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We own or have rights to use the trademarks, trade names and service marks that we use in conjunction with
the operation of our business, including, but not limited to: Discover, PULSE, Cashback Bonus, ShopDiscover,
Discover Motiva Card, Miles by Discover Card, Discover Open Road Card, Discover Network and Goldfish. All
other trademarks, trade names and service marks included in this financial annual report are the property of their
respective owners.

* Information regarding Sale of International Card Segment; First Quarter 2008 Charge (including reconciliation
of pro forma results) and Reconciliation of GAAP to Managed Data is provided at pages 7 and 12,
respectively.



Selected Financial Data

The following table presents our selected historical financial data and operating statistics. The statement of
income data for each of the years in the three-year period ended November 30, 2007 and the statement of
financial condition data as of November 30, 2007 and 2006 have been derived from our audited consolidated and
combined financial statements included elsewhere in this financial annual report. The statement of income data
for the years ended November 30, 2004 and 2003 and the statement of financial condition data as of
November 30, 2005, 2004 and 2003 are derived from the audited and unaudited combined financial statements
not included elsewhere in this financial annual report. The unaudited financial statements have been prepared on
the same basis as the audited financial statements, and in the opinion of our management include all adjustments,
consisting of only ordinary recurring adjustments, necessary for a fair presentation of the information set forth in
this financial annual report.

The selected historical financial data and operating statistics presented below should be read in conjunction
with our audited consolidated and combined financial statements and accompanying notes and ‘“Management’s
Discussion and Analysis of Financial Condition and Results of Operations” included elsewhere in this financial
annual report. The combined financial information may not be indicative of our future performance and does not
necessarily reflect what the financial position and results of operations would have been had we operated as a
separate, stand-alone entity during the periods presented, including changes that occurred in our operations and
capitalization as a result of our spin-off from Morgan Stanley.

Included in the selected historical financial data are certain amounts and statistics reported on a managed
basis. Our senior management evaluates business performance and allocates resources using financial data that is
presented on a managed basis. Managed loans consist of our on-balance sheet loan portfolio, loans held for sale
and loan receivables that have been securitized and against which beneficial interests have been issued. Owned
loans, a subset of managed loans, refer to our on-balance sheet loan portfolio and loans held for sale and include
the undivided seller’s interest we retain in our securitizations. A managed basis presentation, which is not a
presentation in accordance with GAAP, involves reporting securitized loans with our owned loans in the
managed basis statements of financial condition and reporting the earnings on securitized loans in the same
manner as the owned loans instead of as securitization income. See “Management’s Discussion and Analysis of
Financial Condition and Results of Operations—GAAP to Managed Data Reconciliations.”



Discover Financial Services
Selected Historical Data

Statement of Income Data:
Interest income
Interest expense

Net interest income
Other income

Revenue net of interest expense
Provision for loan losses
Other expense ()

Income before income tax expense"
Income tax expense()

Netincome .. ... ... . ... i
Statement of Financial Condition Data (as of):

Loan receivables
Total assets .......... o
Total stockholders’ equity
Allowance for loan losses
Long-term borrowings
Total average interest-earning assets
Total average interest-bearing liabilities

Per Common Share:
Basic EPS™
Diluted EPS™ . ... ... o o o
Weighted average shares outstanding (000’s)®
Weighted average shares outstanding (fully diluted)

(000°s)@®
Cash dividends
Dividend payout ratio

Ratios:

Net interest margin
Return on average equity)
Return on average assets()
Average stockholders’ equity to average total assets . . . . .

Selected Statistics:

Total Credit Card Loans
Credit card loans—owned
Average credit card loans—owned
Owned interest yield
Owned net principal charge-off rate
Owned delinquency rate (over 30 days)
Owned delinquency rate (over 90 days)
Credit card loans—managed
Average credit card loans—managed
Managed interest yield
Managed net principal charge-off rate
Managed delinquency rate (over 30 days)
Managed delinquency rate (over 90 days)

Total Credit Card Volume
Domestic

For the Years Ended November 30,

2007 2006 2005 2004 2003
(dollars in thousands, except per share amounts)

$ 2,888,169 $ 2458526 $ 2,174811 $ 1,859,504 $ 2,048,695
1,382,415 940,040 776,479 647,622 789,667
1,505,754 1,518,486 1,398,332 1,211,882 1,259,028
3,546,119 3,538,939 2,937,037 3,248,386 3,313,478
5,051,873 5,057,425 4,335,369 4,460,268 4,572,506
950,165 755,637 878,486 925,549 1,266,113
3,156,512 2,719,483 2,532,627 2,315,812 2,279,485
945,196 1,582,305 924,256 1,218,907 1,026,908
356,566 505,689 346,341 442,654 378,277
$ 588,630 $ 1,076,616 $ 577915 $ 776,253 $ 648,631
$ 23,954,295  $ 23,742,750 $ 22,803,166  $20,129,415  $19,379,086
$ 37,376,105  $ 29,067,242 $ 26,943,923  $24,122,009  $24,032,743
$ 5599422 $ 5774772 $ 4,600,449 $ 4,021,349 $ 3,809,285
$ 916,844 § 832,483 $§ 833,848 $ 942,721 $ 1,001,656
$ 2,134,093 $ 1,507,578 $ 863,745 $ 1,198,406 $ 931,554
$ 31,651,619  $ 25,546,145 $ 23,783,731  $20,627,761  $22,862,081
$ 25,897,063 $ 19,830,983 $ 18,656,289  $15,717,897  $17,802,398
$ 123 $ 226 % 121 $ 1.63 §$ 1.36
$ 123 $ 226 % 121 $ 1.63 $ 1.36
477,328 477,236 477,236 477,236 477,236
478,879 477,236 477,236 477,236 477,236
$ 0.06 — — — —
4.88% — — — —

4.76% 5.94% 5.88% 5.88% 5.51%

10% 20% 13% 18% 14%

1.73% 3.93% 2.29% 3.54% 2.68%

17% 21% 18% 20% 19%

$ 23,703,101

$ 23,646,901

$ 22,496,211

$19,723,758

$18,929,973

$ 22,814,043 $ 21,656,295 $ 19,931,636  $17,608,445  $19,530,515

10.58% 10.38% 10.12% 10.05% 10.02%

3.82% 3.79% 4.84% 5.53% 6.05%

3.50% 3.22% 3.69% 4.08% 5.36%

1.63% 1.53% 1.62% 1.97% 2.53%
$ 52,302,410 $ 50,350,328  $ 46,936,274  $48,261,402  $48,357,810
$ 51,338,135  $ 48,216,546  $ 47,330,143  $47,386,940  $50,863,666

12.44% 12.36% 11.72% 11.84% 11.93%

4.08% 4.08% 5.23% 6.00% 6.60%

3.73% 3.50% 3.98% 4.55% 5.97%

1.74% 1.65% 1.75% 2.18% 2.82%
$106,620,818  $102,901,893  $ 98,224,437  $94,509,183  $93,746,658
14,254,621 11,881,465 5,907,089 5,077,478 4,128,177
$120,875,439  $114,783,358  $104,131,526  $99,586,661  $97,874,835
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Selected Historical Data — (continued)

For the Years Ended November 30,

2007 2006 2005 2004 2003
(dollars in thousands)

Credit Card Sales Volume
DOmMEStC . ...oovviii $ 90,262,556  $86,385,577  $81,664,000  $76,035,714  $73,974,819
International® . ... ... . .. . 12,955,968 10,335,331 4,291,675 3,466,893 2,845,322

Total ... $103,218,524  $96,720,908  $85,955,675  $79,502,607  $76,820,141
Other Consumer Loans
Domestic loan receivables .. ...................o.... $ 251,194  $ 95849 $ 176,329 $ 287909 $ 404,514
International loan receivables ....................... — — 130,626 117,749 44,600

Total ... $ 251,194 $ 95849 $ 306955 $ 405658 $ 449,114
Transactions Processed on Networks (000°s)
Discover Network ......... ... ... ... ... i L. 1,486,366 1,399,933 1,301,024 1,226,414 1,208,505
PULSE Network® . ... ... ... i 2,285,061 1,856,477 1,555,782 — —

Total ... 3,771,427 3,256,410 2,856,806 1,226,414 1,208,505
Domestic Credit Card Loans
Credit card loans—owned ............ ... ... ... ... .. $ 20,579,923 $20,694,395  $20,434,977  $18,606,211  $17,586,884
Average credit card loans—owned ................... $ 19,845,880  $19,120,946  $18,644,660  $16,228,520  $17,938,722
Owned interestyield ......... ... ... ... ... ...... 10.75% 10.50% 10.16% 10.13% 10.15%
Owned net principal charge-offrate .................. 3.41% 3.64% 4.95% 5.75% 6.34%
Owned delinquency rate (over 30 days) ............... 3.28% 3.05% 3.69% 4.19% 5.54%
Owned delinquency rate (over 90 days) ............... 1.53% 1.44% 1.61% 2.03% 2.62%
Credit card loans—managed ........................ $ 47,929,242 $457706,222  $44,261,121  $45,690,728  $46,141,977
Average credit card loans—managed ................. $ 46,811,570  $44,277,249  $44,736,702  $45,018,288  $48,590,494
Managed interestyield . ........... .. ... ... L 12.66% 12.53% 11.78% 11.91% 12.05%
Managed net principal charge-offrate . ................ 3.84% 3.96% 5.30% 6.12% 6.75%
Managed delinquency rate (over 30 days) .............. 3.59% 3.39% 3.98% 4.65% 6.09%
Managed delinquency rate (over 90 days) .............. 1.68% 1.59% 1.75% 2.24% 2.88%
International Credit Card Loans
Credit card loans—owned® . .. ... ... ... oo oL $ 3,123,178 $ 2,952,506  $ 2,061,234  $ 1,117,547 $ 1,343,089
Average credit card loans—owned® .. ... .. o oL $ 2,968,163 $ 2535349 $ 1,286,976  $ 1,379,925 $ 1,591,793
Owned interest yield ............. ... ... . ......... 9.42% 9.51% 9.63% 9.13% 8.51%
Owned net principal charge-offrate .................. 6.56% 4.94% 3.28% 2.94% 2.80%
Owned delinquency rate (over 30 days) ............... 4.91% 4.36% 3.78% 2.23% 2.93%
Owned delinquency rate (over 90 days) ............... 2.27% 2.16% 1.73% 0.96% 1.41%
Credit card loans—managed® .. ..................... $ 4,373,168 $ 4,644,106 $ 2,675,153 $ 2,570,674 $ 2,215,833
Average credit card loans—managed® . ............... $ 4,526,565 $ 3,939,297 $ 2,593,441 $ 2,368,652 $ 2,273,172
Managed interestyield . ........... ... ... .. ... 10.11% 10.38% 10.72% 10.62% 9.44%
Managed net principal charge-offrate ................. 6.54% 5.45% 4.10% 3.87% 3.44%
Managed delinquency rate (over 30 days) .............. 5.25% 4.58% 3.95% 2.78% 3.29%
Managed delinquency rate (over 90 days) .............. 2.43% 2.22% 1.81% 1.22% 1.60%

(1) 2007 includes a $391 million pretax ($279 million after tax) non-cash impairment charge related to our International Card segment.

(2) On June 30, 2007, the distribution by Morgan Stanley was completed to the Morgan Stanley stockholders of one share of Discover
Financial Services common stock for every two shares of Morgan Stanley common stock held on June 18, 2007 (the “Distribution”). As
aresult, on July 2, 2007, the Company had 477,235,927 shares of common stock outstanding and this share amount is being utilized for
the calculation of basic EPS for all periods presented prior to the date of Distribution. For all periods prior to the date of Distribution, the
same number of shares is being used for diluted EPS as for basic EPS as no common stock of Discover Financial Services was traded

prior to July 2, 2007 and no Discover equity awards were outstanding for the prior periods.

(3) The Goldfish and Liverpool Victoria portfolios were acquired in 2006.
(4) PULSE was acquired in January 2005.



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

The following discussion and analysis of our financial condition and results of operations should be read in
conjunction with our audited consolidated and combined financial statements and related notes included
elsewhere in this financial annual report. Some of the information contained in this discussion and analysis
constitutes forward-looking statements that involve risks and uncertainties. Actual results could differ materially
from those discussed in these forward-looking statements. Factors that could cause or contribute to these
differences include, but are not limited to, those discussed below and elsewhere in this financial annual report
and under “Special Note Regarding Forward-Looking Statements” and “Risk Factors” included in our annual
report on Form 10-K for the year ended November 30, 2007 on file with the SEC.

Unless otherwise specified, references to Notes to the audited consolidated and combined financial
statements are to the Notes to our audited consolidated and combined financial statements as of November 30,
2007 and 2006 and for the three-year period ended November 30, 2007.

Introduction and Overview

We are a leading credit card issuer and electronic payment services company with one of the most
recognized brands in U.S. financial services. We offer credit and prepaid cards and other financial products and
services to qualified customers in the United States and the United Kingdom, and provide payment processing
and related services to merchants and financial institutions in the United States. Our year ends on November 30
of each year.

We strive to increase net income and achieve other business objectives by growing loan receivables and
increasing volume on our payments networks to generate interest and fee revenue, while controlling loan losses
and expenses. Our primary revenues come from interest income earned on loan receivables, securitization
income derived from the transfer of credit card loan receivables and subsequent issuance of beneficial interests
through securitization transactions, and fees earned from cardmembers, merchants and issuers. Our primary
expenses include funding costs (interest expense), loan losses, cardmember rewards and expenses incurred to
grow and service our loan receivables (e.g., compensation expense and marketing).

We are actively pursuing a strategy to increase acceptance of Discover Network cards among small and
mid-size merchants. We have entered into arrangements with major merchant acquirers to sign new and service
existing small and mid-size merchants for acceptance of Discover Network cards.

We undertook a number of initiatives in an effort to restore profitability to our U.K. operations over the long
term and offset the impact of higher loan losses and lower interchange and fee revenues. These initiatives
included insourcing of our processing platform, consolidation of our operational centers, reductions in staffing
and achieving procurement efficiencies. In addition, we revised certain risk policies, modified pricing for
portions of the portfolio, implemented annual fees for certain customers, introduced new fee products and
modified certain transaction based fees. On February 7, 2008, we announced that we had entered into a definitive
sale and purchase agreement to sell our U.K. credit card business, which represents substantially all of the
International Card segment, to Barclay’s Bank Plc. See “—Sale of International Card Segment; First Quarter
2008 Charge” below for further discussion.

Our business activities have been funded primarily through the process of asset securitization, the raising of
consumer deposits, and, prior to the Distribution, intercompany lending from Morgan Stanley which has been
replaced with asset-backed financing and both secured and unsecured debt. In a credit card securitization, loan
receivables are first transferred to securitization trusts, from which beneficial interests are issued to investors. We
continue to own and service the accounts that generate the securitized loans. The trusts utilized by us to facilitate
asset securitization transactions are not our subsidiaries and are independent from us. These trusts are excluded
from our consolidated and combined financial statements in accordance with GAAP. Because our securitization
activities qualify as sales under GAAP and accordingly are not treated as secured financing transactions, we
remove credit card loan receivables equal to the amount of the investor interests in securitized loans from the
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consolidated and combined statements of financial condition. As a result, asset securitizations have a significant
effect on our consolidated and combined financial statements in that the portions of interest income, provision for
loan losses and certain components of other income related to the securitized loans against which beneficial
interests have been issued are no longer recorded in our consolidated and combined statements of income;
however, they remain significant factors in determining the securitization income we receive on our retained
beneficial interests in those transactions. Securitization income is our second most significant revenue category.

Our senior management evaluates business performance and allocates resources using financial data that is
presented on a managed basis. Managed loans consist of our on-balance sheet loan portfolio, loans held for sale
and loan receivables that have been securitized and against which beneficial interests have been issued. Owned
loans, a subset of managed loans, refer to our on-balance sheet loan portfolio and loans held for sale and include
the undivided seller’s interest we retain in our securitizations. A managed basis presentation, which is a
non-GAAP presentation, involves reporting securitized loans with our owned loans in the managed basis
statements of financial condition and reporting the earnings on securitized loans in the same manner as the
owned loans instead of as securitization income. The managed basis presentation generally reverses the effects of
securitization transactions; however, there are certain assets that arise from securitization transactions that are not
reversed. Specifically, these assets are the cash collateral accounts that provide credit enhancement to the
investors in the transactions and cardmember payments allocated to the securitized loans, both of which are held
at the trusts. These assets also include the interest-only strip receivable, reflecting the estimated fair value of the
excess cash flows allocated to securitized loans and retained certificated beneficial interests. Income derived
from these assets representing interest earned on accounts at the trusts, changes in the fair value of the interest-
only strip receivable and interest income on investment securities also are not reversed in a managed
presentation.

Management believes it is useful for investors to consider the credit performance of the entire managed loan
portfolio to understand the quality of loan originations and the related credit risks inherent in the owned portfolio
and retained interests in our securitizations. Managed loan data is also relevant because we service the securitized
and owned loans, and the related accounts, in the same manner without regard to ownership of the loans.

Financial measures using managed data are non-GAAP financial measures. Whenever managed data is
presented in this financial annual report, a reconciliation of the managed data to the most directly comparable
GAAP-basis financial measure is provided. See “—GAAP to Managed Data Reconciliations.”

Key Developments Impacting Reported Results

e In August 2007, management began a strategic review of the International Card segment. This review,
which was completed in the fourth quarter, involved a review of U.K. financing options and costs
(particularly given market disruptions), consideration of industry trends in the United Kingdom, the
various challenges facing credit card issuers in that market, the impact of certain initiatives we have
already undertaken to restore profitability to the segment and the expected impact of additional actions
planned in light of these circumstances. As a result of the strategic review, management revised its
long-range projections for the International Card segment, and revised its estimate of the segment’s fair
value. The carrying value of the International Card segment at November 30, 2007 was in excess of its
revised estimated fair value, and, as such, we recorded a non-cash impairment charge of $391 million
($279 million after tax) to other expense. The total pretax impairment charge included a $291 million
write-down of goodwill and $100 million write-down of other intangible assets.

e Certain of our interest-earning assets and interest-bearing liabilities have floating rates which are tied to
short-term market indices, such as the Federal Funds rate and LIBOR. During the year ended
November 30, 2006, the Federal Reserve increased the Federal Funds target rate by 125 bps to 5.25%.
As aresult, the yields on interest-earning assets and the costs of floating rate interest-bearing liabilities
increased during 2006 and remained at these levels for most of 2007. During this period, the
relationship between the Federal Funds rate and LIBOR remained stable.
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During the fourth quarter of 2007, in response to worsening credit conditions, the Federal Reserve
decreased the Federal Funds target rate by 75 basis points to 4.50%. During this period, tight credit
conditions caused the relationship between the Federal Funds rate and LIBOR to change materially,
with LIBOR often remaining significantly higher than the Federal Funds rate. Also, asset-backed
commercial paper rates rose and credit spreads widened materially.

Market conditions also reduced the availability of new issuance in certain funding markets. In response
to various liquidity events, our senior management increased the size of our liquidity reserve.

In the United Kingdom, disruptions in the financial markets as well as a weakened consumer credit
environment have impacted asset-backed securitization issuance, leading us to retain on our balance
sheet approximately $500 million of receivables from a maturing asset-backed transaction as of
November 30, 2007.

On June 30, 2007, our Distribution from Morgan Stanley became effective. Our results of operations
for the year ended November 30, 2007 include costs incurred as a result of the Distribution of
approximately $34 million.

New U.S. bankruptcy legislation became effective in October 2005, making it more difficult for
consumers to declare bankruptcy. We experienced a surge in bankruptcy receipts leading up to the
effective date of this legislation. We charge off bankrupt accounts at the end of the month that is 60
days following the receipt of notification of the bankruptcy, so in the second half of calendar 2005 we
experienced higher charge-offs as a result of this legislation. October 2005 was the peak month for
bankruptcy receipts during this transition to new legislation. October receipts, in accordance with our
policy, were charged off in December 2005.

The results of 2005 were adversely impacted by a higher level of bankruptcy charge-offs, a negative
revaluation of the interest-only strip receivable reflecting the impact on projected excess spread of
elevated charge-offs in December 2005 and additional provisions to the allowance for loans losses for
bankrupt accounts in the portfolio at November 30, 2005. We experienced a dramatic decline in
bankruptcy receipts following the effective date of the new U.S. bankruptcy legislation. The results of
2006 benefited from a significantly lower level of bankruptcy charge-offs, a favorable revaluation of
the interest-only strip receivable reflecting higher excess spread projections and a decrease in the level
of allowance for loan losses. We believe the passing of this legislation negatively impacted 2005 and
benefited the overall results of 2006, causing year-over-year comparisons to the year ended
November 30, 2007 to be impacted as well. During 2007, the Company experienced a higher level of
bankruptcy charge-offs, although still significantly lower than pre-legislation levels.

Separate from the previously described impact of the surge in bankruptcy receipts, the underlying
credit quality of the U.S. loan receivables continued to improve in 2006 and 2005 and remained
relatively stable throughout most of 2007. In the fourth quarter of 2007, delinquencies began to rise
reflecting the downturn in market conditions.

During 2006 and 2005, certain matters caused our use of certain funding sources, including the U.S.
credit card securitization market, to vary from our historical use of this market for funding our
business. Following Morgan Stanley’s announcement in April 2005 to explore a spin-off of Discover,
the counter party credit ratings on Discover Bank were lowered to their current levels. As a result of
our lower credit ratings, we lost access to Federal Funds as a significant source of short-term financing,
but were able to mitigate the impact by increasing short-term borrowings from Morgan Stanley.

In response to the exploration of the spin-off, Moody’s placed the asset-backed securities issued
domestically by the Discover Card Master Trust I (“DCMT”) under review for a possible downgrade,
which we believe contributed to a temporary disruption in our ability to access the securitization
markets. This disruption lasted approximately five months, at which time Moody’s re-affirmed the
ratings on the asset-backed securities. This deferral of new securitization transactions, as well as a high
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level of maturities of existing securitization transactions and the discontinued issuance of new short-
term certificates from the DCMT in response to higher projected charge-offs following the October
2005 effective date of the new U.S. bankruptcy legislation, caused the level of securitized loans in 2005
to decrease below prior year levels. These effects lingered into 2006, causing outstanding securitization
transactions to remain somewhat lower than historical levels on average. In August 2005, Morgan
Stanley announced that it would not pursue a spin-off of Discover.

* During the last three years, there have been increasing regulatory initiatives in the United Kingdom
with respect to late and overlimit fees, interchange fees and the sale of retail insurance products, and a
relaxation of bankruptcy laws that have made it more difficult to collect on delinquent accounts and
easier for cardmembers to declare bankruptcy. The changes contributed to increased U.K. bankruptcy
charge-offs and lower late fee, overlimit fee and interchange revenues.

* In February 2006, we acquired the Goldfish credit card business in the United Kingdom, adding
approximately $1.4 billion in receivables. Under the terms of the acquisition, we did not purchase any
late stage delinquencies. As such, the year ended November 30, 2006 reflects a lower level of charge-
offs than the year ended November 30, 2007, which includes the full impact of the Goldfish
acquisition.

Sale of International Card Segment; First Quarter 2008 Charge

On February 7, 2008 the Company and Barclays Bank Plc entered into a definitive sale and purchase
agreement relating to the sale of £129 million of net assets (equivalent to approximately $258 million) of the
Company’s U.K. credit card business, which represented substantially all of the Company’s International Card
segment and included $3.1 billion in owned loan receivables at November 30, 2007. The aggregate sale price
under the agreement is £35 million (equivalent to approximately $70 million), payable in cash at closing and
subject to a post-closing adjustment. The closing is expected to occur by the end of the Company’s second
quarter of 2008. As a result, the International Card segment will be presented as discontinued operations
beginning with first quarter 2008 reporting. The sale is subject to the satisfaction of a number of conditions,
including clearance from the U.K. Office of Fair Trading, a minimum value of receivables to be transferred and
consents under material contracts. There can be no assurance that the sale will occur by the end of the second
quarter of 2008, if at all.

Based on the terms of the sale, the Company expects to record charges of approximately $240 to $270
million pre-tax ($190 to $210 million after tax) in the first quarter of 2008 associated with classifying the
segment as held for sale, substantially all of which will be non-cash. These charges, the majority of which are
expected to be recognized in the first quarter of 2008, include approximately $5 million related to the termination
of certain contractual arrangements and approximately $7 million of employee-related costs. This will be
partially offset by the proceeds from the sale of other assets related to the U.K. business of approximately $45
million.



The table below shows pro forma results excluding the International Card segment, which is a non-GAAP
presentation, as well as a reconciliation of the pro forma results to the most directly comparable GAAP-basis
financial measure:

For the Years Ended November 30,
2007 2006 2005
(dollars in thousands, except per share amounts)

Net Income

GAAP Basis . ...t $588,630  $1,076,616 $577,915
Less: International Card segment . ...................c....... 385,457 56,613 21,641
Pro Forma excluding International Card segment ............... $974,087 $1,133,229 $599,556
Diluted Earnings per Common Share™

GAAP Basis . ...t $ 123 § 2.26 $ 121
Less: International Card segment ............ ... ... ... ...... 0.80 0.11 0.05
Pro Forma excluding International Card segment ............... $ 203 $ 2.37 $ 126
Return on Equity

GAAPBaSIS ..ot 10% 20% 13%
Less: International Card segment . ........................... 7% 1% 1%
Pro Forma excluding International Card segment ............... 17% 21% 14%

(1) OnJuly 2, 2007, as a result of the Distribution by Morgan Stanley, the Company had 477,235,927 shares of common stock outstanding.
As no common shares were traded prior to July 2, 2007 and no equity awards were outstanding, this share amount is being used to
calculate diluted earnings per common share for 2006 and 2005.

Segments

We manage our business activities in three segments: U.S. Card, Third-Party Payments and International
Card. In compiling the segment results that follow, the U.S. Card segment bears all overhead costs that are not
specifically associated with a particular segment and all costs associated with Discover Network marketing,
servicing and infrastructure, with the exception of an allocation of direct and incremental costs driven by the
Third-Party Payments segment.

U.S. Card. The U.S. Card segment offers Discover Card-branded credit cards issued to individuals and
small businesses over the Discover Network. Also included within the U.S. Card segment are our other consumer
products and services businesses, including prepaid and other consumer lending and deposit products offered
through our subsidiary, Discover Bank.

