially offset by losses elsewhere. In 2003 the principal item was a profit of
£12 million on the sale of an associate investment in Unedisa by Recoletos.
Net Finance Costs
Net finance costs consist primarily of net interest expense related to our borrowings. Our total net interest payable
decreased by £11 million, or 14%, to £69 million in 2004, from £80 million in 2003. The reduction is due to lower
average net debt levels in 2004, which more than offset the effect of a general increase in floating interest rates, and a
one-off credit of £9 million for interest on a repayment of tax in France reduced the net interest cost in 2004. Year end
indebtedness (excluding finance leases) decreased to £1,206 million in 2004 compared to £1,361 million in 2003 due
to funds generated from operations and foreign exchange movements. The weighted average three month London
Interbank Offered ( LIBOR ) rate, reflecting our borrowings in US dollars, euros and sterling, rose by 40 basis points,
or 0.4%. The company is partially protected from these increases by our treasury policy, which put £736 million of the
year end debt on a fixed rate basis. As a result the net interest rate payable (excluding the £9 million credit referred to
above) rose by only 25 basis points or 0.25% to 5% in 2004. For a more detailed discussion of our borrowings and
interest expenses see  Liquidity and Capital Resources Capital Resources and  Borrowing and Item 11. Quantitativ
and Qualitative Disclosures About Market Risk .
Taxation
The overall taxation charge for 2004 was £62 million, compared to a charge of £75 million in 2003. In 2004 the
Group recorded a total pre-tax profit of £171 million giving a tax rate of 36% compared to a rate of 49% on total
pre-tax profits of £152m in 2003. These high rates of tax were mainly a result of only partial tax relief being available
for goodwill charged in the profit and loss account. The total tax charge in 2003 and 2004 also included credits of
£56 million and £48 million respectively relating to prior year items; these reflect a combination of settlements with
the Inland Revenue authorities and changes to deferred tax balances.
Minority Interests
Minority interests principally consist of the public s 39% interest in Interactive Data and 21% interest in Recoletos.
Profit for the Financial Year
The profit for the financial year after taxation and equity minority interests in 2004 was £88 million compared to a
profit in 2003 of £55 million. The overall increase of £33 million, or 60%, was mainly due to the reduced charges for
goodwill amortization, interest and tax. Increases in operating profit before goodwill have been eroded by the adverse
movement in exchange.
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Earnings per Ordinary Share

The basic earnings per ordinary share, which is defined as the profit for the financial year divided by the weighted
average number of shares in issue, was 11.1 pence in 2004 compared to 6.9 pence in 2003 based on a weighted
average number of shares in issue of 795.6 million in 2004 and 794.4 million in 2003. This increase was due to the
additional profit for the financial year described above and was not significantly affected by the movement in the
weighted average number of shares.

The diluted earnings per ordinary share of 11.0p in 2004 and 6.9p in 2003 was not significantly different from the
basic earnings per share in those years as the effect of dilutive share options was again not significant.

Exchange Rate Fluctuations

The weakening of the US dollar against sterling on an average basis had a negative impact on reported sales and
profits in 2004 compared to 2003. We estimate that if the 2003 average rates had prevailed in 2004, sales would have
been higher by £306 million and operating profit would have been higher by £52 million. See Item 11. Quantitative
and Qualitative Disclosures About Market Risk for a discussion regarding our management of exchange rate risks.

Sales and Operating Profit by Division

The following table summarizes our operating profit and results from operations for each of Pearson s divisions.
Results from operations are included as they are a key financial measure used by management to evaluate
performance and allocate resources to business segments, as reported under SFAS 131. Since 1998 we have reshaped
the Pearson portfolio by divesting of non-core interests and investing in educational publishing and testing, consumer
publishing and business information companies. During this period of transformation management have used results
from operations to track underlying core business performance. Results from operations are determined by adding
back to total operating profit costs or charges arising from significant acquisition activity, typically goodwill

amortization charges and integration costs. This enables
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management to more easily track the underlying operational performance of the group. A reconciliation of results
from operations to operating profit is included in the table below:

Year Ended December 31
2004 2003
£m % £m %

Results from operations
Pearson Education 293 68 313 68
FT Group 86 20 58 12
The Penguin Group 54 12 91 20
Pearson Group 433 100 462 100
Less:

1) Goodwill Amortization

Pearson Education 174 207

FT Group 20 30

The Penguin Group 21 21

Pearson Group 215 258

2) Goodwill Impairment

Pearson Education

FT Group

The Penguin Group

Pearson Group

3) Integration Costs

Pearson Education

FT Group

The Penguin Group

Pearson Group
Operating profit from continuing operations
Pearson Education 119 55 106 52
FT Group 66 30 28 14
The Penguin Group 33 15 70 34
Pearson Group 218 100 204 100
Discontinued Operations (Recoletos) 13 22
Total operating profit 231 226
Non operating items 9 6
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Pearson Education

Pearson Education s sales decreased by £95 million, or 4%, to £2,356 million in 2004 from £2,451 million in 2003,
as good growth in our Higher Education and Professional businesses was reduced due to the effect of the weakening
US dollar. Pearson Education s 2004 sales comprised 60% of Pearson s total sales. Results from operations decreased
by £20 million, or 6%, from £313 million in 2003 to £293 million in 2004. The decrease is again attributable to
exchange. After taking out the effect of exchange, profits were higher in all three businesses.

The School business sales decreased by £58 million, or 5%, to £1,118 million in 2004, from £1,176 million in
2003 and results from operations decreased by £10 million, or 8%, to £117 million in 2004 from £127 million in 2003.
Both sales and results were adversely affected by the weakening US dollar and we estimate that had 2003 average
rates prevailed in 2004 then sales would have been approximately £94 million higher than reported and results from
operations £8 million higher. The School results include a full year contribution from Edexcel, 75% of which was
acquired in 2003. The extra Edexcel contribution increased sales growth in 2004 but reduced profit growth as the
business is loss making in the first half.

In the US school market, adoption spending in 2004 fell by some $200 million to approximately $500 million. Our
school businesses took the largest share (27%) of the new adoption opportunities. We benefited from strength across a
wide range of subjects and grade levels, with a decline in elementary sales (after particularly strong market share
growth in 2003) mitigated by a strong performance in the secondary market. We returned to growth in the open
territories and in supplementary publishing, helped by restructuring actions taken in 2003 and by the sharp recovery in
US state budgets. Our US school testing business benefited from growth in new and existing state contracts, including
Texas, Ohio, Virginia and Washington. We continued to win new multi-year contracts including Tennessee, New
Jersey and California ahead of implementation of the No Child Left Behind Act testing requirements, which become
mandatory in the school year starting in September 2005. Our digital learning business showed a further profit
improvement on slightly lower sales as we continued to integrate our content, testing and technology in a more
focused way.

Outside the US, the School business sales increased with continued growth in English Language Teaching helped
by a very significant investment in ELT and in school testing we won $200 million of multi-year contracts.

The Higher Education business saw a decline in sales of £41 million, to £731 million in 2004, from £772 million
in 2003. Results from operations decreased by £15 million, or 10%, to £133 million in 2004 from £148 million in
2003. Both sales and results were adversely affected by the weakening US dollar, and we estimate that had 2003
average rates prevailed in 2004 then sales would have been approximately £69 million higher than reported and results
from operations £16 million higher than reported. In the US we grew faster than the market for the sixth consecutive
year in US dollar terms, up 4% while the industry without Pearson was up 2% according to the Association of
American Publishers.

In the US, our Higher Education business benefited from strength in two-year career colleges, a fast growing
segment, with vocational programs in allied health, technology and graphic arts, and elsewhere in math and modern
languages. Margins reduced a little as we achieved good growth outside the US and continued to invest to make our
technology central to the teaching and learning process. Our custom publishing business, which creates specific
programs built around the curricula of individual faculties or professors, grew strongly. Pearson Custom has now
increased its sales in dollar terms eight-fold over the past six years and we have introduced our first customized online
resources for individual college courses.

Sales and results from operations in our Professional business improved in spite of the weakening dollar. Sales
increased by £4 million, or 1%, to £507 million in 2004 from £503 million in 2003. Results from operations increased
by £5 million, or 13%, to £43 million in 2004, from £38 million in 2003. We estimate that had 2003 average rates
prevailed in 2004 then sales would have been approximately £60 million higher than reported and results from
operations £5 million higher than reported. After taking out the effect of exchange, Pearson Government Solutions
grew sales by 25%, with strong growth from add-ons to existing programs. We also won some important new
contracts, including multi-year contracts worth $500 million from customers

31

Table of Contents 44



Edgar Filing: PEARSON PLC - Form 20-F

Table of Contents

such as the US Department of Health and Human Services and the London Borough of Southwark. Our professional
testing business grew sales (before exchange impacts) by 31% as we benefited from the start-up of major new
contracts, although we continued to operate at a small loss as we invested in building up the infrastructure for our
150-strong UK test center network. Markets remained tough for our technology publishing titles, where although sales
were lower, profits were broadly level as a result of further cost actions.

FT Group

Sales at the FT Group (excluding discontinued businesses) decreased by £1 million, from £588 million in 2003 to
£587 million in 2004 but results from operations increased by £28 million, or 48%, from £58 million in 2003 to
£86 million in 2004. We estimate that had 2003 average rates prevailed in 2004 then sales would have been
approximately £22 million higher than reported and results from operations £8 million higher than reported. Sales
increased in all divisions with another good year for Interactive Data and a return to sales growth at the Financial
Times newspaper (  FT ) for the first year since 2000. The FT returned to profit in the seasonally strong fourth quarter of
2004 with both advertising and circulation revenues ahead for the full year.