Third-Party Payments. The Third-Party Payments segment includes PULSE EFT Association (the “Pulse
Network™ or “PULSE”) and our third-party payments business.

International Card. The International Card segment offers consumer finance products and services in the
United Kingdom, including Morgan Stanley-branded, Goldfish-branded and various affinity-branded credit cards
issued on the MasterCard and Visa networks.



The following table presents segment data on a managed basis (dollars in thousands), and a reconciliation to

a GAAP presentation.
Managed Basis GAAP Basis
Third-Party International Securitization

For the Years Ended November 30, U.S. Card Payments Card Total Adjustment® Total
2007
Interest income . ................ $6,376,298 $ 2376 $ 481,845 $6,860,519 $(3,972,350) $2,888,169
Interest expense ................ 2,729,065 19 246,704 2,975,788 (1,593,373) 1,382,415
Net interest income .. ............ 3,647,233 2,357 235,141 3,884,731 (2,378,977) 1,505,754
Provision for loan losses . ......... 1,853,396 — 317,446 2,170,842 (1,220,677) 950,165
Otherincome .................. 2,101,076 118,700 168,043 2,387,819 1,158,300 3,546,119
Other expense® ................ 2,390,463 84,097 681,952 3,156,512 — 3,156,512
Income (loss) before income tax

expense® ...l $1,504,450 $ 36,960 $(596,214) $ 945,196 $ —_ $ 945,196
2006
Interest income . ................ $5,748,698 $ 1,801 $ 416,986 $6,167,485 $(3,708,959) $2,458,526
Interest expense ................ 2,160,569 23 176,997 2,337,589 (1,397,549) 940,040
Net interestincome .. ............ 3,588,129 1,778 239,989 3,829,896 (2,311,410) 1,518,486
Provision for loan losses . ......... 1,663,472 — 238,172 1,901,644 (1,146,007) 755,637
Otherincome .................. 2,097,676 110,700 165,160 2,373,536 1,165,403 3,538,939
Otherexpense . ................. 2,381,880 83,529 254,074 2,719,483 — 2,719,483
Income (loss) before income tax

EXPENSE .« o v et $1,640,453 $ 28,949 $ (87,097)  $1,582,305 $ — $1,582,305
20053
Interestincome ................. $5,409,381 $ 673 $ 294,343 $5,704,397 $(3,529,586) $2,174,811
Interest expense ................ 1,671,331 95 129,671 1,801,097 (1,024,618) 776,479
Net interestincome .. ............ 3,738,050 578 164,672 3,903,300 (2,504,968) 1,398,332
Provision for loan losses . ......... 2,263,617 — 126,462 2,390,079 (1,511,593) 878,486
Otherincome .................. 1,753,828 92,143 97,691 1,943,662 993,375 2,937,037
Otherexpense . ................. 2,272,126 92,866 167,635 2,532,627 — 2,532,627
Income (loss) before income tax

EXPENSE .« o v et $ 956,135 $ (145 $ (31,734) $ 924,256 $ — $ 924,256

(1) The Securitization Adjustment column presents the effect of loan securitization by recharacterizing as securitization income the portions
of the following items that relate to the securitized loans: interest income, interest expense, provision for loan losses, discount and
interchange revenue and loan fee revenues. Securitization income is reported in other income.

(2) 2007 includes a $391 million pretax ($279 million after tax) non-cash impairment charge related to our International Card segment.

(3) PULSE was acquired in January 2005.

The segment discussions that follow for the years ended November 30, 2007, 2006 and 2005 are on a

managed basis.

U.S. Card

The U.S. Card segment reported pretax income of $1.5 billion for the year ended November 30, 2007, down
8% as compared to November 30, 2006. The decrease in pretax income was driven by an increase in provision
for loan losses partially offset by higher net interest income. Provision for loan losses increased $189.9 million,
or 11%, reflecting an increase in bankruptcy charge-offs compared to the unusually low levels in 2006 and a
higher level of loans retained on our balance sheet. Net interest income increased $59.1 million, or 2%, due to
higher interest income, reflecting higher average receivables, partially offset by an increase in interest expense,
reflecting increased funding costs and borrowings.



For the year ended November 30, 2007, managed loans grew 5%, to $48.2 billion, driven by record sales
volume of $90.3 billion, up 4% over last year. U.S. credit quality remained strong, although delinquency rates
increased from last year reflecting weakening in the U.S. economy. The managed net charge-off rate of 3.84%
was down 12 basis points from last year and the over 30 day delinquency rate of 3.59% was 20 basis points
higher than last year. In 2008 we estimate the full year managed net charge-off rate will be between 4.75% and
5.00%.

A small portion of our newly-originated loans are issued to borrowers with FICO scores below 660 at the
time of account origination but who have met our other specific underwriting criteria indicating to us that they
have the ability and willingness to pay. We have restricted this initiative to potential customers with FICO scores
above 600, and the majority of these new accounts had FICO scores at origination in the 640 to 660 range. At
November 30, 2007, less than 3.5% of receivables related to new accounts originated within the year were at
FICO scores below 660 at time of origination.

While we seek to carefully control the level of new account originations at FICO scores below 660, over
time some accounts that were originated at higher FICO scores will migrate to levels below 660 due to
circumstances that affect their credit performance. Consistent with industry standards for reporting securitization
U.S. master trust data, we disclosed that as of October 31, 2007, approximately 26% of receivable balances in the
domestic trust related to accounts with FICO scores below 660 at that date. While this percentage relates solely
to credit card receivables held in the trust, we believe they are representative of our managed loan portfolio.

The U.S. Card segment produced strong results for the year ended November 30, 2006, with pretax income
of $1.6 billion, up 72%, as compared to November 30, 2005. These results reflected the strong credit quality of
the domestic managed credit card portfolio and the continued favorable impact of the new U.S. bankruptcy
legislation on charge-offs, the revaluation of the interest-only strip receivable and the allowance for loan losses.
The increase in pretax income was due to higher other income and a lower provision for loan losses partially
offset by lower net interest income and higher other expenses. Other income increased $343.8 million, or 20%,
due primarily to an increase in the fair value of our interest-only strip receivable as a result of lower bankruptcy
receipts and our estimate of its related favorable impact on future charge-offs as well as a higher level of new
securitization transactions. Provision for loan losses decreased $600.1 million, or 27%, reflecting strong credit
quality and lower bankruptcy charge-offs. Net interest income decreased $149.9 million, or 4%, as higher interest
expense was partially offset by higher interest income. The increase in interest expense was primarily due to an
increase in the cost of funds driven by the rising interest rate environment. The increase in interest income
reflects lower interest charge-offs due to improved credit quality and the effect of a rising interest rate
environment on floating rate credit card loan receivables partially offset by higher promotional rate balances.
Other expense increased $109.8 million, or 5%, driven by higher compensation and benefits expense and
increased legal fees, primarily related to the litigation against Visa and MasterCard, and consulting costs,
partially offset by lower cardmember fraud expense.

For the year ended November 30, 2006, managed credit card loans grew 3%, to $45.7 billion, driven by
higher transaction volume partially offset by higher cardmember payment rates. Sales volume increased 6%,
primarily reflecting increased cardmember usage and higher prices of gasoline (which represents approximately
8% of sales volume). Managed interest spread compressed 50 basis points as increased cost of funds outpaced
higher interest yield. The managed net charge-off rate of 3.96% decreased 134 basis points, reflecting strong
credit quality and lower bankruptcy charge-offs. Over 30 and over 90 day delinquency rates decreased 59 basis
points and 16 basis points to 3.39% and 1.59%, respectively, due to a shift to loans with lower risk profiles and
improved collection experience.

Third-Party Payments

The Third-Party Payments segment reported pretax income of $37.0 million for the year ended
November 30, 2007, up 28% as compared to November 30, 2006. The increase in pretax income was driven by
higher revenue from increased volumes that was partially offset by higher marketing and pricing incentives and
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from higher third-party card issuer fees. Third-Party Payments debit and credit volume was $91.7 billion for the
year ended November 30, 2007, up 25% from 2006.

The Third-Party Payments segment reported pretax income of $28.9 million for the year ended
November 30, 2006 versus a pretax loss of $0.1 million for the year ended November 30, 2005 driven by
increased other income and lower other expense. Other income increased $18.5 million, or 20%, due to higher
volume from third-party card issuers signed in mid-2005 and higher transaction processing revenue related to
increased volume on the PULSE Network. Other expense decreased $9.3 million, or 10%, as a result of one-time
costs incurred in 2005 in connection with third-party issuer signings partially offset by higher transaction
processing expense related to increased volumes on the PULSE Network.

Transactions processed on the PULSE Network increased 300 million, or 19%, to 1.9 billion for the year
ended November 30, 2006.

International Card

The International Card segment reported a pretax loss of $596.2 million for the year ended November 30,
2007, as compared to a pretax loss of $87.1 million for the year ended November 30, 2006, driven by a non-cash
impairment charge of $391 million as well as higher provision for loan losses and other expenses. Continued
disruption in the U.K. financial markets, higher interest rates and our decision to reduce our loan exposure to the
U.K. market have negatively affected the book value of the Goldfish business, resulting in the impairment
charge. The provision for loan losses increased $79.3 million, or 33%, reflecting a full period of charge-offs
related to the Goldfish and Liverpool Victoria portfolios, weakening in the consumer credit environment in the
United Kingdom, maturing securitizations resulting in an increase in receivables being retained in the portfolio,
and an increase in the provision for loan losses related to the implementation of higher minimum payment
requirements on certain accounts. Other expenses, excluding the impairment charge, increased $36.9 million, or
15%, primarily due to spin-off related costs and various business initiatives.

The International Card managed credit card receivables decreased 6% from last year to $4.4 billion,
reflecting increased payments and lower loan growth as we shifted our focus to reducing unprofitable accounts.
This was partially offset by favorable foreign exchange rates. The managed net charge-off rate of 6.54%
increased 109 basis points from last year. The managed over 30 days delinquency rate increased 67 basis points
from last year to 5.25%.

The International Card segment reported a pretax loss of $87.1 million for the year ended November 30,
2000, an increase of $55.4 million over the pretax loss incurred for the year ended November 30, 2005, primarily
as a result of the acquisition of the Goldfish business and the deteriorating consumer credit environment in the
United Kingdom. The increase in pretax loss was driven by increases in the provision for loan losses and other
expense partially offset by higher net interest income and other income. The provision for loan losses increased
$111.7 million, or 88%, as a result of the weakened credit environment in the United Kingdom, the Goldfish
acquisition and increased bankruptcy charge-offs. Other expense increased $86.4 million, or 52%, primarily due
to incremental costs as a result of the acquisition of the Goldfish business. Net interest income increased
$75.3 million, or 46%, and other income increased $67.5 million, or 69%, primarily related to a higher level of
managed loan receivables as a result of the acquisition of the Goldfish business. The increase in other income
was partially offset by lower levels of late and overlimit fee revenues resulting from regulatory changes which
limited the per-incident amount of fees that can be charged.

For the year ended November 30, 2006, managed credit card loans grew $2.0 billion, or 74%, to $4.6 billion
primarily due to the addition of the Goldfish business. Managed interest spread was flat compared to the prior
year as lower yield was offset by lower cost of funds. Credit quality continued to deteriorate as the managed net
charge-off rate rose 135 basis points to 5.45%, and the over 30 and over 90 day delinquency rates increased to
4.58% and 2.22%, respectively.
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GAAP to Managed Data Reconciliations

Securitized loans against which beneficial interests have been issued to third parties are removed from our
statements of financial condition. Instances in which we retain certificated beneficial interests in the
securitization transactions result in a reduction to loan receivables of the amount of the retained interest and a
corresponding increase in investment securities — available-for-sale. The portions of interest income, provision
for loan losses and certain components of other income related to the securitized loans against which beneficial
interests have been issued are no longer recorded in our statements of income; however, they remain significant
factors in determining the securitization income we receive on our retained beneficial interests in those
transactions. Management believes it is useful for investors to consider the credit performance of the entire
managed loan portfolio to understand the quality of loan originations and the related credit risks inherent in the
owned portfolio and retained interests in securitization. Loan receivables on a GAAP (or owned) basis and
related performance measures, including yield, charge-offs and delinquencies can vary from those presented on a
managed basis. Generally, loan receivables included in the securitization trusts are derived from accounts that are
more seasoned, while owned loan receivables represent a greater concentration of newer accounts, occurring as a
result of the degree to which receivables from newer accounts are added to the trusts. The seasoning of an
account is measured by the age of the account relationship. In comparison to more seasoned accounts, loan
receivables of newer accounts typically carry lower interest yields resulting from introductory offers to new
cardmembers and lower charge-offs and delinquencies.

Beginning with “—Earnings Summary,” the discussion of GAAP results is presented on a consolidated and
combined basis with any material differences between segment performance specifically identified. The table
that follows provides a GAAP to managed data reconciliation of loan receivables and related statistics that are
impacted by asset securitization:

Reconciliation of GAAP to Managed Data

For the Years Ended November 30,
2007 2006 2005
(dollars in thousands)

Balance Sheet Statistics
Loan Receivables

GAAP BaSIS . ..o $23,954,295 $23,742,750 $22,803,166
Securitization Adjustment . ........... 28,599,309 26,703,427 24,440,063
Managed Basis .. .......oiiiii e $52,553,604 $50,446,177 $47,243,229
Total Assets

GAAP BaSIS . ..ot $37,376,105 $29,067,242 $26,943,923
Securitization Adjustment .. .......... ... 28,375,826 26,444,943 24,370,113
Managed Basis ............ i $65,751,931 $55,512,185 $51,314,036
Total Credit Card Loans

Credit Card Loans

GAAP BaSIS .. oottt $23,703,101 $23,646,901 $22,496,211
Securitization Adjustment .. ........... .. 28,599,309 26,703,427 24,440,063
Managed Basis . ......... i $52,302,410 $50,350,328 $46,936,274
Average Credit Card Loans

GAAP BaSIS .. oot $22,814,043 $21,656,295 $19,931,636
Securitization Adjustment .. .......... ... 28,524,092 26,560,251 27,398,507
Managed Basis ............i i $51,338,135 $48,216,546 $47,330,143




Interest Yield

GAAP Basis ...t
Securitization Adjustment .. ........ ... .. i
Managed Basis ............i i

Net Principal Charge-off Rate

GAAPBaSIS ..ot
Securitization Adjustment . ............ ..
Managed Basis . .........i i

Delinquency Rate (over 30 days)

GAAP Basis . ...t
Securitization Adjustment . ........... .
Managed Basis . ..... ...

Delinquency Rate (over 90 days)

GAAP Basis . ...t
Securitization Adjustment .. ........ ... .. i
Managed Basis . ...........iii

U.S. CARD

Loan Receivables

GAAP BaSIS ...
Securitization Adjustment . ............ ..

Managed Basis . ..... ...

Domestic Credit Card Loans

Credit Card Loans

GAAP BaSIS . ...
Securitization Adjustment .. ........ ... .l

Managed Basis . ......... i

Average Credit Card Loans
GAAP Basis ... ..o
Securitization Adjustment . ........... .

Managed Basis . ...........i i

Interest Yield

GAAP Basis . ...t
Securitization Adjustment . ............ ..
Managed Basis . ......... i
Net Principal Charge-off Rate

GAAP Basis . ...t
Securitization Adjustment ... ......... .
Managed Basis . ........ .

Delinquency Rate (over 30 days)

GAAP Basis . ...t
Securitization Adjustment .. ........ ... .. i
Managed Basis ............i i
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For the Years Ended November 30,

2007 2006 2005
(dollars in thousands)

10.58% 10.38% 10.12%

13.93% 13.96% 12.88%

12.44% 12.36% 11.72%

3.82% 3.79% 4.84%

4.28% 4.31% 5.52%

4.08% 4.08% 5.23%

3.50% 3.22% 3.69%

3.92% 3.76% 4.24%

3.73% 3.50% 3.98%

1.63% 1.53% 1.62%

1.84% 1.75% 1.87%

1.74% 1.65% 1.75%
$20,831,117 $20,790,244 $20,611,306
27,349,319 25,011,827 23,826,144
$48,180,436 $45,802,071 $44,437,450
$20,579,923  $20,694,395 $20,434,977
27,349,319 25,011,827 23,826,144
$47,929,242  $45,706,222 $44,261,121
$19,845,880 $19,120,946 $18,644,660
26,965,600 25,156,303 26,092,042
$46,811,570 $44,277,249 $44,736,702

10.75% 10.50% 10.16%

14.07% 14.08% 12.93%

12.66% 12.53% 11.78%

3.41% 3.64% 4.95%

4.15% 4.20% 5.55%

3.84% 3.96% 5.30%

3.28% 3.05% 3.69%

3.82% 3.67% 4.23%

3.59% 3.39% 3.98%



For the Years Ended November 30,

2007 2006 2005
(dollars in thousands)

Delinquency Rate (over 90 days)
GAAP Basis . ... 1.53% 1.44% 1.61%
Securitization Adjustment . . .......... 1.79% 1.72% 1.86%
Managed Basis . ..... ... 1.68% 1.59% 1.75%
INTERNATIONAL CARD
Credit Card Loans
GAAP Basis . ..ot $3,123,178 $2,952,506 $2,061,234
Securitization Adjustment . . .......... .. 1,249,990 1,691,600 613,919
Managed Basis . ......... .. $4,373,168 $4,644,106 $2,675,153
Average Credit Card Loans
GAAP Basis . ..ot $2,968,163 $2,535,349 $1,286,976
Securitization Adjustment .. ......... . e 1,558,402 1,403,948 1,306,465
Managed Basis . ........... i $4,526,565 $3,939,297 $2,593,441
Interest Yield
GAAP Basis . ..ot 9.42% 9.51% 9.63%
Securitization Adjustment . . .......... .. 11.43% 11.94% 11.80%
Managed Basis . ......... 10.11% 10.38% 10.72%
Net Principal Charge-off Rate
GAAP Basis . ... 6.56% 4.94% 3.28%
Securitization Adjustment . .......... . 6.49% 6.36% 4.91%
Managed Basis . ..... ... 6.54% 5.45% 4.10%
Delinquency Rate (over 30 days)
GAAP Basis ...t 4.91% 4.36% 3.78%
Securitization Adjustment .. ........... . i 6.09% 4.96% 4.53%
Managed Basis . ...... ... 5.25% 4.58% 3.95%
Delinquency Rate (over 90 days)
GAAP Basis . ..ot 2.27% 2.16% 1.73%
Securitization Adjustment . . .......... .. 2.83% 2.32% 2.09%
Managed Basis . .........i 2.43% 2.22% 1.81%

Critical Accounting Policies

In preparing our consolidated and combined financial statements in conformity with GAAP, management
must make judgments and use estimates and assumptions about the effects of matters that are uncertain. For
estimates that involve a high degree of judgment and subjectivity, it is possible that different estimates could
reasonably be derived for the same period. For estimates that are particularly sensitive to changes in economic or
market conditions, significant changes to the estimated amount from period to period are also possible.
Management believes the current assumptions and other considerations used to estimate amounts reflected in our
consolidated and combined financial statements are appropriate. However, if actual experience differs from the
assumptions and other considerations used in estimating amounts in our consolidated and combined financial
statements, the resulting changes could have a material adverse effect on our consolidated and combined results
of operations and, in certain cases, could have a material adverse effect on our consolidated and combined
financial condition. Management has identified the policies related to the estimation of the allowance for loan
losses, the accounting for asset securitization transactions, interest income recognition, the accrual of
cardmember rewards cost, the evaluation of goodwill for potential impairment and accrual of income taxes as

critical accounting policies.
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Allowance for Loan Losses

The allowance for loan losses represents management’s estimate of probable net loan losses inherent in the
loan portfolio. Management evaluates the allowance quarterly for adequacy. The allowance is established
through a charge to the provision for loan losses. In estimating losses inherent in the credit card loan portfolio,
we use an approach that utilizes a migration analysis of delinquent and current credit card receivables. A
migration analysis is a technique used to estimate the likelihood that a loan receivable will progress through the
various stages of delinquency and to charge-off. The migration analysis considers uncollectible principal, interest
and fees reflected in loan receivables. In determining the proper level of the allowance for loan losses,
management also considers factors that may impact loan loss experience, including current economic conditions,
recent trends in delinquencies and bankruptcy receipts, account collection management, policy changes, account
seasoning, loan volume and amounts, payment rates and forecasting uncertainties.

If management used different assumptions in estimating probable losses, the impact to the allowance for
loan losses could have a material effect on our consolidated and combined financial condition and results of
operations. For example, a 10% change in management’s estimate of probable net loan losses could have resulted
in a change of approximately $92 million in the allowance for loan losses at November 30, 2007, with a
corresponding change in the provision for loan losses. See Note 5: Loan Receivables to the audited consolidated
and combined financial statements for further details about the allowance for loan losses.

Accounting for Asset Securitization Transactions

We account for our securitization transactions in accordance with Statement No. 140. The gain on the
securitization transaction depends in part on the previous carrying amount of the assets involved in the transfer,
allocated between the assets transferred and the retained interests based upon their respective fair values at the
date of the transfer. The interest-only strip receivable represents the contractual right to receive interest and
certain loan fee revenues less certain costs, including loan losses on securitized loans and the contractual rate of
interest paid to third-party investors in the securitization as well as a servicing fee from the trust over the life of
the asset sold. In the absence of observable market prices, the fair value of the interest-only strip receivable is
estimated based on the present value of expected future cash flows using management’s best estimate of the key
assumptions, including forecasted interest yield, loan losses and payment rates, the interest paid to investors and
a discount rate commensurate with the risks involved. Changes in the estimated fair value of the interest-only
strip receivable, as well as certain other retained interests, are recorded in securitization income. The use of
different estimates or assumptions could produce materially different financial results. In addition, estimates are
likely to change in the future as components of the interest-only strip receivable valuation are sensitive to market
and economic conditions.

If management used different assumptions in estimating the value of the interest-only strip receivable, the
impact could have a material effect on our consolidated and combined financial condition and results of
operations. For example, a 20% change in the excess spread assumption for all securitized loans could have
resulted in a change of approximately $80 million in the value of the interest-only strip receivable as of
November 30, 2007. See Note 6: Credit Card Securitization Activities to the audited consolidated and combined
financial statements for further information about the accounting for securitizations.

Interest Income Recognition

Interest income earned through finance charges on credit card loans is calculated based on the amount of
loans outstanding and the contractual interest rates on such loans. Accrued interest is included in credit card loan
receivables when billed to the cardmember. We accrue unbilled interest revenue on a monthly basis from a
cardmember’s billing cycle date to the end of the month. The unbilled interest accrual is recorded on the
consolidated and combined statements of financial condition in accrued interest receivable for owned loans and
in amounts due from asset securitization for securitized loans. We make certain assumptions and estimates in the
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determination of unbilled accrued interest, including a projection of the percentage of loan balances that will
revolve. We apply the same methodology in the determination of unbilled accrued interest for both owned loans
and securitized loans.

If management used different assumptions in the determination of the unbilled portion of accrued interest
income and the valuation of accrued interest on securitized loans, our financial condition and results of
operations could have been materially different. For example, a 10% change in management’s projection of the
percentage of loans that will revolve in the next cycle could have resulted in a combined change in accrued
interest receivable and amounts due from asset securitization of approximately $31 million at November 30,
2007, with a corresponding change in interest income. See “—Net Interest Income” for additional details
concerning interest earned through finance charges on credit card loans.

Cardmember Rewards Cost

We offer our cardmembers various reward programs, including the Cashback Bonus reward program,
pursuant to which we offer certain cardmembers a reward equal to a percentage of their purchase amounts based
on the type and volume of the cardmember’s purchases. The liability for cardmember rewards is included in
accrued expenses and other liabilities on our consolidated and combined statements of financial condition. We
compute rewards liability on an individual cardmember basis and it is accumulated as qualified cardmembers
make progress toward earning a reward through their ongoing purchase activity. The liability is adjusted for
expected forfeitures of accumulated rewards. We estimate forfeitures based on historical account closure and
charge-off experience and actual cardmember purchase activity. We recognize Cashback Bonus reward cost for
both owned loans and securitized loans as a reduction of discount and interchange revenue in the consolidated
and combined statements of income.

If management used a different estimate of forfeitures, our consolidated and combined financial condition
and results of operations could have differed significantly. For example, a 100 basis point decrease in the
estimated forfeiture rate as of November 30, 2007, could have resulted in an increase in accrued expenses and
other liabilities of approximately $9 million. The corresponding increase in rewards cost would have been
reflected as a decrease in discount and interchange revenue. See “—Other Income” and Note 2: Summary of
Significant Accounting Policies to the audited consolidated and combined financial statements for further details
about cardmember rewards cost.

Goodwill

We recognize goodwill when the purchase price of an acquired business exceeds the fair values of the
acquired net assets. As required by GAAP, we test goodwill for impairment annually, or more often if indicators
of impairment exist. In evaluating goodwill for impairment, management must estimate the fair value of the
business unit(s) to which the goodwill relates. Because market data concerning acquisitions of comparable
businesses typically are not readily obtainable, other valuation techniques such as earnings multiples and cash
flow models are used in estimating the fair values of these businesses. In applying these techniques, management
considers historical results, business forecasts, market and industry conditions and other factors. We may also
consult independent valuation experts where needed in applying these valuation techniques. The valuation
methodologies we use involve assumptions about business performance, revenue and expense growth, discount
rates and other assumptions that are judgmental in nature.

If the assumptions used by management in valuing its acquired businesses are inappropriate, we may be
exposed to an impairment loss that, when realized, could have a material impact on our consolidated and

combined financial condition and results of operations.

Following a strategic review of the International Card segment that began in the third quarter of 2007 and
was completed in the fourth quarter, management determined that an interim test for impairment was needed on
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the goodwill associated with that segment. The impairment test resulted in the recognition of an impairment
charge impacting goodwill and other intangible assets. See Note 9: Goodwill to the audited consolidated and
combined financial statements for further details concerning the fourth quarter goodwill impairment charge.