Advertising performance across all categories and regions at the FT were mixed throughout the year. While the
recruitment and luxury goods categories increased by more than 20%, the business-to-business and technology sectors
showed few signs of recovery. In terms of geography, good growth in Europe and Asia offset a very weak US
corporate advertising market. Average circulation for 2004 was 3% lower than in 2003, whilst FT.com now has
76,000 paying subscribers and 3.7 million unique users.

Results from operations at the FT improved by £23 million over 2003 as we continued to reduce the FT s cost base,
which is now £110 million lower than it was in 2000.

Les Echos achieved euro sales growth of 4% and profits grew strongly despite a volatile advertising market.
Average circulation grew 3% to 119,800, while competitors saw falling sales. FT Business posted significant sales
growth of 8%, with progress in all its main markets. Profits improved 25% following a continued emphasis on cost
management.

Results from operations at the FT s associates and joint ventures showed a profit of £6 million compared to
£3 million in 2003. Losses narrowed at FT Deutschland as circulation and advertising revenue grew strongly. FT
Deutschland reached the 100,000 copy sales mark in December and circulation averaged 96,600, up 6% on the
previous year. The Economist Group again increased its results from operations with The Economist s circulation
passing the 1 million mark with an average weekly circulation of 1,009,759.

Interactive Data, our 61%-owned financial information business, grew its sales by 3% and results from operations
by 9% after taking out the effect of exchange rates. FT Interactive Data and e-Signal (its online financial information
and pricing business) performed well particularly in the US where there were some signs of improvement in market
conditions. Worldwide renewal rates among institutional clients remained at or above 95%. Demand for Interactive
Data s value-added services remained strong, with the signing of our 100th customer for our Fair Value Information
Service product in December 2004. IDC had a first full year contribution from acquisitions made in 2003, ComStock
and Hyperfeed Technologies, and acquired FutureSource in September 2004 to expand and compliment e-Signal. The
consolidation of seven US data centers is on track for completion by the end of 2005.

In December 2004 we announced our intention to sell our shareholding in Recoletos, our 79%-owned Spanish
media group to Retos Cartera as part of a tender offer for all of Recoletos. Retos Cartera s tender offer was launched on
February 16, 2005 and we accepted it on February 25, 2005. The sale closed in early April and net cash proceeds of
£372 million were received on April 8, 2005. In January 2005 we sold our 22% stake in MarketWatch to Dow Jones
& Co for $101 million. The results of Recoletos have been included as a discontinued business in the financial
statements.

The Penguin Group

The Penguin Group had a difficult year with sales down 6% to £786 million in 2004 from £840 million in 2003

and results from operations down 41% to £54 million in 2004 from £91 million in 2003. Both sales and
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results were adversely affected by the weakening US dollar, and we estimate that had 2003 average rates prevailed in
2004 then sales would have been approximately £57 million higher than reported and results from operations

£14 million higher than reported. In addition to exchange, the decline in results from operations was caused by a
number of factors including disruption at the new UK warehouse and a weakening in the US consumer publishing
market.

In the UK, our move to a new warehouse, to be shared with Pearson Education, disrupted supply of our books and
had a particular impact on backlist titles. Although we traded well in the second half of 2004, and shipped more books
to our UK customers than in the previous year, we incurred some £9 million of additional costs as we took special
measures to deliver books, including the costs of running two warehouses, shipping books direct and additional
marketing support. By the end of the year we had eliminated the order backlog in the warehouse and the new
management team has continued to make good progress in the early part of 2005.

After a good start to the year, the US consumer publishing market deteriorated sharply in the second half and full
year industry sales were 1% lower than in 2003, according to the Association of American Publishers. The adult mass
market segment, which accounts for approximately one-third of Penguin s US sales, was down 9% for the industry for
the full year, and 13% in the second half.

Despite the problems outlined above, Penguin had another great publishing year. We benefited from our new
imprint strategy, with a further four imprints published for the first time. Non-fiction performed particularly well, with
a 40% increase in our titles on the New York Times bestseller list, including Lynne Truss s Eats Shoots & Leaves (now
with over one million copies in print), Ron Chernow s Alexander Hamilton and Maureen Dowd s Bushworld. Best
selling UK titles included Jamie Oliver s Jamie s Dinners, Sue Townsend s Adrian Mole and the Weapons of Mass
Destruction and Gillian McKeith s You Are What You Eat.