Income Taxes

We are subject to the income tax laws of the jurisdictions where we have business operations, primarily the
United States, its states and municipalities, and the United Kingdom. We must make judgments and
interpretations about the application of these inherently complex tax laws when determining the provision for
income taxes and must also make estimates about when in the future certain items will affect taxable income in
the various taxing jurisdictions. Disputes over interpretations of the tax laws may be settled with the taxing
authority upon examination or audit. We regularly evaluate the likelihood of assessments in each of the taxing
jurisdictions resulting from current and subsequent years’ examinations, and tax reserves are established as
appropriate.

Changes in the estimate of income taxes can occur due to tax rate changes, interpretations of tax laws, the
status and resolution of examinations by the taxing authorities, and newly enacted laws and regulations that
impact the relative merits of tax positions taken. When such changes occur, the effect on our consolidated and
combined financial condition and results of operations can be significant. See Note 17: Income Taxes to the
audited consolidated and combined financial statements for additional information about income taxes.

Earnings Summary

The following table outlines changes in our consolidated and combined statement of income for the periods
presented (dollars in thousands):

For the Years Ended 2007 vs. 2006 2006 vs. 2005
November 30, increase (decrease) increase (decrease)
2007 2006 2005 $ % $ %

Interestincome . ...................... $2,888,169 $2,458,526 $2,174,811 $ 429,643 17% $283,715 13%
Interestexpense ............ ... .. .... 1,382,415 940,040 776,479 442,375  47% 163,561 21%
Net interest income . .................. 1,505,754 1,518,486 1,398,332 (12,732)  (1%) 120,154 9%
Provision for loan losses ............... 950,165 755,637 878,486 194,528  26% (122,849) (14%)
Net interest income after provision for loan

1OSSES © ot 555,589 762,849 519,846 (207,260) (27%) 243,003  47%
Otherincome ........................ 3,546,119 3,538,939 2,937,037 7,180 0% 601,902 20%
Otherexpense ....................... 3,156,512 2,719,483 2,532,627 437,029 16% 186,856 7%
Pretax income ....................... 945,196 1,582,305 924,256 (637,109) (40%) 658,049  71%
Income tax expense ................... 356,566 505,689 346,341 (149,123) (29%) 159,348  46%
Netincome . ..........oouuiireneanan.. $ 588,630 $1,076,616 $ 577,915 $(487,986) (45%) $498,701 86%

Net income for the year ended November 30, 2007 was $588.6 million, down 45% compared to the year
ended November 30, 2006, driven by a non-cash impairment charge of $391 million, as well as higher provision
for loan losses and other expense. The U.S. provision for loan losses increased, reflecting a trend toward higher
levels of delinquencies as well as a higher level of loans retained on the company’s balance sheet. The
international provision for loan losses increased due to a full period of charge-offs related to the Goldfish and
Liverpool Victoria portfolios, weakening in the consumer credit environment in the United Kingdom, certain
maturing securitized receivables being retained in the portfolio, and an increase in reserves related to the
implementation of higher minimum payment requirements on certain accounts. Other expense excluding the
impairment charge, increased due to spin-off related costs and various business initiatives. The year ended
November 30, 2007 also included a higher effective tax rate.

Net income for 2006 and 2005 was influenced by consumer behavior in anticipation of the October 2005
effective date of the new U.S. bankruptcy legislation. We believe 2005 results were adversely affected as
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consumers filed for bankruptcy before the new U.S. bankruptcy legislation. This legislation resulted in an
acceleration of charge-offs in 2005 and first quarter 2006, a negative revaluation of the interest-only strip
receivable in 2005 and additional provisions to the allowance for loan losses in 2005. In contrast, full year 2006
results were positively affected by a sharp decline in consumer bankruptcy receipts, resulting in lower
charge-offs. Full year 2006 also benefited from a favorable revaluation of the interest-only strip receivable and a
decrease in the level of allowance for loan losses.

Net income for the year ended November 30, 2006 was a record $1.1 billion, up 86% compared to the year
ended November 30, 2005, driven by higher other income and net interest income and lower provision for loan
losses, as well as a lower effective tax rate, partially offset by higher other expenses. Other income increased due
to higher securitization income resulting from lower credit losses on securitized loans attributable to strong credit
quality and the continued lower level of charge-offs following the October 2005 effective date of the new U.S.
bankruptcy legislation, resulting in a higher excess spread and a favorable revaluation of the interest-only strip
receivable. Increases in other expenses were driven by costs related to the Goldfish acquisition, higher
compensation and benefit costs and increased legal and consulting costs. Also, the year ended November 30,
2006 included a lower effective tax rate due to tax benefits related to the favorable resolution of various tax
matters.

Net Interest Income

Net interest income represents the difference between interest income earned on interest-earning assets
which we own and the interest expense incurred to finance those assets. Net interest margin states the interest
income, net of interest expense, as a percentage of total interest-earning assets. Our interest-earning assets consist
of loan receivables, certain retained interests in securitization transactions included in amounts due from asset
securitization, certain cash and cash equivalents, including Federal Funds sold, and investment securities.
Because the third-party investor interests in securitization transactions are not assets owned by us, they are not
included in interest-earning assets nor is the interest yield on the related loans included in interest income. See
Note 4: Investment Securities for further disclosure regarding investment securities.

Net interest income for the year ended November 30, 2007 decreased $12.7 million, or 1%, and net interest
margin decreased 118 basis points to 4.76% as compared to the year ended November 30, 2006. The modest
decrease in net interest income was due to higher average interest-bearing liabilities and a higher cost of funds on
interest-bearing liabilities largely offset by higher average interest-earning assets. In 2007, the establishment of
the liquidity reserve, which earns a lower interest rate, adversely impacted the net interest margin for the year
ended November 30, 2007. Net interest income for the year ended November 30, 2006 increased $120.2 million,
or 9%, and net interest margin increased 6 basis points to 5.94% as compared to the year ended November 30,
2005. The increase in net interest income is due to higher average interest-earning assets and a higher interest
yield offset by an increase in the cost of funds. The favorable impact of the higher interest yield on net interest
margin was offset in part by the higher average interest-earning assets and the higher cost of funds.

Interest income is influenced by the level of interest-earning assets, the most significant of which is our loan
receivables. The level of loan receivables can be influenced by portfolio growth strategies, including portfolio
acquisition, cardmember spending and payment behavior and changes in the level of securitized loans. Typically,
new securitization transactions have the effect of decreasing loan receivables, whereas maturities of existing
securitization transactions increase loan receivables. For the years ended November 30, 2007 and 2006, there
were higher levels of average securitized loans than their respective prior year comparisons. However, these
higher levels were more than offset by overall growth in average loans, resulting in higher average loan
receivables, contributing favorably to interest income in 2007 and 2006.

Other interest-earning assets that can influence interest income are certain amounts due from asset
securitization included in other interest-earning assets on the average balance sheet, certain cash and cash

equivalents, including Federal Funds sold, and investment securities. Amounts due from asset securitization
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relate to certain assets retained by us in securitization transactions. The levels of these assets are impacted by
securitization maturities and can vary in relation to the level of securitized loans. Federal Funds sold represent
amounts maintained for liquidity purposes. For the year ended November 30, 2007, the interest income was
favorably impacted by a higher level of Federal Funds sold, which was significantly greater in comparison to that
of prior years as a result of the establishment of our liquidity reserve in the first half of 2007. See “—Liquidity
and Capital Resources” for further discussion of our liquidity reserve.

Interest income is also influenced by the interest rate on interest-earning assets. Credit card loan receivables
earn interest at fixed rates as well as floating rates that are aligned with the prime rate. Amounts due from asset
securitization and Federal Funds sold earn interest at floating rates tied to short-term rates aligned with market
indices. Accordingly, interest income earned on floating rate interest-earning assets is influenced by changes in
the interest rate environment. Loan receivables are our largest asset. During the years ended November 30, 2007,
2006 and 2005, average credit card loan receivables earning interest at floating rates represented 45%, 52% and
50%, respectively, of total average loan receivables. The prime rate decreased 0.75% during the fourth quarter of
2007. The impact of this decline on interest income in 2007 was lessened due to the timing of the decrease in the
prime rate and a shift to a higher percentage of fixed rate average loan receivables. Conversely, during 2006 and
2005, the prime rate increased 1.25% and 2.00%, respectively, which contributed favorably to interest income
earned on the owned loan receivables, amounts due from asset securitizations and Federal Funds sold.
Additionally, interest income in 2006 was further impacted by a higher percentage of loan receivables earning
interest at floating rates.

Credit performance is another factor which influences interest income. As a result of the improved credit
environment following the October 2005 effective date of the new U.S. bankruptcy legislation and our risk
management practices, the number of cardmembers having lower risk profiles has increased. Generally,
cardmembers with a lower risk profile have higher payment rates, resulting in a lower percentage of loan
receivables on which interest is accrued. Although interest income is lower as a result, interest-related charge-
offs, which are recorded as a reduction to interest income, are also lower. This was particularly evident following
the October 2005 effective date of the new U.S. bankruptcy legislation. The differences in year-over-year
comparisons have narrowed as charge-offs have increased from the levels seen at the initial time period
following the legislation’s effective date. The interest billed and subsequently charged-off, net of recoveries, was
0.90% for both years ended November 30, 2007 and 2006 and 1.14% for the year ended November 30, 2005.

Interest-bearing liabilities reflect our funding requirements and consist of deposits and short- and long-term
borrowings. Prior to the Distribution, interest-bearing liabilities also included borrowings from Morgan Stanley. We
incur interest expense on our interest-bearing liabilities at fixed and floating rates. Accordingly, changes in the
interest rate environment, changes in the percentage of floating rate interest-bearing liabilities and the replacement
of maturing debt can impact interest expense. The floating rate average interest-bearing liabilities as a percentage of
total average interest-bearing liabilities was approximately 48% during both years ended November 30, 2007 and
2006 and 41% during the year ended November 30, 2005. The level of average interest-bearing liabilities during
2007 was higher than prior year, reflecting the establishment of a liquidity reserve and growth in loan receivables.
Accordingly, the level of floating rate average interest-bearing liabilities, specifically money market accounts, was
higher as well. The increased levels of floating rate interest-bearing liabilities coupled with the higher interest rate
environment in 2007 as compared to 2006, adversely impacted interest expense. In addition, the higher interest rate
environment in 2007 also had a negative effect on the cost of issuing new fixed rate certificates of deposit to replace
maturing certificates of deposit issued at lower, historical rates. Similarly, the increase in the percentage of floating
rate average interest-bearing liabilities during the year ended November 30, 2006, as compared to 2005, adversely
impacted interest expense due to a rising interest rate environment.

Interest expense also includes the effects of any interest rate swaps we enter into as part of our interest rate
risk management program. The program is designed to reduce the volatility of earnings resulting from changes in
interest rates by having a financing portfolio that reflects the existing repricing schedules of loan receivables as
well as our right, with notice to cardmembers, to reprice certain fixed or floating rate loan receivables to a new
interest rate in the future.
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The following tables provide further analysis of net interest income, net interest margin and the impact of
rate and volume changes for the years ended November 30 (dollars in thousands):

Average Balance Sheet Analysis

2007 2006 2005
Average Average Average
Balance  Rate Interest Balance Rate Interest Balance Rate Interest
Assets
Interest-earning assets:
Interest-earning deposits in other
banks . ...... ... $ 464,643 541%$ 25,114 $ 1,101 3.78% $ 42 % 861 3.48% $ 30
Federal Fundssold ............. 4,737,859 5.10% 241,727 339,016 4.74% 16,055 562,278 3.16% 17,771
Commercial paper ............. 15,434 5.26% 812 13,850 5.01% 693 13,955 3.07% 428
Investment securities ........... 199,075 5.28% 10,502 55,476 5.46% 3,028 14,350 4.74% 680
Loans:(™M
Domestic
Creditcards . .............. 19,845,880 10.75% 2,134,188 19,120,946 10.50% 2,007,737 18,644,660 10.16% 1,893,681
Other consumer loans . ... ... 101,904 6.32% 6,442 131,982 7.20% 9,501 231,093 7.51% 17,357
Total domestic ............ 19,947,784 10.73% 2,140,630 19,252,928 10.48% 2,017,238 18,875,753 10.12% 1,911,038
International
Creditcards ............... 2,968,163 9.42% 279,700 2,535,349 9.51% 241,205 1,286,976 9.63% 123,940
Other consumer loans . ... ... — — — 53,019 7.62% 4,040 135,494 7.72% 10,459
Total international ......... 2,968,163 9.42% 279,700 2,588,368 9.47% 245245 1,422,470 9.45% 134,399
Totalloans ............... 22,915,947 10.56% 2,420,330 21,841,296 10.36% 2,262,483 20,298,223 10.08% 2,045,437
Other interest-earning assets . . . . . . 3,318,661 5.72% 189,684  3,295406 5.35% 176,225 2,894,064 3.82% 110,465
Total interest-earning
ASSeLS . .. 31,651,619 9.12% 2,888,169 25,546,145 9.62% 2,458,526 23,783,731 9.14% 2,174,811
Allowance for loan losses . ......... (802,066) (791,088) (864,224)
Otherassets . ...........ccooouu... 3,082,026 2,629,713 2,319,973
Total assets ............... $33,931,579 $27,384,770 $25,239,480
Liabilities and Stockholders’
Equity
Interest-bearing liabilities:
Interest-bearing deposits:
Time deposits@ ............. $16,423,343  5.19% 851,987 $12,585,124 4.67% 587,243 $13,829,102 4.28% 591,338
Money market deposits . .. ..... 3,602,961 522% 191,389 1,683,975 4.88% 82,239 685,201 2.90% 19,885
Other interest-bearing
deposits .. ... 36,748 3.26% 1,198 25,613 3.29% 844 6,038 1.01% 60
Total interest-bearing
deposits . ...... ... 20,123,052 5.19% 1,044,574 14,294,712 4.69% 670,326 14,520,341 4.21% 611,283
Borrowings:
Short-term borrowings
Domestic . . .........uuu... 1,629,810 5.48% 89,312 2,334,648 5.03% 117462 2,040,719 3.07% 62,686
International .............. 2,341,140 6.10% 142,885 1,805,302 4.22% 76,258 998,431 4.49% 44,799
Total short-term
borrowings ............. 3,970,950 5.85% 232,197 4,139,950 4.68% 193,720 3,039,150 3.54% 107,485
Long-term borrowings
Domestic .. ......ouuuii.. 1,459,114 6.13% 89,377 820,045 591% 48,492 817,224 5.41% 44,243
International .............. 343,947 4.73% 16,267 576,276 4.77% 27,502 279,574 4.82% 13,468
Total long-term borrowings .. 1,803,061 5.86% 105,644 1,396,321 5.44% 75,994 1,096,798 5.26% 57,711
Total borrowings .......... 5,774,011 585% 337,841 5536271 4.87% 269,714  4,135948 3.99% 165,196
Total interest-bearing
liabilities ............... 25,897,063 5.34% 1,382,415 19,830,983 4.74% 940,040 18,656,289 4.16% 776,479
Other liabilities and stockholders’
QUILY .. 8,034,516 7,553,787 6,583,191
Total liabilities and
stockholders’ equity . ..... $33,931,579 $27,384,770 $25,239,480
Net interest income . . .. .. ... $1,505,754 $1,518,486 $1,398,332
Net interest margin® . ............ 4.76% 5.94% 5.88%
Interest rate spread® .. ....... ... .. 3.78% 4.88% 4.98%

(1) Average balances of loan receivables include non-accruing loans and these loans are therefore included in the yield calculations. If these

balances were excluded, there would not be a material impact on the amounts reported above.
(2) Includes the impact of interest rate swap agreements used to change a portion of fixed-rate funding to floating-rate funding.
(3) Net interest margin represents net interest income as a percentage of total interest-earning assets.
(4) Interest rate spread represents the difference between the rate on total interest-earning assets and the rate on total interest-bearing

liabilities.
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Rate/Volume Variance Analysis®

2007 vs. 2006 2006 vs. 2005
Volume Rate Total Volume Rate Total
(in thousands)

Increase/(decrease) in net interest income
due to changes in:
Interest-earning assets:

Interest-earning deposits in other banks ................. ... $ 25047 $ 25 $ 25072 % 10 $ 2 % 12
Federal Fundssold ............. ... ... iiiiiiiniainn... 224,335 1,337 225,672 (8,616) 6,900 (1,716)
Commercial paper ............... i 82 37 119 3) 268 265
Investment SeCurities .. ..ot 7,578 (104) 7,474 2,230 118 2,348
Loans:
Domestic
Creditcards .. ... ..ottt 77,242 49,209 126,451 49,079 64,977 114,056
Other consumerloans ...................cuuiuon... (1,993) (1,066) (3,059) (7,162) (694) (7,856)
Total domesticloans . .................cccuuinon... 75,249 48,143 123,392 41,917 64,283 106,200
International
Creditcards . ...t 40,807 (2,312) 38,495 118,784 (1,519) 117,265
Other consumerloans ................cciiuvinennn. (2,020) (2,020) (4,040) (6,286) (133) (6,419)
Total international loans . ........................... 38,787 (4,332) 34,455 112,498 (1,652) 110,846
Total 10ans . ... .cov e 114,036 43,811 157,847 154,415 62,631 217,046
Other interest-earning assets ... ..............cooeuueenn. . 1,252 12,207 13,459 16,898 48,862 65,760
Total intereStincome . . ........oiinenennnn... 372,330 57,313 429,643 164,934 118,781 283,715

Interest-bearing liabilities:
Interest-bearing deposits:

Time deposits . ........ ... 193,746 70,998 264,744 (55,602) 51,507 (4,095)
Money market deposits ... .........o i 103,023 6,127 109,150 42,463 19,891 62,354
Other interest-bearing deposits ......................... 363 9) 354 461 323 784
Total interest-bearing deposits . ...................... 297,132 77,116 374,248 (12,678) 71,721 59,043
Borrowings:
Short-term borrowings
DOMESHC ..o (37,903) 9,753 (28,150) 10,090 44,686 54,776
International ........ ... ... ... ... .. 26,664 39,963 66,627 34,226 (2,767) 31,459
Total short-term borrowings ......................... (11,239) 49,716 38,477 44316 41,919 86,235
Long-term borrowings
DOMESHC « . oo e e e e 39,087 1,798 40,885 153 4,095 4,248
International ........... ... . . ... i (10,990) (245)  (11,235) 14,161 (126) 14,035
Total long-term borrowings . ........................ 28,097 1,553 29,650 14,314 3,969 18,283
Total borrowings . ..ot 16,858 51,269 68,127 58,630 45,888 104,518
Total iNterest EXPeNnSe . ... ...covwuuneeeenunneeennn.. 313,990 128,385 442,375 45,952 117,609 163,561
Net interest income ...................couviiian ... $ 58,340 $(71,072) $(12,732) $118,982 § 1,172 $120,154

(1) The rate/volume variance for each category has been allocated on a consistent basis between rate and volume variances based on the
percentage of the rate or volume variance to the sum of the two absolute variances.

For the year ended November 30, 2007, interest income increased $429.6 million, or 17%, as compared to
the year ended November 30, 2006, due to higher average interest-earning assets of $6.1 billion offset by a 50
basis point decrease in interest yield. The level of interest-earning assets reflects higher Federal Funds sold
associated with the establishment of a liquidity reserve, growth in credit card loan receivables and the inclusion
of Goldfish loan receivables for a full twelve months. The interest yield for the year ended November 30, 2007,
was adversely impacted by a higher mix of lower yielding Federal Funds sold associated with the establishment
of the liquidity reserve. This was offset in part by the favorable impact of a higher comparative interest rate
environment on floating rate assets, including domestic credit card loan receivables, amounts due from asset
securitization and Federal Funds sold.
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For the year ended November 30, 2007, interest expense increased $442.4 million, or 47%, as compared to
the year ended November 30, 2006, due to a $6.1 billion increase in the level of average interest-bearing
liabilities to support the increase in interest-earning assets and a 60 basis point increase in the average cost of
funds. The higher cost of funds reflects the impact of the higher comparative interest rate environment on
floating rate money market deposits and short-term borrowings, the replacement of maturing certificates of
deposit with issuances having higher interest rates and the higher cost of funding following the Distribution.

For the year ended November 30, 2006, interest income increased $283.7 million, or 13%, as compared to
the year ended November 30, 2005, due to higher average interest-earning assets of $1.8 billion and a 48 basis
point increase in interest yield. The level of interest-earning assets reflects higher credit card loan receivables
resulting from the acquisition of Goldfish and higher domestic sales volume, in addition to higher amounts due
from asset securitization. The increase in the interest yield is largely attributable to improved credit quality on the
domestic credit card loan receivables following the October 2005 effective date of the new U.S. bankruptcy
legislation and the related lower level of interest charge-offs. The higher interest yield also reflects higher interest
income on floating rate interest-earning assets resulting from the rising interest rate environment.

For the year ended November 30, 2006, interest expense increased $163.6 million, or 21%, as compared to
the year ended November 30, 2005, due to a 58 basis point increase in the average cost of funds and a
$1.2 billion increase in the level of average interest-bearing liabilities to support the increase in interest-earning
assets. The increase in the average cost of funds reflects the effect of the rising interest rate environment on
interest-bearing liabilities that are tied to floating rates. This effect was partially offset by the replacement of
maturing brokered certificates of deposit with shorter-term instruments having lower costs. The increase in
average interest-bearing liabilities consists of higher short-term notes payable to Morgan Stanley due to a lower
level of U.K. securitized loans, higher money market accounts obtained from the Bank Deposit Program and
higher Federal Funds purchased, specifically from Morgan Stanley Bank.

Maturities and Sensitivities of Loan Receivables to Changes in Interest Rates

Our loan receivables had the following maturity distribution® at November 30, 2007 (dollars in thousands):

Due After
One Year
Due One Through Due After
Year or Less Five Years Five Years Total
Domestic:

Creditcard ......... ... ... ... $4,961,352 $10,333,950 $5,050,485 $20,345,787
Commercial loans . ......................... 72,686 124,948 36,502 234,136
Other consumerloans ....................... 2,574 80,034 168,586 251,194
International . ........... ... . ... ... ... ... ... ... 672,368 1,521,498 929,312 3,123,178
Loanreceivables ....................... $5,708,980 $12,060,430 $6,184,885 $23,954,295

(1) Because of the uncertainty regarding loan repayment patterns, which historically have been higher than contractually required minimum
payments, this amount may not necessarily be indicative of our actual loan repayments.

At November 30, 2007, of our loan receivables due after one year, approximately $6.8 billion had interest
rates tied to an index and approximately $11.4 billion were fixed rate loans.

Provision for Loan Losses

Provision for loan losses is the expense related to maintaining the allowance for loan losses at a level
adequate to absorb the estimated probable losses in the loan portfolio at each period end date. Factors that
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influence the provision for loan losses include the level and direction of loan delinquencies and charge-offs,
changes in consumer spending and payment behaviors, bankruptcy trends, regulatory changes or new regulatory
guidance, the seasoning of our loan portfolio, interest rate movements and their impact on consumer behavior,
and changes in our loan portfolio, including the overall mix of accounts, products and loan balances within the
portfolio. We consider the credit quality of the loan portfolio in determining the allowance for loan losses. See
“—Critical Accounting Policies” and Note 2: Summary of Significant Accounting Policies to the audited
consolidated and combined financial statements for further discussion. Credit quality at any time reflects, among
other factors, our credit granting practices and effectiveness of collection efforts, the impact of general economic

conditions on the consumer, and the seasoning of the loans.

For the year ended November 30, 2007, the provision for loan losses increased $194.5 million, or 26%, as
compared to the year ended November 30, 2006, reflecting a higher level of loan receivables and an increase in
domestic delinquencies in the fourth quarter of 2007, as well as deteriorating credit quality in the international
loan portfolio. For the year ended November 30, 2006, the provision for loan losses decreased $122.8 million, or
14%, as compared to the year ended November 30, 2005, reflecting improvements in domestic loan losses offset
in part by higher losses on international loans. The decrease in net domestic charge-offs reflected an acceleration
of charge-offs in 2005, resulting in lower amounts in 2006, as a result of a decline in bankruptcy receipts
following the October 2005 effective date of the new U.S. bankruptcy legislation, and improved domestic credit
and collection experience. In 2006, international loan net charge-offs include the impact of the Goldfish

acquisition in February 2006.

Allowance for Loan Losses

The following table provides a summary of the allowance for loan losses (dollars in thousands):

For the Years Ended November 30,

2007 2006 2005 2004 2003
Balance at beginning of period ......... $ 832,483 $ 838,848 $ 942,721 $1,001,656 $ 927,351
Charge-offs:
Domestic .......... ... ... ... (839,091) (852,636) (1,076,179) (1,061,084) (1,246,954)
International ................... (221,785) (148,794) (68,177) (58,655) (56,181)
Total charge-offs ............ (1,060,876) (1,001,430) (1,144,356) (1,119,739) (1,303,135)
Recoveries:
Domestic ...................... 161,213 154,066 145,642 114,721 96,219
International ................... 27,079 20,418 20,805 16,835 11,452
Total recoveries . ............ 188,292 174,484 166,447 131,556 107,671
Net charge-offs ..................... (872,584) (826,946) (977,909)  (988,183) (1,195,464)
Provision for loan losses:
Domestic ...................... 733,887 606,765 816,197 893,531 1,220,094
International ................... 216,278 148,872 62,289 32,018 46,018
Total provision for loan
loSses . ... 950,165 755,637 878,486 925,549 1,266,112
Other activity:
Domestic ...................... — — (199) — —
International:
Reserves acquired® .. ........ — 55,499 — — —
Translation adjustments and
other .................... 6,780 9,445 4,251) 3,699 3,656
Total other activity .......... 6,780 64,944 (4,450) 3,699 3,656
Balance at end of period .............. $ 916,844 $ 832483 $ 838,848 $ 942,721 $1,001,656

(1) Acquired reserves related to the Goldfish acquisition.
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The allowance for loan losses increased $84.4 million, or 10%, at November 30, 2007 as compared to
November 30, 2006, reflecting a higher loan portfolio, deterioration in the consumer credit environment in the
United Kingdom and higher domestic delinquencies. As a result of the higher domestic delinquencies specifically
in the latter months of 2007 coupled with a higher loan portfolio at November 30, 2007, we increased our
allowance for loan losses by $124 million in the fourth quarter of 2007, which accounted for more than the full
year change. The allowance for loan losses decreased $6.4 million, or 1%, at November 30, 2006 as compared to
November 30, 2005, reflecting improved domestic credit quality offset in part by a decline in international credit
quality, recognition of reserves acquired with Goldfish and an increase in the loan portfolio. The factors
impacting the changes in credit quality across these periods are discussed further in the net charge-offs and
delinquency sections below.

The following table provides a summary of the composition of the allowance for loan losses (dollars in
thousands):

At November 30,
2007 2006 2005 2004 2003

% to % to % to % to % to

$ Total $ Total $ Total $ Total $ Total
Domestic ................ $759,925 82.9% $703,917 84.6% $795,722 94.9% $910,261 96.6% $ 963,092 96.1%

International .. ............ 156,919 17.1 128,566 15.4 43,126 5.1 32,460 34 38,564 3.9

Allowance for loan losses at

end of period ........... $916,844 100.0% $832,483 100.0% $838,848 100.0% $942,721 100.0% $1,001,656 100.0%

The allowance for loan losses is a general allowance that is determined separately for the domestic and
international loan portfolios. Accordingly, the percentage of the allowance for loan losses applicable to the
domestic and international loan receivables will be a function of both the loan balances and credit quality of each
portfolio. The percentage of the total allowance for loan losses applicable to the domestic loan portfolio declined
to 82.9% at November 30, 2007 from 84.6% at November 30, 2006. This decrease reflected a higher allowance
for loan losses on the international loan portfolio attributable to deteriorating credit quality and a higher level of
loan receivables resulting from certain maturing securitizations being retained on the balance sheet. This was
offset in part by an increase in the domestic loan portfolio. The percentage of the total allowance for losses
applicable to the domestic loan portfolio declined to 84.6% at November 30, 2006 from 94.9% at November 30,
2005. This decrease was due to improved credit quality in the domestic loan portfolio as compared to
deterioration in international loan credit quality and a slightly smaller relative percentage of the loan balances
composed of domestic loans. In 2006, we recorded an acquired allowance for loan losses related to international
loan portfolio acquisitions of $55.5 million.

Net Charge-offs

Our net charge-offs include the principal amount of losses charged-off less current period principal
recoveries and exclude charged-off interest and fees, current period recoveries of interest and fees and fraud
losses. Charged-off and recovered interest and fees are recorded in interest and loan fee income for loan
receivables and in securitization income for securitized loans while fraud losses are recorded in other expense.
Credit card loans are charged-off at the end of the month during which an account becomes 180 days
contractually past due, except in the case of cardmember bankruptcies and probate accounts. Cardmember
bankruptcies and probate accounts are charged-off at the end of the month 60 days following the receipt of
notification of the bankruptcy or death but not later than the 180-day contractual time frame. The net charge-off
rate is calculated by dividing net charge-offs for the period by the average loan receivables for the period.
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The following table presents amounts and rates of net charge-offs of loan receivables (dollars in thousands):

For the Years Ended November 30,

2007 2006 2005 2004 2003
$ %o $ % $ %o $ Yo $ %
Net Charge-offs
Domestic .......... $677,878  3.40% $698,570  3.63% $930,537 4.93% $946,363 5.71% $1,150,735 6.26%
International ........ 194,706 6.56% 128,376 4.96% 47,372 3.33% 41,820 2.87% 44,729  2.78%

Total .......... $872,584 3.81% $826,946 3.79% $977,909 4.82% $988,183 5.48% $1,195,464 5.98%

The net charge-off rate on our total loan receivables increased 2 basis points for the year ended
November 30, 2007 as compared to the year ended November 30, 2006, reflecting deteriorating credit quality in
the international portfolio and the inclusion of Goldfish loan receivables for a full year, largely offset by sound
credit performance in the domestic portfolio. The net charge-off rate on our loan receivables decreased 103 basis
points for the year ended November 30, 2006 as compared to the prior year. The decrease reflected the
acceleration of charge-offs in the domestic loan portfolio in 2005 related to new bankruptcy legislation, offset in
part by deteriorating credit quality in the international portfolio and a higher percentage of international loan
receivables in the portfolio as a result of the Goldfish acquisition.

The net charge-off rate on domestic loan receivables declined 23 basis points for the year ended
November 30, 2007 as compared to the year ended November 30, 2006. This decline reflected a continued lower
level of bankruptcy-related charge-offs following the October 2005 effective date of the new U.S. bankruptcy
legislation, offset in part by a higher level of contractual charge-offs. The bankruptcy legislation, which made it
more difficult for individuals to declare bankruptcy, resulted in a surge in bankruptcy receipts and related
charge-offs in 2005 and early 2006. Accordingly, the year ended November 30, 2006 was adversely impacted by
an elevated level of charge-offs in the first quarter. The net charge-off rate on domestic loan receivables declined
130 basis points for the year ended November 30, 2006 compared to the prior year, reflecting record low levels
of bankruptcy charge-offs following the effective date of the legislation, as well as improved credit and
collection experience.

The net charge-off rate on international loan receivables increased 160 basis points and 163 basis points for
the years ended November 30, 2007 and 2006, respectively, as compared to prior respective periods. These
increases were due to legislative changes in the United Kingdom that have led to increased bankruptcy and
individual voluntary arrangement filings and a general deterioration in consumer credit quality in the United
Kingdom. In addition, the year ended November 30, 2007 reflected the implementation of higher minimum
payment requirements on certain accounts as well as a full year of charge-offs related to the Goldfish portfolio,
which was acquired in February 2006.

Delinquencies
Delinquencies are an indicator of credit quality at any point in time. Loan balances are considered

delinquent when contractual payments on the loan become 30 days past due.

The following table presents the amounts and delinquency rates of loan receivables over 30 days past due
(dollars in thousands):

At November 30,
Loans over
30 days delinquent 2007 2006 2005 2004 2003
_s % _ 8 % _ 85 % _ 8 % _ % %
Domestic ... .... $678,963 3.26% $633,150 3.05% $756,198 3.67% $790,048 4.18% $ 990,767 5.51%
International .... 153,337 491% 128,806 4.36% 77,919 3.55% 24,895 2.02% 39,351 2.84%
Total ...... $832,300 3.47% $761,956 3.21% $834,117 3.66% $814,943 4.05% $1,030,118 5.32%
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The over 30 day delinquency rate of our total loan portfolio increased 26 basis points to 3.47% at
November 30, 2007 as compared to November 30, 2006, reflecting higher delinquencies in both the domestic and
international portfolios. The domestic over 30 day delinquency rate increased 21 basis points to 3.26% at
November 30, 2007 as compared to prior year as a result of a weakening U.S. economy. The international over
30 day delinquency rate increased 55 basis points to 4.91% at November 30, 2007 as compared to prior year,
reflecting deterioration in consumer credit quality in the United Kingdom and increases in minimum payment
requirements on certain accounts.

The over 30 day delinquency rate of our total loan portfolio decreased 45 basis points at November 30, 2006
as compared to November 30, 2005, due to improved domestic credit quality partially offset by deteriorating
international credit quality and a higher percentage of international loans in loan receivables. The over 30 day
delinquency rate of our domestic loan receivables declined 62 basis points at November 30, 2006 compared to
prior year due to improved credit quality and collection experience. The over 30 day delinquency rate of our
international loan receivables increased 81 basis points at November 30, 2006 as compared to prior year due to a
general deterioration in consumer credit quality in the United Kingdom. For 2006, the over 30 day delinquency
rates include the impact of the acquisition of the Goldfish business in February 2006.

The following table presents the amounts and delinquency rates of loan receivables that are accruing interest
and are over 90 days delinquent (dollars in thousands):

At November 30,
Loans over 90 days
delinquent and
accruing interest 2007 2006 2005 2004 2003
s % _ 8 % _5 % _8 % _ 8 %

Domestic ........ $271,227 1.30% $244,669 1.18% $263,439 1.28% $342,324 1.81% $409,644 2.28%
International ..... 49,438 1.58% 38,997 132% 26,640 129% 9,822 0.88% 12,767 0.95%

Total ....... $320,665 1.34% $283,666 1.19% $290,079 1.27% $352,146 1.75% $422,411 2.18%

These loans are included in loan receivables over 30 days delinquent and the related discussion thereof.

The following table presents the amounts and delinquency rates of loan receivables that are not accruing
interest, regardless of delinquency (dollars in thousands):

At November 30,
Loans not
accruing interest 2007 2006 2005 2004 2003
_$ % _ 5 % _8 % _ % % _ 8 %
Domestic ........ $102,286 0.49% $110,486 0.53% $215,671 1.05% $116,596 0.62% $138,918 0.77%
International® . ... 118,572 3.80% 143,435 4.86% 57,428 2.79% 16,467 1.47% 11,601 0.86%
Total ....... $220,858 0.92% $253,921 1.07% $273,099 1.20% $133,063 0.66% $150,519 0.78%

(1) The increase in international loans not accruing interest beginning in 2006 is attributable to the acquisition of Goldfish.

Loan receivables are placed on non-accrual status upon receipt of notification of the bankruptcy or death of
a cardmember and as part of certain collection processes. Our loan receivables not accruing interest at
November 30, 2007 decreased 15 basis points to 0.92% as compared to November 30, 2006. This decrease was
attributable to tighter collection strategies on the international portfolio. Our loans not accruing interest at
November 30, 2006 decreased 13 basis points to 1.07% as compared to November 30, 2005, when domestic
non-accrual loans were elevated due to the surge in bankruptcy receipts before the October 2005 effective date of
the new U.S. bankruptcy legislation.
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Other Income

The principal component of other income is securitization income. The following table presents the
components of other income for the periods presented (dollars in thousands):

2007 vs. 2006 2006 vs. 2005
For the Years Ended November 30, increase (decrease) increase (decrease)
2007 2006 2005 $ %o $ %o
Securitization income ........... $2,384,487 $2,338,405 $1,608,928  $46,082 2% $729.477 45%
Loan feeincome ............... 387,203 369,449 338,169 17,754 5% 31,280 9%
Discount and interchange
revenued .. ... L 263,913 365,986 618,158 (102,073) (28%) (252,172) (41%)
Insurance ..................... 202,164 188,160 168,791 14,004 7% 19,369 11%
Merchantfees ................. 92,518 109,230 72,871 (16,712) (15%) 36,359 50%
Transaction processing revenue . . . 99,653 94,472 86,903 5,181 5% 7,569 9%
Otherincome .................. 116,181 73,237 43,217 42,944  59% 30,020  69%
Total other income ......... $3,546,119 $3,538,939 $2,937,037 $ 7,180 0% $601,902 20%

(1) Net of rewards, including Cashback Bonus rewards, of $787 million, $767 million and $659 million for the years ended November 30,
2007, 2006 and 2005, respectively.

Total other income was relatively flat for the year ended November 30, 2007 as compared to the year ended
November 30, 2006, as higher securitization income and other income were offset by lower discount and
interchange revenue. Total other income increased $601.9 million, or 20%, for the year ended November 30,
2006 as compared to the year ended November 30, 2005, primarily related to higher securitization income.

Securitization income in 2006 benefited from a favorable revaluation of the interest-only strip receivable
reflecting higher excess spread projections as a result of the new U.S. bankruptcy legislation which became
effective in October 2005. Securitization income in 2005 was negatively impacted by the effect of the anticipated
level of charge-offs on the projected excess spread which in turn adversely affected the valuation of the
interest-only strip receivable.

For securitization transactions completed on or after November 3, 2004, in accordance with governing
securitization documents, we allocate portions of our discount and interchange revenue to new securitization
transactions. Within other income, this change to allocating discount and interchange revenue has the effect of
decreasing discount and interchange revenue and increasing securitization income. The amount of discount and
interchange revenue allocated to securitization income has increased since this change was made in 2004 and is
expected to continue increasing as new transactions which include allocations are completed and securitization
transactions that did not receive allocations mature. For the years ended November 30, 2007, 2006 and 2005,
there were 69%, 54% and 22%, respectively, of average securitized loans to which discount and interchange
revenue was allocated.

To broaden merchant acceptance of Discover Network cards, we began outsourcing our acquisition and
servicing of small and mid-sized merchants to merchant acquiring organizations in late 2006. In addition, we are
selling small and mid-size merchant portfolios to third-party acquirers to facilitate integrated servicing and
reduce costs. As the outsourcing continues, merchant discount will be replaced by acquirer interchange and
assessments, which will reduce the percentage of income per transaction and, over time, operating expenses as
we no longer incur costs to acquire and service small and mid-sized merchants. The lower cost per transaction is
expected to be offset by increased volume due to broader acceptance. Any gains on the sale of merchant
acquiring portfolios will be reflected in other income as earned.
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Securitization Income

Securitization income is a significant source of our income and is derived through asset securitizations and
continued servicing of a portion of the credit card receivables we originated. The issuance of asset-backed
securities to investors has the effect of removing the owned loan receivables from the consolidated and combined
statements of financial condition. Also, portions of interest income, provision for loan losses and certain
components of other income related to the securitized loans against which beneficial interests have been issued
are no longer reported in our statements of income; however, they remain significant factors in determining
securitization income we receive on our retained beneficial interest in those transactions. Investors in
securitizations are allocated the cash flows derived from interest and loan fee revenue earned on securitized
loans. In addition, for domestic securitization transactions completed on or after November 3, 2004, in
accordance with governing securitization documents, we allocate portions of our discount and interchange
revenue to new securitization transactions. These cash flows are used to pay investors in the transactions a
contractual fixed or floating rate of return on their investment, to reimburse investors for losses of principal
resulting from charged-off loans, net of recoveries, and to pay us a contractual fee for servicing the securitized
loans. Any excess cash flows remaining are paid to us. Both servicing fees and excess spread are recorded in
securitization income. Securitization income also includes the net revaluation of the interest-only strip receivable
and certain other retained interests, reflecting adjustments to the fair values of the retained interests that result
from changes in the level of securitized loans and assumptions used to value the retained interests.

Securitization income is significantly influenced by the level of average securitized loans. For the years
ended November 30, 2007, 2006 and 2005, the average securitized loans were $28.5 billion, $26.6 billion and
$27.4 billion, respectively.

The table below presents the components of securitization income (dollars in thousands):

2007 vs. 2006 2006 vs. 2005

For the Years Ended November 30, increase (decrease) increase (decrease)

2007 2006 2005 $ % $ %o
Excessspread .................... $1,792,330 $1,662,355 $1,158,331 $129,975 8% $504,024 44%
Servicing fees on securitized loans . . . 569,215 535,985 548,694 33,230 6% (12,709) (%)
Net revaluation of retained interests .. 44,878 159,442 (78,474) (114,564) (72%) 237,916 303%
Other (principally transaction costs) . . (21,936) (19,377) (19,623) (2,559) (13%) 246 1%
Total securitization income . ........ $2,384,487 $2,338,405 $1,608,928 $ 46,082 2% $729,477 45%

For the year ended November 30, 2007, securitization income increased $46.1 million, or 2%, as compared
to the year ended November 30, 2006. The increase reflects higher excess spread and servicing fees related to a
higher level of average securitized loans, offset in part by a lower net revaluation of retained interests. For the
year ended November 30, 2006, securitization income increased $729.5 million, or 45%, as compared to the year
ended November 30, 2005. The increase reflects a higher excess spread on securitized loans and a higher net
revaluation of the interest-only strip receivable, both of which were offset in part by a lower level of average
securitized loans.
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Excess spread. The following table provides the components of excess spread (dollars in thousands):

2007 vs. 2006 2006 vs. 2005

For the Years Ended November 30, increase (decrease) increase (decrease)

2007 2006 2005 $ % $ %
Interest income on securitized loans . ........ $ 3,972,350 $ 3,708,959 $ 3,529,586 $263,391 7% $179,373 5%
Interest paid to investors in asset-backed

SECUTILIES . .\t v it (1,593,373) (1,397,549) (1,024,618) (195,824) (14%) (372,931) (36%)

Net interest income . ..................... 2,378,977 2,311,410 2,504,968 67,567 3% (193,558) (8%)
Other fee revenue on securitized loans®™ . .. .. 1,203,245 1,032,937 713,650 170,308 16% 319,287 45%
Net charge-offs on securitized loans .. ....... (1,220,677) (1,146,007) (1,511,593) (74,670) (7%) 365,586 24%
Net revenues on securitized loans ... ........ 2,361,545 2,198,340 1,707,025 163,205 7% 491,315 29%
Servicing fees on securitized loans . ......... (569,215) (535,985) (548,694) (33,230) (6%) 12,709 2%
Excessspread ............ .. ... $ 1,792,330 $ 1,662,355 $ 1,158,331 $129,975 8% $504,024 44%

(1) Other fee income includes discount and interchange revenue, loan fee income and insurance (credit fee products) revenues.

For the year ended November 30, 2007, excess spread on securitized loans increased $130.0 million, or 8%,
as compared to the year ended November 30, 2006, due primarily to a higher level of average securitized loans
and other fee revenue on securitized loans resulting from the higher level of outstanding securitized loans
receiving discount and interchange revenue. Although net interest income increased as a result of the higher level
of average securitized loans, the net interest spread for the year ended November 30, 2007 was lower due to a
higher rate of return paid on floating rate investor interests due to higher average LIBOR.

For the year ended November 30, 2006, excess spread on securitized loans increased $504.0 million, or
44%, as compared to the year ended November 30, 2005. The higher excess spread reflects lower net charge-offs
and higher other fee revenue, partially offset by lower net interest income. The decrease in net charge-offs
reflects the improved credit quality following the October 2005 effective date of the new U.S. bankruptcy
legislation. The increase in other fee income reflects a higher level of outstanding securitized loans receiving
merchant discount and interchange revenue. The decrease in net interest income is primarily attributable to a
higher rate of return paid to investors reflecting the impact of the rising interest rate environment on floating rate
investor interests.

Servicing fees on securitized loans. We are paid a servicing fee for the cash flows generated by the
securitized loans. These cash flows include interest income and loan fee income as well as discount and
interchange revenue for certain securitized loans. For the year ended November 30, 2007, servicing fees
increased $33.2 million, or 6%, from the prior year due to a higher level of securitized loans. For the year ended
November 30, 2006, servicing fees decreased $12.7 million, or 2% from the prior year due to a lower level of
securitized loans in comparison to the prior year.
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Net revaluation of retained interests. The components of net revaluation of retained interests are
summarized in the table below (dollars in thousands):

2007 vs. 2006 2006 vs. 2005
For the Years Ended November 30, increase (decrease) increase (decrease)
2007 2006 2005 $ $
Initial gain on new securitization
transactions . ..............o.... $122,949 $103,805 $ 81,947 $ 19,144 $ 21,858
Revaluation of retained interests . . . ... (78,071) 55,637  (160,421) (133,708) 216,058
Net revaluation of retained interests ... $ 44,878 $159442 $ (78,474) $(114,564) $237,916

The net revaluation of retained interests includes the initial gain on securitized loan receivables against
which beneficial interests have been issued to third-parties and changes in the fair value of retained interests,
principally the interest-only strip receivable. The net revaluation of the interest-only strip receivable represents
changes in the estimated present value of certain components of excess spread on the securitized loans to be
earned in the future. Changes in the maturity profile and the estimate of performance measures of the securitized
loans, such as interest yield and charge-offs, as well as changes in the interest rate environment, can affect future
excess spread projections and, accordingly, the net revaluation of the interest-only strip receivable.

The net revaluation of retained interests for the year ended November 30, 2007 decreased to $44.9 million
as compared to $159.4 million for the year ended November 30, 2006. The negative net revaluation of retained
interests of $78.1 million for the year ended November 30, 2007 was primarily attributable to net gain
amortization related to the maturity of securitization transactions. This was offset in part by higher projected
excess spread at November 30, 2007, reflecting the lower absolute interest rate environment as compared to that
assumed at prior year end. The year ended November 30, 2007 also reflected a higher initial gain as a result of a
higher level of new securitization transactions as compared to the year ended November 30, 2006.

The net revaluation of retained interests for the year ended November 30, 2006 increased to $159.4 million
as compared to a net negative revaluation of $78.5 million for the year ended November 30, 2005. The net
positive revaluation of retained interests for the year ended November 30, 2006 was favorably impacted by the
effect of lower charge-offs following the October 2005 effective date of the new U.S. bankruptcy legislation on
the interest-only strip receivable. Additionally, during the year ended November 30, 2006, there was a higher
level of new credit card securitization transactions as compared to the year ended November 30, 2005, as well as
a decrease in net gain amortization related to prior securitization transactions.

Loan Fee Income

Loan fee income consists primarily of fees on credit card loans and includes late, overlimit, balance transfer,
cash advance and other miscellaneous fees. Loan fee income increased $17.8 million, or 5%, for the year ended
November 30, 2007 as compared to November 30, 2000, reflecting higher balance transfer fees partially offset by
lower late and overlimit fees. Loan fee income increased $31.3 million, or 9%, for the year ended November 30,
2006 as compared to the year ended November 30, 2005, primarily due to portfolio growth in the United
Kingdom related to the Goldfish acquisition as well as lower fee net charge-offs and waivers and higher balance
transfer fees in the United States.

Discount and Interchange Revenue

Discount and interchange revenue includes discount revenue and acquirer interchange net of interchange
paid to third-party issuers in the United States, and issuer interchange revenue in the United Kingdom. In the
United States, we earn discount revenue from fees charged to merchants with whom we have entered into card
acceptance agreements for processing cardmember purchase transactions and acquirer interchange revenue from
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merchant acquirers on all Discover Network card transactions made by cardholders at merchants with whom
merchant acquirers have entered into card acceptance agreements for processing cardholder purchase
transactions. We incur an interchange cost to card issuing entities that have entered into contractual arrangements
to issue cards on the Discover Network. This cost is contractually established and is based on the card issuing
organizations’ transaction volume and is reported as a reduction to discount and interchange revenue. In the
United Kingdom, where we issue MasterCard and Visa branded cards, we earn interchange revenue from
transactions processed by those networks. We offer our cardmembers various reward programs, including the
Cashback Bonus reward program, pursuant to which we pay certain cardmembers a percentage of their purchase
amounts based on the type and volume of the cardmember’s purchases. Reward costs are recorded as a reduction
to discount and interchange revenue. For securitization transactions completed on or after November 3, 2004, in
accordance with governing securitization documents, we allocate portions of discount and interchange revenue to
new securitization transactions, which results in a decrease in discount and interchange revenue and an increase
in securitization income. However, cardmember rewards costs associated with the securitized loans are not
allocated to investor interests, and as such, do not impact securitization income.

Discount and interchange revenue decreased $102.1 million, or 28%, for the year ended November 30, 2007
as compared to the year ended November 30, 2006, due to higher allocations to securitized loans which have the
effect of reclassifying discount and interchange revenue to securitization income and higher cardmember
rewards, partially offset by an increase in discount and interchange revenue earned related to increased sales
volume. The increase in allocations to securitized loans was due to a higher level of outstanding securitized loans
receiving allocations than in 2006. The increase in cardmember rewards reflected higher sales volume.

Discount and interchange revenue decreased $252.2 million, or 41%, for the year ended November 30, 2006
as compared to the year ended November 30, 2005, due to higher allocations to securitized loans which have the
effect of reclassifying discount and interchange revenue to securitization income, and due to higher cardmember
rewards partially offset by an increase in discount and interchange revenue earned. The increase in allocations to
securitized loans was due to a higher level of outstanding securitized loans receiving allocations than in 2005.
This adverse effect on discount and interchange revenue was partially offset by higher sales volume in 2006
reflecting increased cardmember usage and the acquisition of Goldfish in February 2006. The increase in
cardmember rewards reflected higher sales volume and the impact of promotional programs which offer certain
cardmembers additional rewards for various types of purchases.

Insurance (Credit Fee Products)

We earn revenue primarily related to fees received for marketing credit-related ancillary products including
insurance, debt deferment/debt cancellation contracts and credit protection services to cardmembers. The amount
of revenue recorded is based on the terms of the insurance policies and contracts with third-party providers. We
do not retain any significant underwriting loss exposure. We recognize this income over the policy or contract
period as earned. Insurance income increased $14.0 million, or 7%, for the year ended November 30, 2007, as
compared to the year ended November 30, 2006, primarily related to higher credit protection revenue. Insurance
income increased $19.4 million, or 11%, for the year ended November 30, 2006 as compared to the year ended
November 30, 2005, primarily related to increased cardmember participation resulting from the Goldfish
acquisition.

Merchant Fees

Merchant fees consist primarily of fees charged to merchants for various services including manual
authorization of transactions and delivery of hardcopy statements. Merchant fees decreased $16.7 million, or
15%, for the year ended November 30, 2007 as compared to November 30, 2006 due to increased outsourcing to
merchant acquirers. Merchant fees increased $36.4 million, or 50%, for the year ended November 30, 2006 as
compared to the year ended November 30, 2005, due to an increase in pricing on certain fees. As merchant
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acquiring portfolios are sold to third-party merchant acquirers, this revenue will decrease along with associated
Costs.

Transaction Processing Revenue

Transaction processing revenues include switch fees charged to financial institutions for accessing the
PULSE Network to process transactions and various participation and membership fees. Switch fees are charged
on a per transaction basis. Transactions processing revenue increased $5.2 million, or 5%, for the year ended
November 30, 2007 as compared to November 30, 2006, primarily due to increased volumes partially offset by
pricing incentives. Transaction processing revenue increased $7.6 million, or 9%, for the year ended
November 30, 2006 as compared to the year ended November 30, 2005, related to an increased volume of
transactions processed on the network. Transaction processing revenue was a new revenue source in 2005
introduced by our acquisition of PULSE in January 2005.

Other Income

Other income includes revenues on various fee-based products, revenues from the referral of declined
applications to certain third-party issuers on the Discover Network, unrealized gains and losses related to
derivative contracts, gains on sales of mortgage loans, investment gains and losses, and other miscellaneous
revenue items. Other income increased $42.9 million, or 59%, for the year ended November 30, 2007 as
compared to November 30, 2006 related to gains from sales of merchant contracts and revenue from the referral
of declined applications. This increase was partially offset by losses recorded in recognizing our interest rate
swap agreements at their fair values prior to re-designation of hedge accounting in the third quarter of 2007.
Other income increased $30.0 million, or 69%, for the year ended November 30, 2006 as compared to the year
ended November 30, 2005, primarily related to increased revenue from the referral of declined applications and
an increase in unrealized gains on derivative transactions.