Year ended December 31, 2003 compared to year ended December 31, 2002
Consolidated Results of Operations
Sales

Our total sales decreased by £272 million to £4,048 million, or 6%, in 2003, from £4,320 million in 2002. The
decrease was mainly attributable to Pearson Education s Professional business where the shortfall was due to the
absence of reported sales from the £250 million TSA contract and the effect of foreign currency exchange. The
strength of sterling compared to the US dollar had a significant negative effect on sales, and we estimate that had the
2002 average rates prevailed in 2003, sales would have been higher by £181 million. In constant exchange rate terms
the School and Higher Education businesses increased sales in 2003 by 8% and 6% respectively. The School business
was helped by the acquisition of 75% of Edexcel, the UK testing business, in the first half of 2003 that contributed
additional sales of £89 million. Penguin saw a small increase in sales even after the adverse effect of foreign currency
movements as the schedule of new titles enabled Penguin to grow ahead of the industry despite tough conditions for
backlist publishing in the US. The FT Group sales were slightly ahead of last year mainly due to Interactive Data
where sales increased for the fourth consecutive year in a difficult marketplace (even after excluding additional sales
generated from the acquisition of ComStock at the beginning of 2003). Our business newspapers continued to suffer
from the corporate advertising recession which has seen advertising volumes at the Financial Times newspaper fall
almost two-thirds since their peak in 2000.

Pearson Education, our largest business sector, accounted for 61% of our sales in 2003, compared to 64% in 2002.
North America continued to be the most significant source of our sales although sales in the region decreased, as a
proportion of total sales, to 67% in 2003, compared to 72% in 2002. Some of this decrease, however, reflects the
comparative strength of sterling and the euro compared to the US dollar.
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Cost of Sales and Net Operating Expenses
The following table summarizes our cost of sales and net operating expenses:

Year Ended
December 31
2003 2002
£m £m

Cost of sales (1,910) (2,064)
Distribution costs (239) (233)
Administration and other expenses (1,724) (1,888)
Other operating income 51 59
Net operating expenses (1,912) (2,062)

Cost of Sales. Cost of sales consists of costs for raw materials, primarily paper, production costs, amortization of
pre-publication costs and royalty charges. Our cost of sales decreased by £154 million, or 7%, to £1,910 million in
2003, from £2,064 million in 2002. The decrease mainly reflected the decrease in sales over the period with overall
gross margins remaining consistent. Cost of sales as a percentage of sales improved slightly to 47% in 2003 from 48%
in 2002.

Distribution Costs. Distribution costs consist primarily of shipping costs, postage and packing.

Administration and Other Expenses. Our administration and other expenses decreased by £164 million, or 9%, to
£1,724 million in 2003, from £1,888 million in 2002. Administration and other expenses as a percentage of sales
decreased to 43% in 2003, from 44% in 2002. Included within administration and other expenses is the charge for
goodwill amortization and impairment relating to subsidiaries. Total goodwill amortization, including that relating to
associates (£7 million in 2003; £48 million in 2002) decreased by £66 million to £264 million in 2003, from
£330 million in 2002. The main reason for this decrease over last year is Family Education Network and our interest
in Marketwatch, where the final amortization charges were incurred in the first half of 2003. In 2002, we also took a
goodwill impairment charge of £10 million relating to a subsidiary of Recoletos in Argentina while in 2003 no
impairment charges were deemed necessary. Also included in administration and other costs are the one-off costs of
integrating significant recent acquisitions into our existing businesses. The last of these significant acquisitions
occurred in 2000 and the final costs of integration of £10 million relating to Pearson NCS and Dorling Kindersley
were incurred in 2002 with no further charges in 2003.

After excluding goodwill charges and integration costs, administration and other expenses were £1,467 million in
2003 compared to £1,586 million in 2002. This 8% improvement of £129 million includes the beneficial effect of
exchange rate movements, the results of cost saving measures taken in 2002 and 2003 and a reduced spend on internet
enterprises.

Other Operating Income. Other operating income mainly consists of sub-rights and licensing income and
distribution commissions. Other operating income decreased to £51 million in 2003 from £59 million in 2002 with the
decrease coming at both Pearson Education and Penguin where distribution commissions we receive for distributing
third parties books has continued to decline.

Operating Profit/ Loss

The total operating profit in 2003 of £226 million compares to a profit of £143 million in 2002. This 58% increase
was principally due to a £76 million reduction in the total goodwill charge and the absence of integration costs.
Operating profit was adversely affected by the impact of reduced profits at Pearson Education s Professional business,
due to the absence of the prior year TSA contract, but this was offset by growth in School and Higher Education,
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affected by the weakening of the US dollar against sterling. We estimate that had the 2002 average rates prevailed in
2003, operating profit before goodwill charges would have been £27 million greater.