Other Expense

The following table represents the components of other expense for the periods presented (dollars in
thousands):

2007 vs. 2006 2006 vs. 2005
For the Years Ended increase increase
November 30, (decrease) (decrease)

2007 2006 2005 $ % $ %
Employee compensation and benefits ... .............. $ 922,080 $ 933,196 $ 869,635 $(11,107) (1%) $ 63,561 7%
Marketing and business development ................. 610,205 603,556 586,801 6,649 1% 16,755 3%
Information processing and communications ........... 388,065 387,595 353,054 470 0% 34,541 10%
Professional fees .............. ... i, 391,024 367,769 292,966 23,255 6% 74,803 26%
Premises and equipment ........... ... ... .. 91,531 92,278 91,032 (747) (1%) 1,246 1%

Goodwill and intangible impairment loss) .. .......... 391,119 — — 391,119 NM — —

Other eXPense ... ......uuueeeuineeeineeeennn. 362,479 335,089 339,139 27,390 8% (4,050)  (1%)

Total other expense) . ..... ... ... ... ......... $3,156,512  $2,719,483  $2,532,627 $437,029 16% $186,856 7%

(1) 2007 includes a $391 million non-cash impairment charge related to our International Card segment.

Total other expense increased $437.0 million, or 16%, for the year ended November 30, 2007, as compared
to the year ended November 30, 2006, primarily related to a $391 million goodwill and intangible impairment
loss in November 2007. Total other expense increased $186.9 million, or 7%, for the year ended November 30,
2006 as compared to the year ended November 30, 2005, primarily related to higher employee compensation and
benefits and professional fees.
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Employee Compensation and Benefits

Employee compensation and benefits decreased $11.1 million, or 1%, for the year ended November 30,
2007 as compared to the year ended November 30, 2006, primarily related to a decrease in overhead allocations
from Morgan Stanley as a result of the Distribution and lower benefit and commission costs partially offset by
higher salaries and higher amortization related to Founder’s Grant awards. Employee compensation and benefits
increased $63.6 million, or 7%, for the year ended November 30, 2006 as compared to the year ended
November 30, 2005, primarily related to additional employees acquired with the Goldfish business, increased
employee salary levels and benefit costs and incremental compensation related to equity awards granted to our
retirement-eligible employees.

Marketing and Business Development

Marketing and business development increased $6.6 million, or 1%, for the year ended November 30, 2007
as compared to the year ended November 30, 2006, related to increased acquisition spending partially offset by
reduced advertising. Marketing and business development increased $16.8 million, or 3%, for the year ended
November 30, 2006 as compared to the year ended November 30, 2005, due to increased acquisition expenses
related to the launch of the Discover Business Card and other new products and management’s continued focus
on receivables growth.

Information Processing and Communications

Information processing and communications for the year ended November 30, 2007 was relatively
unchanged as compared to the year ended November 30, 2006. Information processing and communications
increased $34.5 million, or 10%, for the year ended November 30, 2006 as compared to the year ended
November 30, 2005, primarily related to additional processing costs as a result of the Goldfish acquisition and
increased transaction volume on the PULSE Network.

Professional Fees

Professional fees increased $23.3 million, or 6%, for the year ended November 30, 2007 as compared to the
year ended November 30, 2006, primarily due to spin-off related costs partially offset by lower overhead
allocations from Morgan Stanley as a result of the Distribution. Professional fees increased $74.8 million, or
26%, for the year ended November 30, 2006 as compared to the year ended November 30, 2005, primarily
related to increased legal fees and consulting costs. The increase in legal fees was primarily driven by costs
associated with our lawsuit against Visa and MasterCard. Consulting costs increased due to investments in the
Discover Business Card and various other business initiatives.

Premises and Equipment

Premises and equipment decreased $0.7 million, or 1%, for the year ended November 30, 2007 as compared
to the year ended November 30, 2006, and increased $1.2 million, or 1%, for the year ended November 30, 2006
as compared to the year ended November 30, 2005, See Note 7: Premises and Equipment to the audited
consolidated and combined financial statements for further information related to premises and equipment.

Goodwill and Intangible Impairment Loss

For the year ended November 30, 2007, a non-cash impairment charge of $391 million was recorded in the
International Card segment, related to our Goldfish business in the United Kingdom. The charge was comprised
of a $291 million goodwill impairment, a $55 million impairment of trade name intangibles and a $45 million
impairment of purchased credit cardholder relationships (“PCCRs”). There were no such impairment charges in
either of the two prior years.
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Management completed a strategic review of the International Card segment in the fourth quarter of 2007.
As a result, management revised its long-range projections for the International Card segment, and these
projections were used as the basis for a revised estimate of the segment’s fair value.

The International Card segment comprises a single reporting unit for purposes of goodwill allocation under
Financial Accounting Standards Board (“FASB”) Statement of Financial Accounting Standards No. 142,
Goodwill and Other Intangible Assets (“Statement No. 142”). The carrying value of this reporting unit was in
excess of its revised estimated fair value, indicating that goodwill was impaired. Based on evaluation of the
estimated fair values of the individual assets and liabilities of the reporting unit, management concluded that
goodwill had an implied fair value of zero, and accordingly, the $291 million carrying value of goodwill
associated with this reporting unit was written off.

In conjunction with the strategic review and prior to testing goodwill for impairment, management
evaluated the PCCRs and trade name intangibles associated with the International Card segment to determine
whether the carrying values of those assets were recoverable from the future cash flow estimates indicated by the
revised long-term projections. Based on those evaluations, neither asset group was deemed to be entirely
recoverable from expected future cash flows, and accordingly, each was written down to its estimated fair value
as required by Statement No. 142. These write downs, totaling $100 million before taxes, consisted of $45
million related to PCCRs and $55 million related to trade name intangibles. See Note 9: Goodwill and Note 10:
Other Intangible Assets to the audited consolidated and combined financial statements for further details
concerning these impairment charges.

Other Expense

Other expense increased $27.4 million, or 8%, for the year ended November 30, 2007 as compared to the
year ended November 30, 2006, primarily related to higher fraud expense and higher transactional related tax
expense related to the International Card segment. Other expense decreased $4.0 million, or 1%, for the year
ended November 30, 2006 as compared to the year ended November 30, 2005, primarily related to lower fraud
expense and legal accruals partially offset by higher franchise taxes, amortization of intangibles and cost
associated with new account acquisitions.

Income Tax Expense

Income tax expense decreased $149.1 million, or 29%, for the year ended November 30, 2007 as compared
to the year ended November 30, 2006, reflecting a decrease in pretax income partially offset by a higher effective
tax rate. The effective tax rate increased to 37.7% for the year ended November 30, 2007 from 32.0% for the year
ended November 30, 2006. The year ended November 30, 2006 benefited from a favorable resolution of tax
examination issues addressed during the course of a federal tax audit for the years 1997 through 1998 and the
favorable settlement of state tax matters. The year ended November 30, 2007, includes the impact of filing state
combined returns exclusive of Morgan Stanley as well as the International Card segment impairment and rewards
program benefits. Income tax expense increased $159.3 million, or 46%, for the year ended November 30, 2006
as compared to the year ended November 30, 2005, reflecting an increase in pretax income partially offset by a
lower effective tax rate. The effective tax rate decreased to 32.0% for the year ended November 30, 2006 from
37.5% for the year ended November 30, 2005, primarily related to the favorable resolution of tax examination
issues addressed during the course of a federal tax audit for the years 1997 through 1998 as well as the favorable
settlement of state tax matters.
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Quarterly Results

The following table presents results on a quarterly basis (dollars in thousands):

November 30, August 31, May 31, February 28,

For the Three Months Ended 2007 2007 2007 2007
INEEreSt INCOME . . v v v e e e e e e e e e e e $ 748,889 $755,610 $703,365 $680,305
INterest EXPense ... ....vutn it 400,734 361,469 336,253 283,959
Net interest inCome . .. ...ttt 348,155 394,141 367,112 396,346
Provision forloanlosses . . ........... ... i, .. 339,916 211,576 203,287 195,386
Otherincome . .......... ... 1,003,251 845,498 871,693 825,677
Other expense™ .. ... ... ... . . 1,099,495 698,849 702,992 655,176
Income before income tax expense (benefit)® ........ (88,005) 329,214 332,526 371,461
Income tax expense (benefit)® .......... ... .. ... ... ... (31,521) 126,974 123,284 137,829
Netincome (loss)D ... ... ... .. $ (56,484) $202,240 $209,242  $233,632

(1) November 30, 2007 includes a $391 million pretax ($279 million after tax) non-cash impairment charge related to our International Card
segment.

Liquidity and Capital Resources

We seek to maintain liquidity, capital and funding policies that ensure our credit ratings and bank
capitalization levels are sufficient to provide cost effective access to debt and deposit markets thus providing
sufficient liquidity to fund our business. Our liquidity and funding risk management policies are designed to
mitigate the risk that we may be unable to access adequate financing to service our financial obligations when
they come due. Liquidity risk is addressed through various funding criteria and targets that guide our access to
the long-term and short-term debt capital markets, the maturity profile of our liabilities, the diversity of our
funding sources and investor base, as well as the level of our liquidity reserve as part of a contingency funding
plan. We attempt to ensure that the maturity of our liabilities equals or exceeds the expected holding period of the
assets being financed.

Liquidity risk is assessed by several measures including the liquidity position, which measures funding in
various maturity tranches. The maturities of the various funding instruments are reviewed during the funding
planning and execution process to ensure the maturities are staggered. The mix of funding sources and the
composition of our investor base are also reviewed during the funding process to ensure appropriate
diversification. Funding sources include externally derived short-term borrowings, asset-backed commercial
paper conduit financing, long-term asset-backed securitizations, bank deposits and bank notes.

Corporate Treasury monitors and reviews liquidity and capital management policies and executes strategies
to maintain prudent levels of liquidity and capital. Our senior management reviews financial performance
relative to these policies, monitors the availability of alternative financing sources, evaluates liquidity risk and
capital adequacy, and assesses the interest rate sensitivity of our assets and liabilities.

In light of the Distribution, total intercompany balances from Morgan Stanley were entirely replaced with
certificates of deposit, external deposits from broker-dealers, external secured borrowings, unsecured long-term
debt and asset-backed financing. In June 2007, funding sourced through the Morgan Stanley Global Wealth
Management Bank Deposit Program was replaced through the issuance of deposits and the use of alternative
external broker-dealer client funds deposited into Discover Bank. Also in June, we facilitated the repayment of
short- and long-term borrowings from Morgan Stanley through the issuance of new debt. Specifically, we
replaced short-term borrowings related to our cash collateral accounts with external secured financing
arrangements, and short-term borrowings related to our fixed assets with our own long-term debt. In June 2007,
we also structured external secured financing agreements to replace short- and long-term borrowings related to
our International Card segment.
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Management has implemented liquidity and capital management policies which seek to provide us with
adequate access to and supply of funding through the business cycle. Accordingly, management has maintained
an investment grade rating at Discover Bank and received an investment grade rating for Discover Financial
Services following the Distribution. Discover Bank has maintained its BBB rating from S&P and has been
assigned a Baa2 deposit and Baa2 senior unsecured rating from Moody’s and a BBB rating from Fitch. Discover
Financial Services has been assigned a BBB- long-term rating from S&P, a Baa3 senior unsecured rating from
Moody’s and a BBB long-term rating from Fitch.

In light of the Distribution, we modified our Contingency Funding Plan (“CFP”) to eliminate reliance on
Morgan Stanley sourced funding while limiting our access to the asset-backed and certificate of deposit markets.
Our CFP model incorporates a wide range of potential cash outflows during a liquidity stress event, including,
but not limited to: (i) repayment of all debt maturing within one year; (ii) expected funding requirements from
receivable growth and/or volatility; and (iii) customer cash withdrawals from interest-bearing deposits. If we are
unable to continue to securitize our credit card receivables at acceptable pricing levels, or at all, including by
reason of the early amortization of any of our securitization transactions, we would seek to liquidate investment
securities, increase bank deposits and use alternative funding sources (such as federal funds, bank notes, and
unsecured debt) to fund increases in loan receivables and meet our other liquidity needs.

By June 30, 2007, in anticipation of the Distribution, we enhanced our liquidity by increasing the amount of
our liquidity reserve to target $5 billion (with a $5.1 billion balance as of June 30, 2007), increasing committed
undrawn securitization conduit facilities to approximately $2.4 billion and negotiating a $2.5 billion unsecured
committed credit facility that became effective on July 2, 2007. Through the establishment of these liquidity
sources, we expect to manage a CFP that is designed to withstand a Discover stress event characterized by
limited access to the brokered deposit and asset-backed securitization markets.

Throughout the second half of 2007, the ongoing disruptions in the debt and asset-backed capital markets
caused the LIBOR and asset-backed commercial paper rates to rise, credit spreads to widen materially and
reduced availability of new issuance in some funding markets. In response to various liquidity events, our senior
management increased liquidity targets. As of November 30, 2007, our contingent sources included
approximately $8.3 billion in our liquidity reserve (primarily invested in Fed Funds sold and bank deposits), $1.9
billion of unutilized commitments from third-party commercial paper asset-backed conduits for securitization
funding, and $2.5 billion of unsecured committed credit. In addition, we had AAA note issuance capacity of
$2.75 billion in the Discover Card Execution Note Trust structure.

Our consolidated statement of financial condition at November 30, 2007 consisted primarily of credit card
loan receivables, of which 87% were originated in the U.S. and 13% in the United Kingdom. The balance of
credit card receivables fluctuates from time to time due to trends in credit card spending and payments, as well as
the issuance of new securitization transactions and maturities of existing securitization transactions. Our credit
card loan receivables provide us with flexibility in financing and managing our business, as the market for
financing credit card loan receivables is generally large and active.

Equity Capital Management. Our senior management views equity capital as an important source of
financial strength. We determine the level of capital necessary to support our business based on our managed
credit card loan receivables, goodwill and other intangible assets, taking into account, among other things,
regulatory requirements, rating agency guidelines and internally managed requirements to sustain growth. At the
time of the Distribution, we targeted approximately $5.5 billion of capital as appropriate to support the
Distribution, made a dividend of $350 million in June 2007 to Morgan Stanley, and received an equity infusion
from Morgan Stanley in the amount of $135 million to further adjust our capital to its appropriate level.

Under regulatory capital requirements adopted by the FDIC and other bank regulatory agencies, FDIC-
insured financial institutions must maintain minimum levels of capital that are dependent upon the risk of the
financial institutions assets, specifically (a) 3% to 5% of Tier 1 capital, as defined, to average assets (“leverage
ratio”), (b) 4% to 6% of Tier 1 capital, as defined, to risk-weighted assets (“Tier 1 risk-weighted capital ratio”)
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and (c) 8% to 10% of total capital, as defined, to risk-weighted assets (“total risk-weighted capital ratio”). At
November 30, 2007, the leverage ratio, Tier 1 risk-weighted capital ratio and total risk-weighted capital ratio of
Discover Bank as well as our other FDIC-insured financial institution, Bank of New Castle, exceeded these
regulatory minimums.

Dividend Policy. Although we intend to reinvest a substantial portion of our earnings in our business, we
intend to continue to pay a regular quarterly cash dividend on our common stock, subject to the approval of our
Board of Directors. The declaration and payment of dividends, as well as the amount thereof, are subject to the
discretion of our Board of Directors and will depend upon our results of operations, financial condition, cash
requirements, future prospects and other factors deemed relevant by the Board of Directors. Accordingly, there
can be no assurance that we will declare and pay any dividends. In addition, as a result of applicable banking
regulations and provisions that may be contained in our borrowing agreements or the borrowing agreements of
our subsidiaries, our ability to pay dividends to our stockholders may further be limited.

Stock Repurchase Program. On December 3, 2007, Discover Financial Services announced that its Board
of Directors authorized the repurchase of up to $1 billion of Discover Financial Services’ outstanding stock under
a new share repurchase program. This share repurchase program expires on November 30, 2010, and may be
terminated at any time.

Special Dividend. On June 19, 2007, we declared a special dividend to Morgan Stanley. Pursuant to the
special dividend, upon resolution of our outstanding litigation with Visa U.S.A., Inc. and MasterCard Worldwide,
after expenses incurred by us in connection with such litigation, we are required to pay Morgan Stanley (1) the
first $700 million of value of cash or non-cash proceeds (increased at the rate of 6% per annum until paid in full)
(the “minimum proceeds”) and (2) 50% of any proceeds in excess of $1.5 billion, subject to certain limitations
and a maximum potential payment to Morgan Stanley of $1.5 billion. All payments by us to Morgan Stanley will
be net of taxes payable by us with respect to such proceeds. If, in connection with or following a change in
control of our company, the litigation is settled for an amount less than minimum proceeds, we are required to
pay Morgan Stanley an amount equal to the minimum proceeds. A copy of the special dividend is attached as
Schedule 2 to the Separation and Distribution Agreement between Morgan Stanley and us that was filed by us on
a Current Report on Form 8-K on July 5, 2007.

Short-Term Borrowings. Short-term borrowings consist of term, overnight Federal Funds purchased and
other short-term borrowings with original maturities less than one year.

The following table identifies the balances and weighted average interest rates on short-term borrowings
outstanding at and for the years ended (dollars in thousands):

November 30, 2007 November 30, 2006 November 30, 2005
Maximum Year-End  Maximum Year-End  Maximum Year-End
Month- Weighted Month- Weighted Month Weighted

End Balance Year-End  Average End Balance Year-End Average End Balance Year-End Average
During Year Amount Interest Rate During Year Amount Interest Rate During Year Amount Interest Rate

Domestic:
Overnight Federal Funds
purchased ........... $3,430,000 $ 250,000 4.68%  $3,000,000 $3,000,000 531% $ 934,000 $ — —
Term Federal Funds
purchased ........... $ 540,000 — — $1,769,000 100,000 5.35% $1,865,000 — —
Other short-term
borrowings .......... $2,106,124 — — $4,655,321 1,811,124 5.46%  $3,447,064 1,845,910 4.20%
International:

Other short-term
borrowings .......... $3,052,739 2,925,426 6.11% $2,186,646 1,828,554 5.25%  $1,927,150 1,927,150 4.81%

Total short-term
borrowings .......... $3,175,426 5.99% $6,739,678 5.34% $3,773,060 4.51%
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On June 20, 2007, we received proceeds of $2.7 billion related to the issuance of debt by unrelated conduit
providers. The transaction was structured as a borrowing secured by the performance of the owned credit card
receivables of the International Card segment. The financing arrangement, which has a flexible term of up to 364
days, facilitated the pay down of short-term and long-term borrowings with Morgan Stanley. As of November 30,
2007, the balance of this structured secured borrowing was $2.9 billion.

Deposits. We utilize deposits to diversify funding sources and to reduce our reliance on short-term credit-
sensitive funding sources, thus enhancing our liquidity position. We obtain our deposits through various
channels: direct retail certificates of deposit and money market accounts, retail and institutional brokerage
arrangements and money market accounts, under which we receive funds swept through external third-parties.
Direct consumer retail deposits are marketed to and received from individual customers, without the use of a
third-party intermediary, and are an important, stable funding source that typically reacts more slowly to interest
rate changes than other deposits. Brokered deposits are deposits placed to consumers through registered brokers.
These deposits typically provide funding with maturities ranging from one month to ten years. Total interest-
bearing deposits of $24.6 billion increased $11.4 billion from November 30, 2006. The increase from prior
year-end reflected the replacement of funding sourced from Morgan Stanley to funding sourced by us in
anticipation of the Distribution. In addition, the increase in deposits also financed the increase in our liquidity
portfolio. At November 30, 2007, the weighted average maturity of all certificates of deposit was approximately
22 months.

Prior to the Distribution, Discover Bank received funds from Morgan Stanley sourced money market
accounts obtained through the Morgan Stanley Global Wealth Management Bank Deposit Program, under which
we received funds swept directly from certain Morgan Stanley Global Wealth Management clients. We began
participating in this program in the second quarter of 2006, accumulating a balance of $3.0 billion by May 31,
2007. Morgan Stanley subsequently withdrew all these deposits on June 11, 2007, in anticipation of the
Distribution. Beginning in the second quarter of 2007, Discover Bank entered into similar agreements with third
parties, accumulating balances of $2.9 billion in aggregate at November 30, 2007.

The following table summarizes the remaining maturities of our interest-bearing deposits at November 30,
2007 (dollars in thousands):

Over Six
Over Three Months
Three Months Through
Months or Through Twelve Over Twelve
Total Less Six Months Months Months
Certificates of deposit in amounts less
than $100,000 .................... $19,385,024 $2,532,031 $2,120,911 $4,632,848 $10,099,234
Certificates of deposit in amounts of
$100,000 or greater ................ 775,717 408,572 47,275 130,801 189,069
Savings deposits, including money market
depositaccounts .................. 4,482,776 4,482,776 — — —
Total interest-bearing deposits . .. .. $24,643,517 $7,423,379 $2,168,186 $4,763,649 $10,288,303

Long-Term Debt and Bank Notes. An additional source of funding is provided by our Global Bank Note
Program. The program was launched in 2004 by Discover Bank. Bank notes may be issued under this program
with maturities of thirty days or more from the date of issuance. At November 30, 2007 and 2006, we had $250
million par value in bank notes outstanding which mature in February 2009.

On June 12, 2007, we received proceeds on the issuance of $800 million par value of unsecured debt to
external third parties. The financing is comprised of $400 million having a three-year maturity with a floating
coupon and $400 million with a ten-year maturity with a fixed coupon. The transaction provided additional
liquidity to us to support funding requirements of our subsidiaries.
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Securitization Financing. We also generate a significant portion of our funding through the securitization
of credit card loan receivables utilizing non-consolidated securitization trusts. Securitized loans against which
beneficial interests have been issued are accounted for as sold and, accordingly, are removed from the
consolidated and combined statements of financial condition. We have historically securitized between
approximately 50% and 60% of our managed credit card loan receivables.

We utilize both the term securitization market as well as the privately placed asset-backed commercial paper
conduit financing market. Outstanding term financing and asset-backed commercial paper conduit financing at
November 30, 2007 were $25.0 billion and $3.2 billion, respectively. At November 30, 2007, we had $1.9 billion
in unused asset-backed commercial paper conduit capacity.

The following table summarizes expected maturities of the investors’ interests in securitizations at
November 30, 2007 (dollars in thousands):

One Year Four Years
Less Than Through Through After Five
Total One Year Three Years Five Years Years
Expected maturities of the investors’
interest in securitizations . ........... $28,212,725 $8,338,929 $11,069,512 $6,024,511 $2,779,773

We access the term asset securitization market through the Discover Card Master Trust I and, beginning
July 26, 2007, the Discover Card Execution Note Trust using receivables generated by our U.S. Card business.
Through the Discover Card Master Trust I, we have been using a structure utilizing Class A, triple-A rated
certificates and Class B, single-A rated certificates held by third parties, with credit enhancement provided by the
subordinated Class B certificates and a cash collateral account. The Discover Card Execution Note Trust includes
three classes of securities sold to investors, the most senior class generally receiving a triple-A rating. In this
structure, in order to issue senior, higher rated, classes of notes, it is necessary to obtain the appropriate amount
of credit enhancement, generally through the issuance of junior, lower rated classes of notes.

As of November 30, 2007, cash collateral accounts underlying the securitization transactions of Discover
Card Master Trust I had a balance of $1.8 billion. Discover Financial Services financed $1.7 billion of cash
collateral accounts (reflected in amounts due from asset securitizations in the consolidated and combined
statements of financial condition). The rights to repayment of a portion of the cash collateral account loans have
been sold to a special purpose subsidiary, DRFC Funding LLC, as part of a $1.1 billion secured financing and are
not expected to be available to creditors of Discover Financial Services.

The following table summarizes estimated maturities of the cash collateral accounts at November 30, 2007
(dollars in thousands):

One Year Four
Through Years
Less Than Three Through After Five
Total One Year Years Five Years Years
Estimated maturities of cash collateral accounts ... $1,665,734 $561,209 $636,824 $315,956 $151,745

In our International Card segment, we access the term asset-backed securitization market through the
Cumbernauld Funding plc master trust. Through this trust, we have traditionally utilized a structure having
Class A, triple-A rated notes, with credit enhancement provided by subordination through the over
collateralization of receivables and a cash collateral account.

The securitization structures include certain features designed to protect investors that could result in earlier-
than-expected amortization of the transactions, accelerating the need for alternative funding. The primary feature
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relates to the availability and adequacy of cash flows in the securitized pool of receivables to meet contractual
requirements (‘“‘economic early amortization”). In the event of an economic early amortization (which would
occur if the excess spread falls below 0% for a contractually specified period, generally a three-month average),
the receivables that otherwise would have been subsequently purchased by the trust from us would instead
continue to be recognized on our statement of financial condition since the cash flows generated in the trust
would instead be used to repay investors in the asset-backed securities. As of November 30, 2007, no economic
early amortization events have occurred. The table below provides information concerning investor interest and
related excess spreads at November 30, 2007 (dollars in thousands):

3-Month Rolling
# of Series Average Excess

Investor Interest Outstanding Spread
Interchange series() .. ... .. .. .. .. $17,043,165 19 8.53%
Non-interchange Series .. ...........c.o.uuiiinennnenen .. 6,970,508 _7 5.16%
Discover Card Master TrustI . ............. ... ... ... ...... 24,013,673 26 5.16%
Discover Card Execution Note Trust ........................ 2,965,000 6 7.82%
Cumbernauld Funding plc ....... ... ... . .. i 1,234,052 _1 3.81%
Total Company . .........oouiiniiunin i $28,212,725 33

(1) Discover Card Master Trust I certificates issued subsequent to and including series 2004-1 include cash flows derived from discount and
interchange revenue earned by Discover Bank.

Secured Committed Credit Facilities. The maintenance of revolving committed credit agreements serves to
further diversify our funding sources. In connection with our asset securitization program, we have access to
committed undrawn funding capacity through third-party bank-sponsored securitization conduits to support
credit card loan receivables funding requirements. At November 30, 2007, these conduits totaled $5.1 billion, of
which $1.9 billion was unused. These facilities are 364-day agreements and are reviewed for renewal annually.

Unsecured Committed Credit Facilities. In light of the Distribution, we negotiated a 59-month unsecured
committed credit facility of $2.5 billion that will serve to diversify our funding sources and enhance our liquidity.
This facility became effective at the time of the Distribution, is provided by a group of major global banks, and is
available to both Discover Financial Services and Discover Bank. We anticipate that the facility will support
general liquidity needs and may be drawn to meet short-term funding needs from time to time.

Off-Balance Sheet Arrangements

See “—Liquidity and Capital Resources—Securitization Financing.”

Guarantees

Guarantees are contracts or indemnification agreements that contingently require us to make payments to a
guaranteed party based on changes in an underlying asset, liability, equity security of a guaranteed party, rate or
index. Our guarantees relate to certain representations and warranties made with regard to securitized loans,
transactions processed through the Discover Network and cardmember-related services provided to U.K.
cardmembers. Also included in guarantees are contracts that contingently require the guarantor to make
payments to the guaranteed party based on another entity’s failure to perform under an agreement. At
November 30, 2007, we had not recorded any contingent liabilities in our consolidated statement of financial
condition related to these transactions. See Note 20: Commitments, Contingencies and Guarantees for further
discussion regarding our guarantees.
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Contractual Obligations and Contingent Liabilities and Commitments

In the normal course of business, we enter into various contractual obligations that may require future cash
payments. Contractual obligations at November 30, 2007, include long-term borrowings, operating and capital
lease obligations. Our future cash payments associated with our contractual obligations as of November 30, 2007
are summarized below (dollars in thousands):

Payments Due By Period
One Year
Through Four Years
Less Than Three Through More Than
Total One Year Years Five Years Five Years
Deposits) .. ... $24,725,401 $14,151,984 $7,883,949 $1,508,513 $1,180,955
Banknotes® . ....... ... ... ... . ..., 250,000 — 250,000 — —
Secured borrowings® ................ 1,080,063 397,606 376,141 306,316 —
Unsecured borrowings® . ............. 800,000 — 400,000 — 400,000
Capital lease obligations® . ........... 4,952 1,306 2,871 775 —
Operating leases® ................... 30,786 7,623 13,962 6,787 2,414
Interest payments on fixed rate debt . .. .. 245,888 25,800 51,600 51,600 116,888
Total contractual obligations . ... ... $27,137,090 $14,584,319 $8,978,523 $1,873,991 $1,700,257

(1) See Note 11: Deposits to the audited consolidated and combined financial statements for further information concerning our deposits.
The certificates of deposit accrue interest at fixed rates. All other interest-bearing deposits accrue interest at variable rates.

(2) See Note 13: Long-Term Borrowings to the audited consolidated and combined financial statements for further discussion. Total future
payment of interest charges is estimated to be $15.3 million as of November 30, 2007, utilizing the current interest rate of 5.03% at
November 30, 2007.

(3) Interest charges on secured borrowings, of which the full repayment is dependent upon the available balances of the cash collateral
accounts at the maturities of the underlying securitization transactions, are based on a fifty basis point spread over monthly commercial
paper issuance costs. See Note 13: Long-Term Borrowings to the audited consolidated and combined financial statements for further
discussion. Total future payment of interest charges is estimated to be $108.6 million as of November 30, 2007, utilizing the current
interest rate of 5.67% at November 30, 2007.

(4) See Note 13: Long-Term Borrowings to the audited consolidated and combined financial statements for further discussion. Total future
payment of interest charges for the floating rate note is estimated to be $63.9 million as of November 30, 2007, utilizing the current
interest rate of 6.23% at November 30, 2007. Total future payment of interest charges for the fixed rate note is equal to the amount
reported included in the table above under Interest payments on fixed rate debt.

(5) See Note 20: Commitments, Contingencies and Guarantees to the audited consolidated and combined financial statements for further
information concerning our capital and operating lease obligations.

At November 30, 2007, we extended credit for consumer and commercial loans of approximately $265
billion. Such commitments arise primarily from agreements with customers for unused lines of credit on certain
credit cards, provided there is no violation of conditions established in the related agreement. These
commitments, substantially all of which we can terminate at any time and which do not necessarily represent
future cash requirements, are periodically reviewed based on account usage and customer creditworthiness. In
addition, in the ordinary course of business, we guarantee payment on behalf of subsidiaries relating to
contractual obligations with external parties. The activities of the subsidiaries covered by these guarantees are
included in our consolidated and combined financial statements.
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Quantitative and Qualitative Disclosures about Market Risk

Market risk refers to the risk that a change in the level of one or more market prices, rates, indices,
correlations or other market factors will result in losses for a position or portfolio. We are exposed to market risk
primarily from changes in interest rates and to a lesser degree, foreign currency exchange rates.

Interest Rate Risk. Changes in interest rates impact interest-earning assets, principally credit card loan
receivables, Federal Funds sold, money market funds and other assets as well as excess spread received in
connection with the securitized loan receivables against which beneficial interests have been issued. Changes in
interest rates also impact interest sensitive liabilities that finance these assets, including asset-backed
securitizations, long-term borrowings, and deposits.

Our interest rate risk management policies are designed to reduce the potential volatility of earnings that
may arise from changes in interest rates by having a financing portfolio that reflects the existing repricing
schedules of credit card loan receivables as well as our right, with notice to cardmembers, to reprice certain fixed
or floating rate credit card loan receivables to a new interest rate in the future. To the extent that asset and related
financing repricing characteristics of a particular portfolio are not matched effectively, we may utilize interest
rate derivative contracts, such as swap agreements, to achieve our objectives. Interest rate swap agreements
effectively convert the underlying asset or financing from fixed to floating rate or from floating to fixed rate. See
Note 22: Fair Value Disclosures to the audited consolidated and combined financial statements for further
information concerning our derivative financial instruments.

We use an interest rate sensitivity simulation to assess our interest rate risk exposure. For purposes of
presenting the possible earnings effect of a hypothetical, adverse change in interest rates over the 12-month
period from our reporting date, we assume that all interest rate sensitive assets and liabilities will be impacted by
a hypothetical, immediate 100-basis-point increase in interest rates as of the beginning of the period.

Interest rate sensitive assets are assumed to be those for which the stated interest rate is not contractually
fixed for the next 12-month period. The Company’s interest rate sensitive assets include Federal Funds sold,
certain amounts due from asset securitizations, interest-earning deposits in other banks, certain investment
securities and loan receivables. Portions of our credit card loan receivables have fixed interest rates, although we
have the right, with notice to cardmembers, to subsequently reprice these receivables to a new interest rate unless
the account has been closed or the cardmember opts out. Therefore, we consider a portion of the credit card loan
receivables with a fixed interest rate to be interest rate sensitive. We measured the earnings sensitivity for these
assets from the expected repricing date, which takes into consideration the required notice period. In addition,
assets with rates that are fixed at period-end but which will mature, or otherwise contractually reset to a market-
based indexed or other fixed rate prior to the end of the 12-month period, are rate sensitive. The latter category
includes certain credit card loans that may be offered at below-market rates for an introductory period, such as
balance transfers and special promotional programs, after which the loans will contractually reprice in
accordance with our normal market-based pricing structure. For purposes of measuring rate sensitivity for such
loans, only the effect of the hypothetical 100-basis-point change in the underlying market-based indexed or other
fixed rate has been considered rather than the full change in the rate to which the loan would contractually
reprice. For assets that have a fixed interest rate at the fiscal period-end but which contractually will, or are
assumed to, reset to a market-based indexed or other fixed rate during the next 12 months, earnings sensitivity is
measured from the expected repricing date. In addition, for all interest rate sensitive assets, earnings sensitivity is
calculated net of expected loan losses.

Interest rate sensitive liabilities are assumed to be those for which the stated interest rate is not contractually
fixed for the next 12-month period. Thus, liabilities that vary with changes in a market-based index, such as
Federal Funds or LIBOR, which will reset before the end of the 12-month period, or liabilities whose rates are
fixed at the fiscal period end but which will mature and are assumed to be replaced with a market-based indexed
rate prior to the end of the 12-month period, are rate sensitive. For these fixed rate liabilities, earnings sensitivity
is measured from the expected repricing date.
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Assuming an immediate 100-basis-point increase in the interest rates affecting all interest rate sensitive
assets and liabilities as of November 30, 2007, we estimate that the pretax income of lending and related
activities over the following 12-month period would be reduced by approximately $113 million. We estimate the
comparable reduction of pretax income for the 12-month period following November 30, 2006 to be
approximately $125 million. The hypothetical decline in pretax income was lower than the prior year due to a
higher level of other interest-earning assets related to the liquidity reserve partially offset by a higher level of
variable rate funding at November 30, 2007.

The model assumes that the balances of interest rate sensitive assets and liabilities at the fiscal period end
will remain constant over the next 12-month period. It does not assume any growth, strategic change in business
focus, change in asset pricing philosophy or change in asset/liability funding mix. Thus, this model represents a
static analysis that cannot adequately portray how we would respond to significant changes in market conditions
such as those recently experienced. Furthermore, the analysis does not necessarily reflect our expectations
regarding the movement of interest rates in the near term, including the likelihood of an immediate 100-basis-
point change in market interest rates, nor necessarily the actual effect on earnings if such rate changes were to
occur.

Foreign Currency Exchange Risk. Changes in foreign exchange rates relative to the U.S. dollar may impact
earnings and capital translated from international operations. Our U.K. business generates credit card loan
receivables denominated in pounds sterling which is primarily funded by the issuance of debt by unrelated
conduit providers and intercompany lending. We have hedged foreign exchange exposure related to
intercompany lending with our International Card segment through the use of forward contracts. We monitor and
manage our exposure to reflect the risk tolerance established by our senior management. We expect to continue
to monitor foreign exchange exposure created as a result of our net investment in international operations and to
manage these risks within our risk management guidelines.
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Financial Statements and Supplementary Data
REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholders of
Discover Financial Services
Riverwoods, IL

We have audited the accompanying consolidated and combined statements of financial condition of Discover
Financial Services (the “Company”) as of November 30, 2007 and 2006, and the related consolidated and
combined statements of income, changes in stockholders’ equity, and cash flows for each of the three years in the
period ended November 30, 2007. These financial statements are the responsibility of the Company’s
management. Our responsibility is to express an opinion on the financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. The Company is not required to have, nor
were we engaged to perform, an audit of its internal control over financial reporting. Our audits included
consideration of internal control over financial reporting as a basis for designing audit procedures that are
appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of the
Company’s internal control over financial reporting. Accordingly, we express no such opinion. An audit also
includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements,
assessing the accounting principles used and significant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that our audits provide a reasonable basis for our
opinion.

In our opinion, the consolidated and combined financial statements present fairly, in all material respects, the
financial position of Discover Financial Services at November 30, 2007 and 2006, and the results of their
operations and their cash flows for each of the three years in the period ended November 30, 2007, in conformity
with accounting principles generally accepted in the United States of America.

As discussed in Note 15 to the consolidated and combined financial statements, the Company adopted the
recognition and related disclosure provisions of Statement of Financial Accounting Standards No. 158,

Employers’ Accounting for Defined Benefit Pension and Other Postretirement Benefit Plans, on November 30,
2007.

Dol s Srcthe (LA

Chicago, Illinois
February 21, 2008
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Discover Financial Services

Consolidated and Combined Statements of Financial Condition
November 30, November 30,
2007 2006

(dollars in thousands,
except per share amounts)

Assets

Cash and due from banks . .. .. ... . e $ 369,965 $ 334,035

Federal Funds sold . . .. ... . . 6,270,600 525,000

Interest-earning deposits in other banks .. ...... .. ... . . . 2,135,339 —

CommMErCIal PAPET . . . . oottt e e e e e e 11,191 15,322
Cash and cash eqUIVALENLS . . . .. ...t s 8,787,095 874,357

Investment securities:
Available-for-sale (amortized cost of $425,681 and $2,000 at November 30, 2007 and 2006,

TESPECHIVELY) .« . ottt 420,837 2,314
Held-to-maturity (market value $100,769 and $82,241 at November 30, 2007 and 2006,
TESPECHIVELY ) L . ottt 104,602 82,097
Loan receivables:
Loans held for sale . ... ... ... . — 1,056,380
Loan portfolio:
Credit Card . . ..ot e 23,468,965 22,535,181
Commercial Ioans . ... ... .. ...t 234,136 59,089
Other conSUMEr 10ANS . . . .. .ttt e e 251,194 92,100
Total loan portfolio . .. ... ... 23,954,295 22,686,370
Total loan receivables . ... ... ... i 23,954,295 23,742,750
Allowance for Ioan LOSSES . . . ...ttt (916,844) (832,483)
Netloan receivables . ... ... . e 23,037,451 22,910,267
Accrued interest reCeivable . . ... ... . 139,414 123,855
Amounts due from asset SECUTItiZation . .. ... .. ... ... .ttt e e 3,093,472 3,169,895
Premises and equipment, NEt . . . ... ...ttt 658,492 660,900
GOoOAWILL . Lo 255,421 533,728
Intangible assets, MOt . . ... ...ttt 98,043 201,177
ONET ASSELS . . o ottt e e e 781,278 508,652
TOLAl ASSELS . o v vttt et et e e e e e $37,376,105 $29,067,242
Liabilities and Stockholders’ Equity
Deposits:
Interest-bearing deposit ACCOUNLS . . . ...ttt t ittt ittt ettt $24,643,517 $13,238,827
Non-interest bearing deposit ACCOUNLS . . . . ..ottt ettt ettt e e e e e e e 81,884 105,032
TOtal dEPOSILS . . oottt et e e e 24,725,401 13,343,859
Short-term BOITOWINGS . . . . oottt et e e e e e e e e e e e e 3,175,426 6,739,678
Long-term bOImOWINGS . . . . .. oo e 2,134,093 1,507,578
Accrued interest payable . .. ... ... 264,938 135,464
Accrued expenses and other liabilities ... ........ ... . 1,476,825 1,565,891
Total Habilities . . . . ..ottt e e e e e e 31,776,683 23,292,470

Commitments, contingencies and guarantees (Note 20)
Stockholders’ Equity:
Preferred stock, $.01 par value per share; authorized 200,000,000 shares, none issued or outstanding . . . . . — —
Common stock ($.01 par value at November 30, 2007 and $100 at November 30, 2006;
Shares authorized: 2,000,000,000 at November 30, 2007 and 50,000 at November 30, 2006;

Shares issued: 477,762,018 at November 30, 2007 and 1,000 at November 30, 2006) ............... 4,777 100
Additional paid-in capital . .. ... ... 2,846,127 2,636,265
Retained €arnings . ... ... ...ttt e 2,717,905 3,008,421
Accumulated other comprehensive inCOmMe . . . .. ... .ottt 32,032 129,986
Treasury stock, at cost; 73,795 shares as of November 30,2007 ......... .. ... it . (1,419) —

Total stockholders’ eqUity . ... ... ..ottt e e 5,599,422 5,774,772
Total liabilities and stockholders’ equity . ........... ... i $37,376,105 $29,067,242

See Notes to Consolidated and Combined Financial Statements.
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Discover Financial Services
Consolidated and Combined Statements of Income

For the Years Ended November 30,

2007 2006

2005

(dollars in thousands,
except per share amounts)

Interest income:

COoNSUMET 10ANS - .+ . o v vt et e e e e e e $2,416,452 $2,262,395 $2,045,437
Commercial 10ans ... .......... i 3,878 88 —
Federal Funds sold . .......... ... ... 241,727 16,055 17,771
Commercial PAPer . ... ..ottt 812 693 428
Investment SECUrities . ... ... 10,502 3,028 680
Depositsinotherbanks . ........... ... ... ... . ... 25,114 42 30
Other INtEreSt INCOME . . . . v v vttt ettt e e e e e e e e e e e 189,684 176,225 110,465
Total interest iNCOME . . .. ..o oo e 2,888,169 2,458,526 2,174,811
Interest expense:
DePOSItS . .ot 1,044,574 670,326 611,283
Short-term borrowings ... .......vuiin i 232,197 193,720 107,485
Long-term borrowings . . . .. .o vvt i 105,644 75,994 57,711
Total interest EXPense . ... .......oeueueneenenenennnn.. 1,382,415 940,040 776,479
Net Interest iNCOME . . .. oottt e e 1,505,754 1,518,486 1,398,332
Provision for 1loan 10SSeS . .. ... e 950,165 755,637 878,486
Net interest income after provision for loan losses . ......... 555,589 762,849 519,846
Other income:
Securitization INCOME . . . ..ttt ittt ettt et et e 2,384,487 2,338,405 1,608,928
Loanfeeincome ............. .., 387,203 369,449 338,169
Discount and interchange revenue . ......................... 263,913 365,986 618,158
Insurance . ....... .. 202,164 188,160 168,791
Merchant fees . ... ... 92,518 109,230 72,871
Transaction processing reVenUe . ... ..........oeoueuenennnn.. 99,653 94,472 86,903
Other iNCOME . . . o e e e e e 116,181 73,237 43,217
Total otherincome . .............. ... .. iiiieuioon.. 3,546,119 3,538,939 2,937,037
Other expense:
Employee compensation and benefits . ....................... 922,089 933,196 869,635
Marketing and business development . ....................... 610,205 603,556 586,801
Information processing and communications . ................. 388,065 387,595 353,054
Professional fees .......... ... ... . .. . ... ... 391,024 367,769 292,966
Premises and equipment . .............. .. . 91,531 92,278 91,032
Goodwill and intangible impairment loss ..................... 391,119 — —
Other EXPeNSEe . ... vv vttt e e e e e 362,479 335,089 339,139
Total other eXpense . ... .........uiiinininenenannnn.. 3,156,512 2,719,483 2,532,627
Income before income tax eXpense .. .............oueuenn.n.. 945,196 1,582,305 924,256
Income taxX eXPense . .. ..o v vt e 356,566 505,689 346,341
NEtINCOME . ..o v ettt e e e e e $ 588,630 $1,076,616 $ 577,915
Basic earnings per common share . ........... ... ... .. L. .. $ 123§ 226 $ 1.21
Diluted earnings per common share .............. ... ... ... ...... $ 123§ 226 $ 1.21
Dividends paid per common share ................. ... ... ... ... $ 0.06 $ — 3 —

See Notes to Consolidated and Combined Financial Statements.
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Discover Financial Services
Consolidated and Combined Statements of Changes in Stockholders’ Equity

Accumulated
Other Total
M Additional Retained Comprehensive Treasury Stockholders’
Shares Amount Paid-in Capital Earnings Income Stock Equity
(dollars and shares in thousands)
Balance at November 30, 2004 ....... I $ 100 $2,078,005 $1,853,890 $ 89,354 — $4,021,349
Comprehensive income:
NetIncome ..................... — — — 577,915 — — 577,915

Foreign currency translation
(accumulated amount of $45,229 at

November 30, 2005) . ........... — — — — (43,743) —
Net unrealized losses on investment
SeCurities .. ............ ..., — — — — (154) —
Other ........... ..., — — — (237) —
Other comprehensive loss . . ... ... —_ —_ — (44,134) — (44,134)
Comprehensive income ......... — — — — — — 533,781
Capital contribution from Morgan
Stanley ............ ... ... ... —_ —_ 42,133 —_ —_ —_ 42,133
Other ........c.ooiiiiiiiinn .. — — 3,186 — — — 3,186
Balance at November 30, 2005 ....... 1 $ 100 $2,123,324 $2,431,805 $ 45,220 $ — $4,600,449
Comprehensive income:
Netincome ..................... — — — 1,076,616 — — 1,076,616

Foreign currency translation
(accumulated amount of $129,984

at November 30, 2006) .......... — — — — 84,755 —
Net unrealized losses on investment
SECUrities .. .....ovvvinnnann. — — — — 25) —
Other ............oiviiiin... — — — — 36 —
Other comprehensive income . . . . . —_ — —_ —_ 84,766 — 84,766
Comprehensive income ......... —_ —_ —_ —_ —_ 1,161,382
Capital contribution from Morgan
Stanley .............. ... — — 512,941 — — — 512,941
Cash dividends paid to Morgan
Stanley ..., — — — (500,000) — — (500,000)
Balance at November 30, 2006 ....... I $ 100 $2,636,265 $3,008,421 $129,986 $ — $5,774,772
Comprehensive income:
Netincome ..................... — — — 588,630 — — 588,630

Foreign currency translation
(accumulated amount of $48,358 at

November 30, 2007) . ........... — — — — (81,626) —
Net unrealized losses on investment
Securities .. ....... . — — — — (3,264) —
Other .............coviiiin... — — — 69 —
Other comprehensive loss . . . .. ... — — — — (84,821) — (84,821)
Comprehensive income ......... — — — — — — 503,809
Adoption of FASB Statement No. 158,
netoftax ....................... — — — (13,133) — (13,133)

Consummation of spin-off transaction
on June 30, 2007, and distribution of
Discover Financial Services common

stock by Morgan Stanley .......... 526,233 5,162 (5,162) — — — —
Purchases of Treasury Stock ......... — — — — — (1,419) (1,419)
Common stock issued and stock-based

compensation expense . ........... 527 5 35,705 —_ —_ —_ 35,710
Capital contribution from Morgan

Stanley ............... ... — — 178,829 — — — 178,829
Cash dividends paid to Morgan

Stanley ..., — — — (850,000) — — (850,000)
Dividends ........................ — — (29,146) — — (29,146)
Other ........cooviii . (48,999) (490) 490 — — — —
Balance at November 30, 2007 ....... 477,162 $4,777 $2,846,127 $2,717,905 $ 32,032 $(1,419)  $5,599,422

See Notes to Consolidated and Combined Financial Statements.
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Discover Financial Services
Consolidated and Combined Statements of Cash Flows

For the Years Ended November 30,

2007 2006 2005
(dollars in thousands)
Cash flows from operating activities
NELINCOME .« o v v et et e e e e e e e e e e e $ 588,630 $1,076,616 $ 577,915
Adjustments to reconcile net income to net cash provided by operating activities:
Gains on sales of mortgages and installmentloans . ........................... (3,105) (7,399) (6,195)
Net principal disbursed on loans originated forsale ........................... (99,158) (207,659) (115,901)
LOSS ON INVESIMENTS . . . ottt e et et e e e et e e e 11,404 — —
Proceeds from sales of loans originated forsale .............................. 106,010 213,545 124,739
Stock-based compensation €XpPense ... ... ...ttt 35,710 — —
Deferred iNCOmMe taxes . . ... oottt e e (218,215) 76,285 (43,608)
Depreciation and amortization on premises and equipment . .................... 122,934 113,169 112,856
Impairment of goodwill and intangible assets . .......... ... ... ... .. 391,119 — —
Other depreciation and amortization . .................. it 134,197 109,629 101,455
Provision for 10an 10SSEs . ... .. ... i it 950,165 755,637 878,486
Amortization of deferred revenues . ................ ... (22,484) (26,150) (28,998)
Changes in assets and liabilities:
(Increase) decrease in amounts due from asset securitization .. .............. 79,124 (377,273) 91,106
(Increase) decrease in Other assets . . .. ...ttt (129,261) (52,542) (33,882)
Increase (decrease) in accrued expenses and other liabilities ................ 90,955 46,929 (21,899)
Net cash provided by operating activities . . ... .........o.iuuniinirenenenn.. 2,038,025 1,720,787 1,636,074
Cash flows from investing activities
Net proceeds from (payments for):
Business and other acquiSitions . . . ...t (5,000)  (1,924,491) (323,426)
Maturities of invVesStment SECUIItIES . . ... ...ttt ittt e e 10,556 6,952 5,422
Purchases of investment SECUTITtIES .. ... ......ouuttnieitnene e (153,075) (73,055) (10,529)
Proceeds from securitization and sale of loans held for investment ............... 8,434,488 8,949,961 7,324,055
Net principal disbursed on loans held for investment .......................... (9,763,849)  (8,839,046) (11,207,376)
Purchases of premises and equipment . ... ...........o ittt (118,265) (144,151) (97,963)
Net cash used for investing activities . ......... ... ...ttt (1,595,145)  (2,023,830) (4,309,817)
Cash flows from financing activities
Net (decrease) increase in short-term borrowings .. .......... ... oo, (3,895,600) 3,258,908 (380,173)
Proceeds from issuance of long-term debt and bank notes ...................... 2,102,951 638,691 —
Repayment of long-term debt and banknotes .. ............. ... ..., (1,486,271) (45,621) (321,242)
Purchases of treasury Stock . ......... ... (1,419) — —
Net increase (decrease) in deposits .. ...... ...ttt 11,345,340 (2,730,723) 3,127,611
Capital contributions from Morgan Stanley ............... ... ... .. ......... 273,138 — —
Dividends paid to Morgan Stanley . .......... ... (850,000) (500,000) —
Dividends paid . . ... ... (29,146) — —
Net cash provided by financing activities .. ... ...t 7,458,993 621,255 2,426,196
Effect of exchange rate changes on cash and cash equivalents . . ......................... 10,865 663 (1,583)
Net increase (decrease) in cash and cash equivalents .......... ... ... ... ... ... ... .. 7,912,738 318,875 (249,130)
Cash and cash equivalents, at beginning of period ........ ... ... ... ... ... ... ... .. 874,357 555,482 804,612
Cash and cash equivalents, at end of period . .......... ... ... ... i $ 8,787,095 874,357 555,482
SUPPLEMENTAL DISCLOSURES OF CASH FLOW INFORMATION:
Cash paid during the year for:
TNEEIESt EXPENSE . . o o\ttt ettt e $ 1,233,366 992,575 710,748
Income taxes, net of income tax refunds .. ......... ... ... .. .. . ... ... $ 531,253 519,717 437,158
Non-cash transactions:
Capital contributions (to) from Morgan Stanley . .......... ... ... ... .. ... $  (94,309) 512,941 42,133
Exchange of retained seller’s interest for certificated beneficial interests in DCENT .. . .. $ 315,000 — —

See Notes to Consolidated and Combined Financial Statements.
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Notes to Consolidated and Combined Financial Statements

1. Description of Business, Formation of the Company and Basis of Presentation

Description of Business. Discover Financial Services (“DFS” or the “Company”) is a leading credit card
issuer and electronic payment services company. The Company’s business segments include U.S. Card, Third-
Party Payments and International Card. The U.S. Card segment includes Discover Card-branded credit cards
issued over Discover’s signature card network (the “Discover Network™) and other consumer lending and deposit
products offered through the Company’s Discover Bank subsidiary. The Third-Party Payments segment includes
PULSE EFT Association (the “PULSE Network” or “PULSE”), an automated teller machine, debit and
electronic funds transfer network and the Company’s third-party payments business. The International Card
segment includes credit cards and consumer lending products and services in the United Kingdom through the
Company’s Goldfish Bank subsidiary. See Note 23: Segment Disclosures for additional information about the
Company’s operating segments.