Operating profit attributable to Pearson Education increased by £31 million, or 41%, to £106 million in 2003, from
£75 million in 2002. The increase was due to a £37 million reduction in goodwill amortization, a £7 million reduction
in integration costs, increases in profit reported by the School and Higher Education businesses of £12 million and
£6 million respectively and the cessation of losses from FT Knowledge (a £12 million loss in 2002). Offsetting these
favorable variances was the sharp reduction in profits in the Professional business of £43 million caused by both the
absence of the prior year contribution from the TSA contract and further current year TSA contract close-out costs.

Operating profit attributable to the FT Group increased by £45 million to £50 million in 2003, from £5 million in
2002. The increase was largely due to a £39 million reduction in goodwill amortization and impairment charges. In
addition a strong performance from Interactive Data was enough to offset the increased losses at the Financial Times
newspaper following a continuing decline of the business advertising market.

Operating profit attributable to the Penguin Group increased by £4 million, or 6%, to £70 million in 2003, from
£66 million in 2002. The profit increase reflected the continued growth in sales and improved margins.

In 2003, we continued to integrate our book publishing operations around the world. In Australia and Canada, the
first two markets where we combined Penguin and Pearson Education into one company, profits improved with
operating profit growth in double digits for both companies. In the UK, we are shortly to move to a single shared
warehouse and distribution center and, in the US, we continue to consolidate back office operations.

Non-operating Items

Profit before taxation on the sale of fixed assets, investments, businesses and associates was £6 million in 2003
compared to a loss of £37 million in 2002. In 2003 the principal item was a profit of £12 million on the sale of an
associate investment in Unedisa by Recoletos. In 2002, the principal items were a profit of £18 million relating to the
completion of the sale of the RTL Group and a provision of £40 million for the loss on sale of our Forum business,
which completed in January 2003. Other items in 2002 included a loss on sale of PH Direct of £8m, a profit of
£3 million on finalization of the sale of the Journal of Commerce by the Economist and various smaller losses on
investments and property.

Net Finance Costs

Net finance costs consist primarily of net interest expense related to our borrowings. Our total net interest payable
decreased by £51 million, or 39%, to £80 million in 2003, from £131 million in 2002. Our average net debt decreased
by £157 million from £1,891 million in 2002 to £1,734 million in 2003, while our year end indebtedness (excluding
finance leases) decreased to £1,361 million in 2003 compared to £1,408 million in 2002 due to foreign exchange
movements. Interest decreased as a result of the lower average net debt and the effect of a general fall in interest rates
during the year. The weighted average three month London Interbank Offered ( LIBOR ) rate, reflecting our
borrowings in US dollars, euros and sterling, fell by 75 basis points, or 0.75%. The impact of these falls was
dampened by our treasury policy in 2003 of having 40-65% of net debt at fixed interest rates. As a result, our net
interest rate payable averaged approximately 4.6% in 2003, improving from 5.0% in 2002. During 2002 we took an
additional one-off charge of £37 million for cancellation of certain swap contracts and the early repayment of debt
following the re-balancing of the Group s debt portfolio on the receipt of the RTL Group proceeds. For a more detailed
discussion of our borrowings and interest expenses see  Liquidity and Capital Resources Capital Resources and

Borrowing and Item 11. Quantitative and Qualitative Disclosures About Market Risk .
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Taxation

The overall taxation charge for 2003 was £75 million, compared to a charge of £64 million in 2002. In 2003 the
Group recorded a total pre-tax profit of £152 million and the high rate of tax came about mainly because there was
only very limited tax relief available for goodwill charged in the profit and loss account. The total tax charge in 2003
also included credits of £56 million relating to prior year items; these reflect a combination of settlements with the
Inland Revenue authorities and changes to deferred tax balances. In 2002 there was a total pre-tax loss of £25 million,
which was also the result of only very limited tax relief available for goodwill. In 2002 there was also a tax credit of
£45 million attributable to the resolution of the tax position on the disposal in 1995 of the group s remaining interest in
BSkyB.

Minority Interests
Minority interests principally consist of the public s 39% interest in Interactive Data and 21% interest in Recoletos.
Profit for the Financial Year

The profit for the financial year after taxation and equity minority interests in 2003 was £55 million compared to a
loss in 2002 of £111 million. The overall change of £166 million was mainly due to the reduced goodwill amortization
and impairment charges and lower interest payments. There was also a profit on the sale of fixed assets, investments,
businesses and associates in 2003 compared to the loss in 2002.

Earnings Per Ordinary Share

The basic earnings per ordinary share, which is defined as the profit for the financial year divided by the weighted
average number of shares in issue, was 6.9 pence in 2003 compared to a loss of 13.9 pence in 2002 based on a
weighted average number of shares in issue of 794.4 million in 2003 and 796.3 million in 2002. This increase was due
to the return to profit for the financial year described above and was not significantly affected by the decrease in the
weighted average number of shares.

In 2003 the diluted earnings per ordinary share was also 6.9 pence as the effect of dilutive share options was not
significant. The Group made a loss for the financial year in 2002 and the effect of share options was therefore
anti-dilutive and a diluted loss per ordinary share was shown as being equal to the basic loss of 13.9 pence.

Exchange Rate Fluctuations

The weakening of the US dollar against sterling on an average basis had a negative impact on reported sales and
profits in 2003 compared to 2002. We estimate that if the 2002 average rates had prevailed in 2003, sales would have
been higher by £181 million and operating profit would have been higher by £27 million. See Item 11. Quantitative
and Qualitative Disclosures About Market Risk for a discussion regarding our management of exchange rate risks.

Sales and Operating Profit by Division

The following table summarizes our operating profit and results from operations for each of Pearson s divisions.
Results from operations are included as they are a key financial measure used by management to evaluate
performance and allocate resources to business segments, as reported under SFAS 131. Since 1998 we have reshaped
the Pearson portfolio by divesting of non-core interests and investing in educational publishing and testing, consumer
publishing and business information companies. During this period of transformation management have used results
from operations to track underlying core business performance. Results from operations are determined by adding
back to total operating profit costs or charges arising from significant acquisition activity, typically goodwill
amortization charges and integration costs. This enables
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management to more easily track the underlying operational performance of the group. A reconciliation of results

from operations to operating profit is included in the table below:

Results from operations
Pearson Education

FT Group

The Penguin Group

Pearson Group

Less:
1) Goodwill Amortization
Pearson Education
FT Group
The Penguin Group

Pearson Group

2) Goodwill Impairment
Pearson Education

FT Group

The Penguin Group

Pearson Group
3) Integration Costs
Pearson Education
FT Group
The Penguin Group
Pearson Group
Operating profit from continuing operations
Pearson Education
FT Group
The Penguin Group

Pearson Group

Discontinued Operations (Recoletos and Television)
Total operating profit
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Year Ended December
31
2002
2003
£m % £m
313 68 326
58 12 51
91 20 87
462 100 464
207 244
30 49
21 18
258 311
10
10
7
3
10
106 52 75
28 14 (8)

70 34 66
204 100 133
22 10
226 143

%
70
11
19

100

56
(6)
50

100
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Non operating items 6 37)
Net Finance Costs (80) (131)
Profit/(Loss) before taxation 152 (25)

Pearson Education
Pearson Education s sales decreased by £305 million, or 11%, to £2,451 million in 2003 from £2,756 million in
2002, as good growth in our School and Higher Education businesses was reduced due to the effect of the weakening
US dollar and the Professional business did not fill the gap left by the absence of the TSA contract. Pearson
Education s 2003 sales comprised 61% of Pearson s total sales. Results from operations decreased by £13 million or
4% from £326 million in 2002 to £313 million in 2003. The decrease can be
37
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attributed to the reduction at the Professional business caused by both the absence of the prior year contribution from
the TSA contract and further TSA contract close out costs recognized this year. Offsetting this were strong
performances in School and Higher Education as margins improved and reduced losses at FT Knowledge following
disposals and reorganization of that business.

The School business sales increased by £25 million, or 2%, to £1,176 million in 2003, from £1,151 million in
2002 and results from operations increased by £12 million, or 10%, to £127 million in 2003 from £115 million in
2002. Both sales and results were adversely affected by the weakening US dollar and we estimate that had 2002
average rates prevailed in 2003 then sales would have been approximately £72 million higher than reported and results
from operations £8 million higher than reported. In the US our textbook publishing business grew as our Pearson Scott
Foresman and Pearson Prentice Hall imprints increased revenues ahead of the overall basal market growth. Our new
elementary social studies program took a market share of more than 50% in adoption states, helping Pearson to take
the leading position in new adoptions with a share of approximately 29%. Sales at our supplementary publishing
business were lower than in 2002 as we discontinued some unprofitable product lines and were affected by
industry-wide weakness in state budgets. Although the same pressures reduced sales at our School digital learning
business, strong cost management enabled it to return to a small profit in 2003. In School testing, 2003 revenues were
a little ahead of 2002, and we won more than $300 million worth of new multi-year contracts which we expect will
boost sales from 2005, when the US Federal Government s No Child Left Behind accountability measures become
mandatory.

Outside the US, the School business sales increased with good growth in English Language Teaching and in our
School publishing operations in Hong Kong, South Africa, the UK and Middle East. Our 75% owned UK testing
business, Edexcel, contributed sales of £89 million following its acquisition in the first half of 2003.