Distribution. On December 19, 2006, Morgan Stanley, a global financial services firm, announced that its
Board of Directors had authorized the distribution of its Discover segment to the holders of Morgan Stanley
common stock. On June 30, 2007, we were spun-off from our former parent company, Morgan Stanley, through
the distribution of our shares to its shareholders (the “Distribution”). Prior to the Distribution, the Discover
segment comprised Discover Financial Services, a wholly-owned subsidiary of Morgan Stanley, as well as
certain other subsidiaries and assets related to credit card operations in the United Kingdom contributed to the
Discover segment by Morgan Stanley. DES is a Delaware corporation whose subsidiaries include DFS Services
LLC (formerly Discover Financial Services LLC), a Delaware limited liability company headquartered in
Riverwoods, Illinois, two Delaware state-chartered banks, Discover Bank and Bank of New Castle, both of which
are regulated by the Federal Deposit Insurance Corporation (“FDIC”) and the Office of the Delaware State Bank
Commissioner (the “Delaware Commissioner”), and Goldfish Bank Limited, a U.K. entity and direct subsidiary
of Discover Bank that is authorized and regulated in the United Kingdom by the Financial Services Authority
(“FSA”). Prior to the date of the Distribution, a total of 50,000 shares of common stock of DFS were authorized
with par value of $100 per share, and 1,000 shares were issued and outstanding. On the date of the Distribution,
the Company increased the number of authorized shares to 2,200,000,000, consisting of 2,000,000,000 shares of
common stock and 200,000,000 shares of preferred stock.

Basis of Presentation. The accompanying consolidated and combined financial statements have been
prepared in accordance with accounting principles generally accepted in the United States (“GAAP”). The
preparation of financial statements in conformity with GAAP requires the Company to make estimates and
assumptions that affect the amounts reported in the consolidated and combined financial statements and related
disclosures. These estimates are based on information available as of the date of the consolidated and combined
financial statements. The Company believes that the estimates used in the preparation of the consolidated and
combined financial statements are reasonable. Actual results could differ from those estimates.

The financial statements presented in this annual report for periods on or after the Distribution are presented
on a consolidated basis and include the results of operations, financial condition and cash flows of the Company
and its wholly-owned subsidiaries. The financial statements for the periods prior to the Distribution are presented
on a combined basis and reflect the historical combined results of operations, financial condition and cash flows
of the Morgan Stanley subsidiaries that comprised its Discover segment (as described in the preceding section)
for the periods presented. The combined statements of income for periods prior to the Distribution reflect
intercompany expense allocations made to the Discover segment by Morgan Stanley for certain corporate
functions such as treasury, financial control, human resources, internal audit, legal, investor relations and various
other functions historically provided by Morgan Stanley. Where possible, these allocations were made on a
specific identification basis. Otherwise, such expenses were allocated by Morgan Stanley based on relative
percentages of headcount or some other basis depending on the nature of the cost that was allocated. These
historical cost allocations may not be indicative of costs the Company will incur to obtain these same services as
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an independent entity. See Note 26: Related Party Transactions for further information on expenses allocated by
Morgan Stanley. Prior to the Distribution, the Company entered into certain transitional services agreements with
Morgan Stanley and its subsidiaries to obtain certain corporate services for a period generally not expected to
exceed eighteen months at prices negotiated between the two companies. As a stand-alone entity, the Company
expects to incur expenses that may not be comparable in future periods to what is reported for the historical
periods presented in this annual report.

The historical financial results in the combined financial statements presented for periods prior to the
Distribution may not be indicative of the results that would have been achieved had the Company operated as a
separate, stand-alone entity during those periods. The combined financial statements presented for those periods
do not reflect any changes that may occur in the financing and operations of the Company as a result of the
Distribution. The Company has a capital structure different from the capital structure in the combined financial
statements and accordingly, interest expense is not necessarily indicative of the interest expense the Company
would have incurred as a separate, independent company. However, management believes that the combined
financial statements presented for periods prior to the Distribution include all adjustments necessary for a fair
presentation of the business. All intercompany balances and transactions of the Company have been eliminated.

Principles of Consolidation. The consolidated and combined financial statements include the accounts of the
Company and its wholly-owned subsidiaries. The Company’s policy is to consolidate all entities in which it owns
more than 50% of the outstanding voting stock unless it does not control the entity. However, the Company did
not have a controlling financial interest in any entity other than its wholly-owned subsidiaries in the periods
presented in the accompanying consolidated and combined financial statements. It is also the Company’s policy
to consolidate any variable interest entity for which the Company is the primary beneficiary, as required by
Financial Accounting Standards Board (“FASB”) Interpretation No. 46R, Consolidation of Variable Interest
Entities (revised December 2003 )—an interpretation of ARB No. 51 (“FIN 46R”). However, the Company has
determined that it was not the primary beneficiary of any variable interest entity in the periods presented in the
accompanying consolidated and combined financial statements. For investments in any entities in which the
Company owns 50% or less of the outstanding voting stock but in which the Company has significant influence
over operating and financial decisions, the Company applies the equity method of accounting. In cases where the
Company’s investment is less than 20% and significant influence does not exist, such investments are carried at
cost.

Whenever the Company securitizes credit card receivables, it does so using trusts that are qualifying special
purpose entities (“QSPEs”) under FASB Statement of Financial Accounting Standards No. 140, Accounting for
Transfers and Servicing of Financial Assets and Extinguishments of Liabilities, as amended (‘“Statement
No. 140”). As QSPEs, these trusts are specifically exempted from the consolidation provisions of FIN 46R.
Pursuant to the provisions of Statement No. 140 and FIN 46R, these QSPEs are not consolidated by or combined
with the Company and are therefore excluded from the accompanying consolidated and combined financial
statements.

2.  Summary of Significant Accounting Policies

Cash and Cash Equivalents. Cash and cash equivalents includes cash and due from banks, Federal Funds
sold, money market mutual funds and commercial paper. Cash and due from banks is defined by the Company as
cash on hand and on deposit with banks, including time deposits and other highly liquid investments with
maturities of 90 days or less when purchased.

Investment Securities. Investment securities consist of certificated retained beneficial interests in the
Discover Card Master Trust I issued in the form of Class B and Class C notes, U.S. Treasury obligations,
mortgage-backed securities issued by government and government-sponsored agencies and state agency bonds,
all of which have maturities of six months or more when purchased. Investment securities also include U.S.
asset-backed commercial paper notes of one issuer that are currently in default and which are expected to be
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restructured in 2008. Investment securities are classified based on management’s intent on the date of purchase.
Investment securities which the Company has the positive intent and ability to hold to maturity are classified as
held-to-maturity and are reported at amortized cost. All other investment securities are classified as
available-for-sale, as the Company does not hold investment securities for trading purposes. Investment
securities available-for-sale are reported at fair value with unrealized gains and losses, net of tax, reported as a
component of accumulated other comprehensive income included in stockholders’ equity. The amortized cost,
for both held-to-maturity and available-for-sale securities, is adjusted for amortization of premiums and accretion
of discounts. Such amortization or accretion is included in interest income. The Company evaluates its unrealized
loss positions for other-than-temporary impairment in accordance with FASB Staff Position No. 115-1, The
Meaning of Other-Than-Temporary Impairment and its Application to Certain Investments. Realized gains and
losses and other-than-temporary impairments related to investment securities are determined using the specific
identification method and are reported in other income.

Retained Interests in Securitized Assets. The Company periodically transfers credit card loan receivables to
asset securitization trusts. Securitized credit card loan receivables include outstanding principal, interest and fees.
The Company’s securitization transactions are recognized as sales under Statement No. 140; accordingly, the
Company removes securitized credit card receivables from loan receivables on its consolidated and combined
statements of financial condition. The Company may retain interests in the transferred financial assets in various
forms including an undivided seller’s interest, retained certificated beneficial interests, accrued interest and fees
on securitized credit card receivables (“accrued interest receivable”), cash collateral accounts, servicing rights
and rights to certain excess cash flows remaining after payments to investors in the securitization trust of their
contractual rate of return, the payment of servicing fees to the Company and reimbursement of credit card losses
(“interest-only strip receivables”).

The Company includes its undivided seller’s interest within loan receivables in the consolidated and
combined statements of financial condition. A portion of the undivided seller’s interest will be reclassified as
loans held for sale to the extent that new securitizations are expected to take place. Due to contractual
requirements to hold minimum seller’s interest percentages under the securitization agreements, only a portion of
the Company’s undivided seller’s interest can be classified as held for sale (also see Loans Held for Sale). The
Company classifies retained certificated beneficial interests as investment securities — available-for-sale on the
consolidated and combined statements of financial condition at their estimated fair values. All other retained
interests are recorded on the consolidated and combined statements of financial condition in amounts due from
asset securitization at their estimated fair values. These other retained interests are accounted for like trading
securities and accordingly, changes in their estimated fair values are recorded in securitization income. The
Company does not recognize servicing assets or servicing liabilities for servicing rights since the servicing fee
approximates just adequate compensation to the Company for performing the servicing.

Cash flows associated with the securitization of credit card receivables that were originated for investment
are included in cash flows from investing activities. Cash flows related to credit card receivables transferred to
the trust during the term of a securitization in order to maintain a constant level of investor interest in receivables
are classified as operating cash flows, as those receivables are treated as being originated specifically for sale.

Loans Held for Sale. Loans held for sale includes the amount of credit card receivables necessary to support
net new securitization transactions expected to take place in the next three months as well as mortgages that were
originated with the intent to sell. Management believes its ability to reasonably forecast the amount of existing
credit card receivables that should be reclassified as held for sale is limited to three months from the balance
sheet date, as securitizations that occur beyond that point will involve a significant proportion of receivables that
have not yet been originated, due to cardholder repayment behavior and the revolving nature of credit cards. In
estimating the amount of credit card receivables that should be classified as held for sale, the Company considers
its ability to access the securitization market given current market conditions, scheduled maturities of outstanding
asset-backed securities, management’s targeted mix of funding sources used, and the relative availability of the
Company’s other funding sources.
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The amount of credit card receivables classified as held for sale is determined on a homogeneous portfolio
basis, because the seller’s interest represents an undivided interest in each loan transferred to the securitization
trust. In contrast, mortgages held for sale are classified on an individual loan basis. The Company includes its
loans held for sale in loan receivables and carries these assets at the lower of aggregate cost or fair value. The par
value of loans classified as held for sale in the consolidated and combined statements of financial condition
approximates their fair values as a result of the short-term nature of these assets. An allowance for loan losses
does not apply to loans held for sale.

When credit card receivables that are classified as held for sale are securitized and beneficial interests are
issued to third parties, loans held for sale is reduced, cash is received and amounts due from asset securitization
is adjusted to reflect changes in the Company’s retained interests as applicable. When certificated beneficial
interests are retained, loans held for sale is reduced and investment securities — available-for-sale is increased.

Loan Receivables. Loan receivables consist of credit card receivables and other loans and include loans
classified as held for sale and loans classified as held for investment. Loans held for investment include credit
card, commercial loans and other consumer loans. Credit card receivables include consumer credit card
receivables and business credit card receivables. Business credit card receivables are presented in the
consolidated and combined financial statements and accompanying notes as commercial loans. Other consumer
loans consist of mortgages and other consumer installment loans. Consumer and business credit card loan
receivables are reported at their principal amounts outstanding and include uncollected billed interest and fees.
Other consumer loans are reported at their principal amounts outstanding.

All new originations of credit card receivables (except for the amount of new receivables transferred to the
trust during the term of a securitization to maintain a constant level of investor interest in receivables) are
deemed to be held for investment at origination because management has the intent and ability to hold them for
the foreseeable future. In determining the amount of loans held for investment, management makes judgments
about the Company’s ability to fund these loans through means other than securitization, such as deposits and
other borrowings, and considers the targeted mix of funding sources to be used. In determining what constitutes
the foreseeable future, management considers the short average life and homogeneous nature of credit card
receivables. In assessing whether loans can continue to be held for investment, management also considers
capital levels and scheduled maturities of funding instruments used. Management believes that the assertion
regarding its intent and ability to hold credit card loans for the foreseeable future can be made with a high degree
of certainty given the maturity distribution of deposits and other on-balance sheet funding instruments, the
historic ability to replace maturing deposits and other borrowings with new deposits or borrowings, and historic
credit card payment activity. Due to the homogeneous nature of credit card receivables, loans are classified as
held for investment on a portfolio basis. When a decision to securitize additional credit card receivables is made,
to the extent necessary, loans held for investment will be reclassified as held for sale on a portfolio basis.

Cash flows associated with loans that are originated with the intent to sell are included in cash flows from
operating activities. Cash flows associated with loans originated for investment are classified as investing cash
flows, regardless of a subsequent change in intent.

Allowance for Loan Losses. The Company maintains an allowance for loan losses at a level that is adequate
to absorb probable losses inherent in the loan portfolio. The allowance is evaluated quarterly for adequacy and is
established through a charge to the provision for loan losses. Additions to the allowance are made through
charges to the provision for loan losses and when reserves are acquired as part of business or portfolio
acquisitions. Charge-offs are deducted from the allowance and subsequent recoveries increase the allowance.

The allowance for loan losses is applicable to the loan portfolio. In estimating net charge-offs inherent in the
credit card loan portfolio, the Company uses an approach which utilizes a migration analysis of delinquent and
current credit card receivables. A migration analysis is a technique used to estimate the likelihood that a loan
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receivable will progress through the various stages of delinquency to charge off. The migration analysis
considers uncollectible principal, interest and fees reflected in loan receivables. In determining the proper level
of the allowance for loan losses, management also considers factors that may impact loan loss experience,
including current economic conditions, recent trends in delinquencies and bankruptcy filings, account collection
management, policy changes, account seasoning, loan volume and amounts, payment rates and forecasting
uncertainties.

The allowance for loan losses is applicable only to the Company’s owned loan portfolio and does not
consider losses inherent in securitized loans. Net charge-offs related to securitized loans are absorbed by the
securitization trusts pursuant to the terms of documents governing the securitization transactions, and as such, are
not included in the Company’s allowance for loan losses but are reflected in the valuation of the interest-only
strip receivable.

Delinquent Loans. The entire balance of an account is contractually past due if the minimum payment is not
received by the specified date on the cardmember’s billing statement. Delinquency is reported on loans that are
30 or more days past due.

Credit card loans are charged-off at the end of the month during which an account becomes 180 days past
due, except in the case of cardmember bankruptcies, probate accounts and fraudulent transactions. Cardmember
bankruptcies and probate accounts are charged-off at the end of the month 60 days following the receipt of
notification of the bankruptcy or death, but not later than the 180-day time frame described above. The
Company’s charge-off policies comply with guidelines established by the Federal Financial Institutions
Examination Council (“FFIEC”).

Fraudulent transactions are included in loan receivables. Receivables associated with alleged or potential
fraud are adjusted to their net realizable value upon receipt of notification of such fraud through a charge to other
expense and are subsequently written off at the end of the month 90 days following notification, but not later than
the contractual 180-day time frame.

The practice of re-aging an account also may affect credit card loan delinquencies and charge-offs. A re-age
is intended to assist delinquent cardmembers who have experienced financial difficulties but who demonstrate
both an ability and willingness to repay. Accounts meeting specific criteria are re-aged when the Company and
the cardmember agree on a temporary repayment schedule that may include concessionary terms. With re-aging,
the outstanding balance of a delinquent account is returned to a current status. Cardmembers may also qualify for
a workout re-age when either a longer term or permanent hardship exists. The Company’s re-age practices
comply with FFIEC guidelines.

Premises and Equipment, net. Premises and equipment, net are stated at cost less accumulated depreciation
and amortization, which is computed using the straight-line method over the estimated useful lives of the assets.
Buildings are depreciated over a period of 39 years. The costs of leasehold improvements are capitalized and
depreciated over the lesser of the remaining term of the lease or the asset’s estimated useful life, typically ten
years. Furniture and fixtures are depreciated over a period of five to ten years. Equipment is depreciated over
three to ten years. Capitalized leases, consisting of computers and processing equipment, are depreciated over
three and six years, respectively. Maintenance and repairs are immediately expensed, while the costs of
improvements are capitalized.

Purchased software and capitalized costs related to internally developed software are amortized over their
useful lives of three to five years. Costs incurred during the application development stage related to internally
developed software are capitalized in accordance with American Institute of Certified Public Accountants
Statement of Position 98-1, Accounting for the Cost of Computer Software Developed or Obtained for Internal
Use (“SOP 98-17). Pursuant to SOP 98-1, costs are expensed as incurred during the preliminary project stage and
post implementation stage. Once the capitalization criteria of SOP 98-1 have been met, external direct costs
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incurred for materials and services used in developing or obtaining internal-use computer software, payroll and
payroll-related costs for employees who are directly associated with the internal-use computer software project
(to the extent those employees devoted time directly to the project), and interest costs incurred when developing
computer software for internal use are capitalized. Amortization of capitalized costs begins when the software is
ready for its intended use. Capitalized software is included in premises and equipment, net in the Company’s
consolidated and combined statements of financial condition. See Note 7: Premises and Equipment for further
information about the Company’s premises and equipment.

Goodwill. Goodwill is recorded as part of the Company’s acquisitions of businesses when the purchase price
exceeds the fair value of the net tangible and separately identifiable intangible assets acquired. The Company’s
goodwill is not amortized, but rather is subject to an impairment test at the reporting unit level each year, or more
often if conditions indicate impairment may have occurred, pursuant to FASB Statement of Financial Accounting
Standards No. 142, Goodwill and Other Intangible Assets (“Statement No. 142”). In the fourth quarter of 2007,
the Company recognized goodwill impairment associated with its International Card segment. See Note 9:
Goodwill for information concerning this impairment charge. There was no impairment of the Company’s
goodwill in the years ended November 30, 2006 and 2005.

Intangible Assets. The Company’s amortizable intangible assets consists primarily of acquired customer
relationships and trade name intangibles. Acquired customer relationships include purchased credit cardholder
relationships (“PCCRs”) and other customer relationships. All of the Company’s amortizable intangible assets
are carried at net book value and are amortized over their estimated useful lives. The amortization periods
approximate the periods over which the Company expects to generate future net cash inflows from the use of
these assets. Accordingly, PCCRs and other customer relationships are amortized over a useful life of 15 years,
and trade names are amortized over a useful life of 25 years. The Company’s policy is to amortize all intangibles
in a manner that reflects the pattern in which the projected net cash inflows to the Company are expected to
occur, as opposed to the straight-line basis. This method of amortization typically results in a greater portion of
the intangible asset’s carrying value being amortized in the earlier years of the asset’s useful life.

All of the Company’s amortizable intangible assets, as well as other amortizable or depreciable long-lived
assets such as premises and equipment, are subject to impairment testing in accordance with Statement of
Financial Accounting Standards No. 144, Accounting for the Impairment or Disposal of Long-Lived Assets
(“Statement No. 144”) when events or conditions indicate that the assets may not be fully recoverable. A test for
recoverability is done by comparing the asset’s carrying value to the sum of the undiscounted future net cash
inflows expected to be generated from the use of the asset over its remaining useful life. In accordance with
Statement No. 144, impairment exists if the sum of the undiscounted expected future net cash inflows is less than
the carrying amount of the asset. Impairment would result in a write-down of the asset to its estimated fair value.
The estimated fair values of these assets are based on the discounted present value of the stream of future net
cash inflows expected to be derived over their remaining useful lives. If an impairment write-down is recorded,
the remaining useful life of the asset will be evaluated to determine whether revision of the remaining
amortization or depreciation period is appropriate. In the fourth quarter of 2007, the Company recognized
impairment of certain amortizable intangible assets associated with its International Card segment. See Note 10:
Other Intangible Assets for further details concerning these impairment charges. There was no impairment write-
down of any of the Company’s intangible assets nor of any of the Company’s other amortizable or depreciable
long-lived assets for the years ended November 30, 2006 and 2005.

Securitization Income. In accordance with Statement No. 140, when beneficial interests in securitized
receivables are issued to third-party investors, the Company recognizes a gain on the transfer of the loan
receivables. The amount of the gain depends in part on the previous carrying amount of the assets involved in the
transfer, allocated between the assets transferred and the retained interests based upon their relative fair values at
the date of the transfer. An interest-only strip receivable is recorded in the consolidated and combined statements
of financial condition and represents the contractual right to receive interest and certain other revenue less certain
costs, including charge-offs on securitized loans and the interest paid to investors in the securitization
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transactions (“the excess spread”) from the trust over the estimated life of the securitized loan receivables. The
interest-only strip receivable is recorded at its estimated fair value with subsequent changes in fair value recorded
in securitization income. The Company estimates the fair value of the interest-only strip receivable based on the
present value of expected future cash flows using management’s best estimate of the key assumptions, including
forecasted interest yield, loan losses and payment rates, the interest rate paid to investors and a discount rate
commensurate with the risks involved. The recognition of securitization income from the actual net excess cash
flows accrued is offset in part by the revaluation of the interest-only strip receivable such that the interest-only
strip receivable reflects only future excess cash flows. Also included in securitization income is the annual
servicing fee the Company receives based on a percentage of the investor interest outstanding. The Company
does not recognize servicing assets or servicing liabilities for servicing rights since the servicing fee
approximates just adequate compensation to the Company for performing the servicing. In addition, for
securitization transactions completed on or after November 3, 2004, the Company, in accordance with governing
securitization documents, allocates portions of discount and interchange revenue to new securitization
transactions, which is also recognized as securitization income. Securitization transaction costs are deferred and
amortized to securitization income over the life of the related transactions.

Loan Interest and Fee Income. Interest on loans is comprised largely of interest on credit card loans and is
recognized based upon the amount of loans outstanding and their contractual interest rate. Interest on loans is
included in loan receivables when billed to the cardmember. The Company accrues unbilled interest revenue on a
monthly basis from a cardmember’s billing cycle date to the end of the month. The Company applies an estimate
of the percentage of loans that will revolve in the next cycle in the estimation of the accrued unbilled portion of
interest revenue that is included in accrued interest receivable on the consolidated and combined statements of
financial condition. The Company also applies the same estimate in the valuation of the accrued interest on
securitized loans that is included in amounts due from asset securitization.

The Company recognizes fees (except annual fees and certain product fees) on loan receivables in earnings
as fees are assessed. Annual fees and certain product fees are recognized in revenue ratably over the periods to
which they relate. Loan fee income consists of fees on credit card loans and includes annual, late, overlimit,
balance transfer, returned check, cash advance and other miscellaneous fees and is reflected net of waivers. These
fees are included in loan receivables when billed to credit card loans and accrued interest receivable when billed
to other consumer loans. Pursuant to EITF Issue No. 92-5, Amortization Period for Net Deferred Credit Card
Origination Costs, direct loan origination costs on credit card loans are deferred and amortized to consumer or
commercial loan interest income on a straight-line basis over a one-year period. As of November 30, 2007 and
2006, the remaining unamortized deferred costs related to these items were $24.7 million and $29.4 million,
respectively, and are recorded in loan receivables.

The Company accrues interest and fees on loan receivables until the loans are paid or charged-off, except in
instances of cardmember bankruptcy, death or fraud, where no further interest and fee accruals occur following
notification. The Company may, in connection with collection activities, place a loan on non-accrual status.
When loan receivables are charged-off, unpaid accrued interest and fees are reversed against the income line
items in which they were originally recorded in the consolidated and combined statements of income. The
Company considers uncollectible interest and fee revenues in assessing the adequacy of the allowance for loan
losses.

Discount and Interchange Revenue. The Company earns discount revenue from fees charged to merchants
with whom the Company has entered into a direct card acceptance agreement for processing Discover Network
card transactions. The Company earns acquirer interchange revenue from merchant acquirers on all Discover
Network card transactions made by cardholders at merchants with whom merchant acquirers have entered into
card acceptance agreements for processing cardholder purchase transactions. Discount revenue is deducted from
the payment to the merchant and recorded in discount and interchange revenue at the time the cardholder charge
transaction is captured.
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Issuer interchange is a fee paid to the card issuing entity as compensation for risk and other operating costs.
In the United Kingdom, where the Company issues MasterCard Worldwide (together with its predecessors,
“MasterCard”) and Visa U.S.A., Inc. (together with its predecessors, “Visa”) branded cards, the Company earns
interchange revenue from those networks. Such fees are set by MasterCard and Visa and are based on
cardmember sales volumes. Issuer interchange revenue is recognized as earned and recorded in discount and
interchange revenue.

The Company also pays issuer interchange to third-party card issuers that have entered into contractual
arrangements to issue cards on the Discover Network. This cost is contractually established and is based on the
card issuing entity’s transaction volume. It is recorded at the time the cardholder transaction is captured. The
Company earns discount revenue or acquirer interchange from these transactions, net of the issuer interchange
cost paid to the card issuing entity.

Cardmember Rewards. The Company offers its cardmembers various reward programs, including the
Cashback Bonus reward program, pursuant to which the Company pays certain cardmembers a reward equal to a
percentage of their purchase amounts based on the type and volume of the cardmember’s purchases. The liability
for cardmember rewards, which is included in accrued expenses and other liabilities on the consolidated and
combined statements of financial condition, is estimated on an individual cardmember basis and is accumulated
as qualified cardmembers make progress toward earning the reward through their ongoing purchase activity. In
determining the appropriate liability for cardmember rewards, the Company estimates forfeitures of rewards
accumulated but not redeemed based on historical account closure and charge-off experience and actual
cardmember purchase activity. In accordance with EITF Issue No. 00-22, Accounting for ‘Points’ and Certain
Other Time-Based or Volume-Based Sales Incentive Offers, and Offers for Free Products or Services to Be
Delivered in the Future, the Company recognizes cardmember rewards cost as a reduction of discount and
interchange revenue. For the years ended November 30, 2007, 2006 and 2005, rewards costs amounted to $787.2
million, $767.2 million and $659.3 million, respectively. At November 30, 2007 and 2006, the liability for
cardmember rewards, adjusted for estimated forfeitures, was $845.6 and $811.9 million, respectively.