The Higher Education business saw a decline in sales of £3 million, to £772 million in 2003, from £775 million in
2002. Results from operations increased by £6 million, to £148 million in 2003, from £142 million in 2002. Both sales
and results were adversely affected by the weakening US dollar, and we estimate that had 2002 average rates
prevailed in 2003 then sales would have been approximately £49 million higher than reported and results from
operations £10 million higher than reported. Though the industry growth slowed a little in 2003, we expect the
long-term fundamentals of growing enrolments, a boom in community colleges and a strong demand for
post-secondary qualifications to more than offset the impact of state budget weakness and rising tuition fees.

Our Higher Education business also benefited from a strong schedule of first editions including Faigley s Penguin
Handbook in English Composition, Wood & Wood s Mastering World Psychology and Jones & Wood s Created Equal
in American History. The use of technology continues to distinguish our learning programs, with almost one million
students now following their courses through our paid-for online sites, an increase of 30% on last year, and a further
1.4 million using our free online services. Our market-leading custom publishing business, which creates personalized
textbook and online packages for individual professors and faculties, grew revenues by 35%, with sales exceeding
$100m for the first time. Outside the US, our Higher Education imprints saw strong growth in key markets including
Europe and Canada, solid local publishing and the introduction of our custom publishing model.

Sales and results from operations were significantly lower in our Professional business, caused by both the
absence of the prior year contribution from the TSA contract and the further current year close out costs, together with
the impact of the weakening US dollar. Sales decreased by £281 million, to £503 million in 2003, from £784 million
in 2002. Results from operations decreased by £43 million, to £38 million in 2003, from £81 million in 2002.
Excluding the effect of the TSA contract, our Government Solutions business grew by 39%, benefiting from new
contracts with the Department of Health and Human Services and the USAC. The Professional Testing business,
which had revenues of approximately $100 million in 2003, 51% higher than in 2002 excluding TSA, won more than
$600 million of new long-term contracts. These include testing learner drivers for the UK s Driving Standards Agency,
business school applicants for the Graduate Management Admissions Test and securities professionals for the
National Association of Securities Dealers. In 2004 we will invest in the expansion of our international network of
testing centers to support these contracts, from which we expect to generate significant revenue and profit growth
from 2005. Our worldwide
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technology publishing operations maintained margins despite a drop in revenues. After a severe three-year technology
recession, in which our publishing revenues have fallen by 36%, the rate of decline now appears to be slowing,
particularly in the United States.

FT Group

Sales at the FT Group (excluding discontinued businesses) increased £10 million or 2%, from £578 million in
2002 to £588 million in 2003 and results from operations increased by £7 million, or 14%, from £51 million in 2002
to £58 million in 2003. The main contributors to the sales increase was Interactive Data. Interactive Data posted a
10% sales increase despite the negative impact of exchange as it benefited from the acquisition of ComStock, in
February 2003. For our business newspapers, 2003 was the third year of a corporate advertising recession which has
seen advertising volumes at the Financial Times fall almost two-thirds since their peak in 2000. To compensate for
this, we have reduced the FT s cost base by more than £100 million over the same period.

Results from operations at the Financial Times ( FT ) decreased by £9 million over 2002 as advertising revenues
fell by £23m and we invested some £10m in the newspaper s continued expansion around the world. Advertising
revenues were down 15% as industry conditions remained tough for the FT s key advertising categories of corporate
finance, technology and business to business. The advertising declines were significantly worse immediately before
and during the war in Iraq, but the rate of decline began to slow towards the end of the year, helped by growth in US,
online and recruitment advertising. The newspaper s circulation in the six months ended January 31, 2004 was
433,000, 4% lower than in the same period last year, although FT.com s subscribers are some 50% higher at 74,000.
The launch of our Asian edition in September 2003 completed the FT s global network of four regional newspaper
editions, backed up by a single editorial, commercial and technology infrastructure and by FT.com.

Results from operations at Les Echos decreased from 2002, reflecting continuing declines in advertising revenues
and investment in the newspaper s relaunch. Average circulation for the year was down 4% to 116,400, but the
September 2003 relaunch generated a positive response, with newsstand sales in the final quarter up 4% against a
market decline of 6%. Despite a continued decline in the advertising market, FT Business posted profit growth, due to
tight cost management.

Results from operations at the FT s associates and joint ventures showed a profit of £3 million (£6 million loss in
2002) with good progress at FT Deutschland, our joint venture with Gruner + Jahr, and at the Economist Group, in
which Pearson owns a 50% interest. FT Deutschland s average circulation for 2003 was 92,000, an increase of 9% on
the previous year and advertising revenues increased in a declining market. The Economist Group increased its results
from operations despite further revenue declines, reflecting additional measures to reduce costs. The Economist s
circulation growth continued, with average weekly circulation 3% higher at 908,000.

Interactive Data grew its sales in a declining market for the fourth consecutive year. Sales increased by 10% and
results from operations increased by 16%, despite continuing weakness in the market for financial services as
institutions focused on containing costs. The performance was helped by strong institutional renewal rates, which
continue to run at more than 95%, the addition of new asset classes to its core pricing services, the successful launch
of new services and the acquisition of ComStock. Interactive Data continued to extend its range of services by
marketing new products such as the Fair Value Information service, which has been installed in many leading
financial institutions, as well as by enhancing existing products at CMS BondEdge with a new credit risk module and
at eSignal with increased international exchange data. Interactive Data further enhanced its product offering with the
acquisition of ComStock s real-time market data services.

In December 2004 we announced our intention to sell our shareholding in Recoletos, our 79%-owned Spanish
media group. The sale was completed in early April 2005. The results of Recoletos have been included as a
discontinued business in the financial statements.
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The Penguin Group

The Penguin Group increased sales to £840 million in 2003 from £838 million in 2002 and increased its results
from operations to £91 million in 2003 from £87 million in 2002. In the US, our largest market, accounting for around
two-thirds of sales, our best ever schedule of new titles enabled Penguin to grow ahead of the industry despite tough
conditions for backlist publishing. In the UK our backlist performed well, helped by the relaunch of Penguin Classics
and BBC s The Big Read.

Penguin s best-selling books included Sue Monk Kidd s debut novel The Secret Life of Bees (2.3 million copies
sold), John Steinbeck s East of Eden(1.5 million), Al Franken s Lies and the Lying Liars Who Tell Them (1.1 million),
Scott Berg s Kate Remembered (0.5 million), Paul Burrell s A Royal Duty (0.9 million), Madonna s The English Roses
and Mr Peabody s Apples (1.2 million) and Michael Moore s Stupid White Men (0.8 million). Dorling Kindersley faced
a tough backlist market but benefited from three major new titles: America 24/7, Tom Peters Re-Imagine! and an
e-Encyclopaedia published in association with Google.

We increased spending on authors advances as we invested in a number of new imprints including Portfolio
(business books), Gotham (non-fiction), and The Penguin Press (non-fiction), which has already signed almost 100
authors, including Alexandra Fuller, Ron Chernow and John Berendt. We signed new multi-book deals with a number
of our most successful authors including Catherine Coulter and Nora Roberts, whose books have spent a total of
71 weeks at number one on the New York Times bestseller list.

Liquidity and Capital Resources

Cash Flows and Financing

Net cash inflow from operating activities increased by £171 million, or 48%, to £530 million in 2004, from
£359 million in 2003. This cash inflow was aided by collection of the $151 million receivable in respect of the TSA
contract. Cash flows within Pearson Education and IDC in particular continued to be strong despite the weakness of
the US dollar reducing the value of our cash flows in sterling terms. Even excluding the impact of collecting the TSA
receivable, working capital continued to improve. On an average basis, the working capital to sales ratio for our book
publishing businesses improved from 32.8% to 32.3%. Compared to 2002, the net cash inflow from operating
activities in 2003 decreased by £170 million, or 32%, to £359 million from £529 million. This reflected close-out
payments to creditors in respect of the TSA contract and the concentration of the Penguin publishing schedule in the
fourth quarter which pushed cash collection from debtors into 2004.

Net interest paid was £85 million in 2004 compared to £76 million in 2003 and £140 million in 2002. The 12%
increase in 2004 over 2003 reflected the year on year increase in interest rates, while the 2003 decrease compared to
2002 benefited from the full year effect of the 2002 debt repayment using the proceeds of the RTL Group sale and the
non recurrence of £37 million of swap close-out costs.

In 2004 capital expenditure was in excess of depreciation due to up-front expenditure on our Professional testing
contracts and continued upgrading of our facilities and equipment. Capital expenditure was £125 million in 2004
compared to £105 million in 2003 and £126 million in 2002.

The acquisition of subsidiaries accounted for a cash outflow of £35 million in 2004 against £94 million in 2003
and £87 million in 2002. The principal acquisitions in 2004 were of KAT and Dominie Press for £10 million each by
Pearson Education and FutureSource by Interactive Data for £9 million. The principal acquisitions in 2003 were of
ComsStock by Interactive Data for net cash of £68 million and 75% of Edexcel by Pearson Education for net cash of
£16 million. The largest acquisition in 2002 was the purchase of Merrill Lynch s Securities Pricing Services by
Interactive Data for net cash of £30 million. The sale of subsidiaries and associates produced a cash inflow of
£24 million in 2004 against £53 million in 2003 and £923 million in 2002. All the proceeds in 2004 relate to the sale
of Argentaria Cartera by Recoleto