Insurance (Credit Fee Products). The Company earns revenue related to fees received for marketing credit
related ancillary products including insurance, debt deferment/debt cancellation contracts and credit protection
services to cardmembers. The amount of revenue recorded is based on the terms of insurance policies and
contracts with third-party providers. The Company does not retain any significant underwriting loss exposure.
The Company recognizes this income over the policy or contract period as earned.

Transaction Processing Revenue. Transaction processing revenue represents fees charged to financial
institutions and merchants for processing automated teller machine, debit and point-of-sale transactions over the
PULSE Network. Transaction processing revenue is recognized in the consolidated and combined statements of
income at the time the transaction is processed. Amounts paid to financial institutions as incentives to enter into
contractual arrangements to route their ATM, debit and point-of-sale transactions through the PULSE Network,
through which the Company earns transaction processing revenue, are accounted for as an offset to this line item
in accordance with EITF Issue No. 01-9, Accounting for Consideration Given by a Vendor to a Customer
(Including a Reseller of the Vendor’s Products).

Stock-based Compensation. Certain employees of the Company have received stock-based compensation
under Morgan Stanley’s executive compensation programs. The cost associated with participation in these
programs was historically allocated to the Company and reported in employee compensation and benefits
expense. The Company’s compensation expense in periods prior to the Distribution reflects the adoption by
Morgan Stanley of the fair value method of accounting for stock-based payments under Statement of Financial
Accounting Standards No. 123R, Share-Based Payment (“Statement No. 123R”) using the modified prospective
approach as of December 1, 2004. Prior to the adoption of Statement No. 123R, Morgan Stanley had adopted the
fair value method prospectively for awards granted on or after December 1, 2002, as permitted under the
transition guidance of Statement of Financial Accounting Standards No. 148, Accounting for Stock-Based
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Compensation—Transition and Disclosure, an amendment of FASB Statement No. 123. For awards granted prior
to December 1, 2002 (some of which remained unvested or unexercised in the periods presented in these
financial statements), Morgan Stanley applied the intrinsic value method prescribed by Accounting Principles
Board Opinion No. 25, Accounting for Stock Issued to Employees.

Additionally, based on interpretive guidance related to Statement No. 123R, in the first quarter of 2006,
Morgan Stanley changed its accounting policy for expensing the cost of anticipated 2006 year-end stock-based
awards that were granted to retirement-eligible employees in the first quarter of 2007. Effective December 1,
2005, Morgan Stanley began accruing the estimated cost of these awards over the course of the current year
rather than expensing the awards on the date of grant. Allocations made to the Company in periods prior to the
Distribution reflect this change.

Advertising Costs. The Company expenses advertising costs as incurred. Television advertising costs are
expensed in the period in which the advertising is first aired. Advertising costs are recorded in marketing and
business development.

Income Taxes. Income tax expense is provided for using the asset and liability method, under which
deferred tax assets and liabilities are determined based on the temporary differences between the financial
statement and income tax bases of assets and liabilities using currently enacted tax rates. See Note 17: Income
Taxes for more information about the Company’s income taxes.

The Company’s taxable income was historically included in the consolidated U.S. federal income tax return
of Morgan Stanley and in returns filed by Morgan Stanley with certain state taxing jurisdictions. For periods
prior to the Distribution, the Company’s income tax liability has been computed and presented in these
statements as if it were a separate tax-paying entity. For periods prior to the Distribution, Federal and state taxes
were remitted to Morgan Stanley pursuant to a tax sharing agreement between the companies.

Financial Instruments Used for Asset and Liability Management. The Company enters into derivative
financial instruments, specifically interest rate swaps, for non-trading purposes. The Company uses interest rate
swaps to manage interest rate risk arising from interest-bearing deposits. Through October 2006, derivative
financial instruments were designated and qualified as fair value hedges in accordance with Statement of
Financial Accounting Standards No. 133, Accounting for Derivative Instruments and Hedging Activities, as
amended (“Statement No. 133”). Derivative contracts having positive net fair values at November 30, 2007 and
2006, inclusive of net accrued interest receipts or payments, are recorded in other assets. Derivative contracts
with negative net fair values, inclusive of net accrued interest payments or receipts, are recorded in accrued
expenses and other liabilities. With regard to such derivatives hedging interest-bearing deposits, through October
2006, changes in both the fair value of the derivatives and the gains or losses on the hedged interest-bearing
deposits relating to the risk being hedged were recorded in interest expense and provided offset to one another.
Ineffectiveness related to these fair value hedges, if any, was recorded in interest expense. To the extent that
differences in notional amounts of the derivatives and hedged liabilities arose subsequent to the closing of the
transactions, the hedge relationship was de-designated, with the change in the fair value of the derivatives
recorded currently in other income. On November 1, 2006, the Company de-designated all of the derivatives
which previously hedged interest-bearing deposits and no longer accounted for them as fair value hedges.
Beginning in November 2006, the basis adjustments to the fair value of the interest-bearing deposits that arose
from the previous hedge accounting are amortized to interest expense over the lives of the previously hedged
interest-bearing deposits using the effective yield method. Subsequent changes in the fair value of the interest
rate swaps were recorded in other income.

Beginning July 1, 2007, the Company designated certain derivatives to hedge specific longer term interest-
bearing deposits, qualifying them as fair value hedges under the long haul method in accordance with Statement
No. 133. These derivatives were among those previously de-designated on November 1, 2006. The basis
adjustments to the fair value of interest-bearing deposits that arose from this previous hedge accounting, as well
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as the basis adjustments existing on the hedged interest-bearing deposits at the time of re-designation, are
amortized to interest expense over the lives of the related interest-bearing deposits using the effective yield
method. To the extent these fair value hedges are effective, changes in the fair value of the derivatives and the
gains or losses on the hedged interest-bearing deposits relating to the risk being hedged are recorded in interest
expense, providing offset to one another. In contrast, changes in the fair value of interest rate swaps that do not
qualify as fair value hedges are recorded in other income.

For each interest rate swap agreement the Company entered into with the Discover Card Master Trust I to
hedge a securitization transaction, the Company also entered into a mirror interest rate swap agreement with
equal and offsetting terms. Net fair values of these agreements were recorded in other assets and accrued
expenses and other liabilities, as applicable for positive and negative net fair values, respectively. Changes in the
fair value of these interest rate agreements are recorded in earnings netting to an effect of zero as a result of the
offsetting positions. See Note 22: Fair Value Disclosures for further discussion concerning derivative financial
instruments.

Accumulated Other Comprehensive Income. In accordance with Statement of Financial Accounting
Standards No. 130, Reporting Comprehensive Income, the Company records unrealized gains and losses on
available-for-sale securities, certain pension adjustments and foreign currency translation adjustments in
accumulated other comprehensive income on an after tax basis where applicable. The Company presents
accumulated other comprehensive income, net of tax, in its consolidated and combined statements of changes in
stockholders’ equity.

Translation of Foreign Currencies. The financial statements of the Company’s consolidated and combined
foreign subsidiaries have been translated into U.S. dollars in accordance with GAAP. Assets and liabilities have
been translated using the exchange rate in effect at each year-end; income and expense amounts have been
translated using the average exchange rate for the period in which the transactions occurred. The translation gains
and losses resulting from the change in exchange rates have been reported as a component of accumulated other
comprehensive income included in stockholders’ equity.

Recently Issued Accounting Pronouncements

In July 2006, the FASB issued FASB Interpretation No. 48, Accounting for Uncertainty in Income Taxes, an
interpretation of FASB Statement No. 109 (“FIN 48”). FIN 48 clarifies the accounting for uncertainty in income
taxes recognized in a company’s financial statements and prescribes a recognition threshold and measurement
attribute for the financial statement recognition and measurement of a tax position taken or expected to be taken
in an income tax return. FIN 48 also provides guidance on derecognition, classification, interest and penalties,
accounting in interim periods, disclosure and transition. FIN 48 is effective for the Company as of December 1,
2007. The Company anticipates that the adoption of FIN 48 will result in a charge to the opening balance of
retained earnings as of December 1, 2007 of approximately $8.7 million.

In June 2007, the FASB’s EITF ratified Issue No. 06-11, Accounting for Income Tax Benefits of Dividends
on Share-Based Payment Awards (“EITF 06-117), which clarifies the accounting for income tax benefits related
to dividends paid on stock-based awards. The issue is effective for awards declared in fiscal years beginning after
December 15, 2007, and interim periods within those years. EITF 06-11 is not expected to have a material impact
on the Company’s consolidated financial condition, results of operations or cash flows.

3. Accounting Change

In accordance with Statement No. 142, the Company completed its annual goodwill impairment testing as of
December 1, 2006 and 2005. During the quarter ended August 31, 2007 but prior to the Distribution, the
Company changed the date of its annual goodwill impairment testing to June 1 in order to move the impairment
testing outside of the normal year-end reporting process to a date when resources are less constrained. As a result
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of the change in the date of the annual goodwill impairment test, goodwill was evaluated for impairment as of
June 1, 2007, after which management concluded that goodwill was not impaired as of that date. The Company
believes that the resulting change in accounting principle related to the annual testing date did not delay,
accelerate, or avoid an impairment charge. The Company determined that the change in accounting principle
related to the annual testing date is preferable under the circumstances and does not result in adjustments to the
Company’s financial statements when applied retrospectively. In accordance with Statement No. 142, the
Company also considers the need for interim impairment testing when circumstances requiring it arise.
Management determined that an interim test was needed in the fourth quarter of 2007 for goodwill associated
with the International Card segment and that evaluation resulted in the recognition of an impairment charge. See
Note 9: Goodwill for further details concerning the fourth quarter goodwill impairment charge related to the
International Card segment.

4. Investment Securities

The Company’s investment securities consist of the following (dollars in thousands):

November 30,
2007 2006
U.S. Treasury and other U.S. government agency obligations ........................ $ 23,160 $22,838
State and political subdivisions of States . .. .. ...t 61,091 41,836
Other SECUTILIES . . . . ottt ettt e e e e e e e 441,188 19,737
INVESEMENE SECULILIES -« « o v e e e e e e e e e e e e e e e e e e e e e e $525,439 $84,411

The following table summarizes investment securities—held-to-maturity by type (dollars in thousands):

Net Book  Unrealized Unrealized Fair
Value Gains Losses Value
At November 30, 2007
Investment Securities—Held-to-Maturity
U.S. Treasury and other U.S. government agency
obligations ...................................... $ 5930 $ 38 — § 5933
State and political subdivisions of states .. ............... 61,091 388 4,379) 57,100
Mortgage-backed securities . ............. i, 17,230 192 37 17,385
Other debt securities . ................ ..., 20,351 — — 20,351
Total investment securities—held-to-maturity . ....... $104,602 $ 583  $(4,416) $100,769
At November 30, 2006
Investment Securities—Held-to-Maturity
U.S. Treasury and other U.S. government agency
ObGAtiONS . ...\ttt $ 1466 $ — $ — $ 1466
State and political subdivisions of states .. ............... 41,836 512 (462) 41,886
Mortgage-backed securities . ... .......... ... 21,372 144 (50) 21,466
Other debt securiti€s ........ ... 17,423 — — 17,423
Total investment securities—held-to-maturity ........ $ 82097 $ 656 $ (512) $ 82,241
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The following table summarizes investment securities that have been in a continuous unrealized loss
position for less than 12 months and those that have been in an unrealized loss position for 12 months or more
(dollars in thousands):

Less than 12 months More than 12 months

Unrealized Fair Unrealized Fair
Losses Value Losses Value
At November 30, 2007
Investment Securities—Available-for-Sale
Equity SECUTItIES ... ..ottt e $ (705 $ 1295 $§ — $ —
Other debt securities . ...........couri .. $(4,139) $310,861 $ — $ —
Investment Securities—Held-to-Maturity
State and political subdivisions of states . .................. $(3,048) $ 36,742  $(1,331) $8,664
Mortgage-backed securities . ............................ $ — $ — % (@37 $2,039
At November 30, 2006
Investment Securities—Available-for-Sale
EQUity SECUTItES . ...\t ettt e $ — & — $ — $ —
Investment Securities—Held-to-Maturity
State and political subdivisions of states .. ................. $ 462) $ 9538 $ — $ —
Mortgage-backed securities . ............................ $ — § — $ (50) $3,839

Management has determined that it has the intent and ability to hold these investments until maturity.

During the years ended November 30, 2007, 2006 and 2005, investment securities—held-to-maturity with
state and political subdivisions of states incurred losses of $5 thousand, $33 thousand and $3 thousand (excluding
any tax effects), respectively. These losses reflect the write-down of the bonds to net realizable value and are
recorded in other income. There were no other impairment charges on held-to-maturity securities recorded in the
years ended November 30, 2007, 2006 and 2005.

During the years ended November 30, 2007, 2006 and 2005, tax exempt income earned on investment
securities of state and political subdivisions of states was $2.2 million, $1.0 million and $33 thousand,
respectively. U.S. Treasury obligations held at the Federal Reserve Bank of Philadelphia at November 30, 2007,
2006 and 2005 of $1.6 million, $1.5 million and $1.2 million, respectively, were pledged securities to provide
collateral for public deposits in excess of FDIC insurance limits.

Included in investment securities—held-to-maturity at November 30, 2007 and 2006 are commercial
advances of $18.7 million and $15.9 million, respectively, related to the Company’s Community Reinvestment
Act strategies.

Investment securities classified as available-for-sale consist of marketable equity and debt securities. The
following table summarizes investment securities—available-for-sale (dollars in thousands):

November 30,

2007 2006 2005
Equity securities
AmOrtized COSt . ..o v $ 2,000 $2,000 $ 2,000
Fair vallue . . . oo oo e $ 1,295 $2314 $2,362
Gross unrealized (10SS)/ZAIN . .. ..\ $ (705) $ 314 $ 362
Accumulated other comprehensive (loss)/income, netof tax .............. $ @452) $ 203 $ 228
Dividend income (for the years ended November 30) ................... $ 180 $ 180 $ 176
Other debt securities
AMOTtized COSt . ..ttt $423,681 $ — $ —
Fairvalue . .. ... .. $419,542 $§ — $ —
Gross unrealized 10SS . . . . .o oot e $ 4,139 $ — $ —
Accumulated other comprehensive loss, netof tax . ..................... $ 2,609) $§ — $ —
Interest income (for the years ended November30) ..................... $ 5311 $ — $ —



Investment securities—available-for-sale are reported in the consolidated and combined statements of
financial condition at their fair values with unrealized gains and losses recorded in accumulated other
comprehensive income. Losses considered to be other-than-temporary are recorded as a reduction to other
income and the cost basis of each impaired security is decreased accordingly.

Other debt securities reported as available-for-sale include certificated retained interests in the Discover
Card Master Trust I (the “Trust”) having an amortized cost of $315.0 million and asset-backed commercial paper
notes (hereinafter the “notes”) having an amortized cost of $108.7 million. During the year ended November 30,
2007, an $11.4 million other-than-temporary impairment was recorded on the notes. There were no other
impairment charges on available-for-sale securities recorded in the years ended November 30, 2007, 2006 and
2005.

The notes represent U.S. asset-backed commercial paper notes of one issuer. At August 31, 2007, the notes
were assets of the Trust, to which the Company holds certain retained beneficial interests, including an undivided
fractional interest and the right to certain Trust collections. When purchased as an asset of the Trust, the notes
carried the highest available credit rating for commercial paper but were subsequently downgraded to below
investment grade due to rating agencies’ concerns about the issuer’s exposure to U.S. sub-prime mortgage-backed
securities. As a result of the downgrades, the mandatory acceleration trigger for the commercial paper program had
been breached, causing the issuer’s liabilities to be accelerated and leading to a wind-down of the commercial paper
program, which may result in the liquidation of the issuer’s assets or a restructuring of its liabilities. No proceeds
were received by the Trust on the September 14, 2007 maturity date of the notes. On the Trust’s September 17,
2007 distribution date, the Company received part of its distribution of collections in cash and the remainder in the
form of these notes which had a par value of $120.1 million. As the notes are no longer traded, fair value at
November 30, 2007 was determined utilizing a valuation analysis performed by the investment advisor assigned by
the trustee of the commercial paper program, reflecting an estimate of the market value of the assets held by the
issuer. The Company currently expects these notes to be restructured by the issuer sometime in 2008, which,
depending on the terms, may result in further impairment of the Company’s investment.

Maturities and yields of available-for-sale debt securities and held-to-maturity securities at November 30,
2007 are provided in the tables below (dollars in thousands):

After
After One Five
Year Years
One Year Through Through
or Five Ten After Ten
Less Years Years Years Total

Available-for-sale—Amortized Cost

Other debt SECUrities . .. ..o vt $108,681 $315,000 $ — $ — $423,681
Held-to-maturity—Book Values

U.S. Treasury and other U.S. government agency

obligations ........... .. ... . .. ... 5,930 — — — 5,930
State and political subdivisions of states ........... — — 10,000 51,091 61,091
Mortgage-backed securities ..................... — — — 17,230 17,230
Other debt securities . .............c.coviiren. . 14,383 1,218 3,177 1,573 20,351

Total investment securities—held-to-maturity ... $ 20,313 $ 1,218 $13,177 $69,894 $104,602

Available-for-sale—Fair Values

Other debt securities ... ..., $108,681 $310,861 $ — $ — $419,542
Held-to-maturity—Fair Values

U.S. Treasury and other U.S. government agency

obligations ........... .. .. i 5,933 — — — 5,933
State and political subdivisions of states ........... — — 10,387 46,713 57,100
Mortgage-backed securities . .................... — — — 17,385 17,385
Other debt securities ... ..., .. 14,383 1,218 3,177 1,573 20,351

Total investment securities—held-to-maturity ... $ 20,316 $ 1,218 $13,564 $65,671  $100,769
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After
After One Five

Year Years
One Year Through Through
or Five Ten After Ten
Less Years Years Years Total

Investment securities—available-for-sale

Other debt securities .. ............c.ciiuienen.. 0.00% 6.00% — — 4.44%
Investment securities—held-to-maturity

U.S. Treasury and other U.S. government agency

obligations . .......... .. .. 3.69% — — — 3.69%
State and political subdivisions of states ........... — — 5.42% 4.66% 4.78%
Mortgage-backed securities . .................... — — — 5.52% 5.52%
Other debt securities ................ ... ... 6.77% 6.32% 6.66% 5.07% 6.59%

Total investment securities—held-to-maturity . . . 5.87% 6.32% 5.72% 4.88% 5.19%

The Company had no investment securities classified as trading during the years ended November 30, 2007
and 2006.

In 2005, the Company acquired investment securities available-for-sale and held-to-maturity of $5.5 million
and $6.8 million, respectively, with the acquisition of the PULSE business. In that same year, the Company sold
the investment securities at a net loss of $37 thousand. There were no other investment securities sold during the
years ended November 30, 2007, 2006 and 2005.

5. Loan Receivables

Loan receivables consist of the following (dollars in thousands):

November 30,
2007 2006
Loans held for sale:
DOMESHIC . . oo ottt e e e e $ — % 1,056,380
International .. ... ... ... ... e — —
Total loans held forsale ........... ... . . . . . . . — 1,056,380
Loan portfolio:
Credit card
DOMESHIC . . . oottt 20,345,787 19,582,675
International .. ... ... .. ... ... 3,123,178 2,952,506
Total creditcard .. ... ... . . .. . . . 23,468,965 22,535,181
Commercial loans
DOMESTIC . . v oot 234,136 59,089
Total commercial loans . ................ ittt 234,136 59,089
Total credit card, including consumer and commercial ................ 23,703,101 22,594,270
Other consumer loans
DOMESHIC . . ot 251,194 92,100
International . . ... ... .. ... ... — —
Total other consumer loans ................ .. ... 251,194 92,100
Total loan portfolio . .. ... . 23,954,295 22,686,370
Total loan receivables . . ... ... .. 23,954,295 23,742,750
Allowance for loan losses
DOMESTIC . . . oottt e (759,925) (703,917)
International . ... ... ... . ... e (156,919) (128,566)
Total allowance forloan 1osses . .............ciiiiiennn. .. (916,844) (832,483)
Net loanreceivables . ............. .. . $23,037,451 $22,910,267
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Proceeds from loan sales are as follows (dollars in thousands):

For the Years Ended November 30,

2007 2006 2005
Net proceeds from credit card securitizations ...................... $8,434,488 $8,740,325 $7,231,301
Net proceeds from mortgage and installment loan sales . . ............ 102,905 399,073 217,592
Net proceeds from loansales .............. ... .. ... ......... $8,537,393  $9,139,398 $7.448,893

Activity in the allowance for loan losses is as follows (dollars in thousands):

For the Years Ended November 30,

2007 2006 2005

Balance at beginning of period ............ ... ... ... ... ... ..., $ 832,483 $ 838,848 $ 942,721
Additions:

Provision for loan losses . ......... ... . .. 950,165 755,637 878,486

Reserves acquired . ......... ... — 55,499 —
Deductions:

Charge-offs . ... ... i (1,060,876)  (1,001,430) (1,144,356)

ReCOVErIES . .. 188,292 174,484 166,447

Netcharge-offs . ..... .. ... . i (872,584) (826,946) (977,909)

Translation adjustments and other . ........................... 6,780 9,445 (4,450)
Balance atend of period ........ ... . ... . ... ... $ 916,844 $ 832483 $ 838,848

Information regarding net charge-offs of interest and fee revenues on credit card loans is as follows (dollars
in thousands):

For the Years Ended November 30,

2007 2006 2005
Interest accrued subsequently charged off, net of recoveries
(recorded as a reduction of interest income) . ........................ $204,886 $195,695 $227,054
Loan fees accrued subsequently charged off, net of recoveries
(recorded as a reduction to loan fee income) .. ....................... $ 83,294 $ 97,368 $121,791

Information regarding loan receivables that are over 90 days delinquent and accruing interest is as follows
(dollars in thousands):

November 30,

2007 2006
DOMESHIC .« o e v e e e et e e e e e e e $271,227 $244,669
International . ... ... ... 49,438 38,997
Total loans over 90 days delinquent and accruing interest .. .................... $320,665 $283,666

Information regarding loan receivables that are not accruing interest is as follows (dollars in thousands):

November 30,

2007 2006
DOMESHC .« o v v e e e e e e e e e e e $102,286 $110,486
International . ... ... ... 118,572 143,435
Total loans N0t aCCIUING INTETES . . .. oottt ettt e $220,858 $253,921




6. Credit Card Securitization Activities

The Company’s retained interests in credit card asset securitizations include undivided seller’s interests,
certificated beneficial interests, accrued interest receivable on securitized credit card receivables, cash collateral
accounts, servicing rights, the interest-only strip receivable and other retained interests. The undivided seller’s
interests are not certificated and are reported in loan receivables. The Company’s undivided seller’s interests rank
pari passu with investors’ interests in the securitization trusts. The remaining retained interests are subordinate to
investors’ interests, and as such, may not be realized by the Company if needed to absorb deficiencies in cash
flows that are allocated to the investors of the trusts. Accrued interest receivable and certain other subordinated
retained interests are recorded in amounts due from asset securitization at amounts that approximate fair value.
The Company receives annual servicing fees based on a percentage of the investor principal balance outstanding
which are included in securitization income on the consolidated and combined statements of income. The
Company does not recognize servicing assets or servicing liabilities for servicing rights since the servicing fee
approximates just adequate compensation to the Company for performing the servicing. The interest-only strip
receivable and cash collateral accounts are recorded in amounts due from asset securitization and reflected at
their estimated fair values. Changes in the fair value estimates are recorded in securitization income.
Subordinated certificated beneficial interests totaled $0.3 billion at November 30, 2007 and are recorded in
investment securities—available-for-sale. At November 30, 2007, the Company had $15.4 billion of retained
interests, including $11.9 billion of undivided seller’s interests in credit card asset securitizations. At
November 30, 2006, the Company had $12.7 billion of retained interests, including $9.4 billion of undivided
seller’s interests in credit card asset securitizations. The retained interests are subject to credit, payment and
interest rate risks on the transferred credit card receivables. The investors and the securitization trusts have no
recourse to the Company’s other assets for failure of cardmembers to pay when due.

The following table summarizes amounts due from asset securitizations (dollars in thousands):

November 30,
2007 2006
Cash collateral accounts . ............... ...t on.. $1,641,193  $1,816,003
Accrued interest receivable . ... ... ... ... 573,998 520,232
Interest-only strip receivable .. ........ ... .. .. i 400,313 337,752
Other subordinated retained interests ............................. 419,928 439,384
Other ... 58,040 56,524
Amounts due from asset securitization . ....................... $3,093,472  $3,169,895

During the years ended November 30, 2007, 2006 and 2005, the Company completed consumer credit card
asset securitizations of $8.4 billion, $8.7 billion and $7.2 billion, respectively, and recognized a net revaluation of
their subordinated retained interests, principally the interest-only strip receivable, of $44.9 million, $159.4
million and ($78.5) million, respectively, in securitization income in the consolidated and combined statements
of income. Securitized consumer credit card loans outstanding at November 30, 2007 and 2006, were $28.6
billion and $26.7 billion, respectively.

Key economic assumptions used in measuring the interest-only strip receivable at the date of securitization
that resulted from credit card securitizations completed were as follows:

For the Years Ended November 30,

2007 2006
Weighted average life inmonths) . .................... 4.7-5.0 3.7-4.7
Payment rate (rate permonth) .......... ... ... ... .... 20.06% —20.92%  19.69% —21.58%
Principal charge-offs (rate per annum) ................. 4.17% —4.38% 4.57% —5.23%
Discount rate (rate per annum) . ...................... 11.00% 11.00%



Key economic assumptions and the sensitivity of the reported fair value of the interest-only strip receivable
to immediate 10% and 20% adverse changes in those assumptions were as follows (dollars in millions):

November 30,

2007 2006

Interest-only receivable strip (carrying amount/fair value) ................... $ 400 $ 338

Weighted average life (inmonths) ........ .. .. .. ... .. .. .. ... .. .. ... ... 44 4.4
Weighted average payment rate (rate permonth) ............... ... ... ... .. 1997% 21.44%

Impact on fair value of 10% adverse change .......................... $ 29 $ @27

Impact on fair value of 20% adverse change .......................... $ 54 $ (50)
Weighted average principal charge-offs (rate per annum) .................... 4.56%  4.48%

Impact on fair value of 10% adverse change .......................... $ 41 $ (39

Impact on fair value of 20% adverse change .......................... $ @B $ (78
Weighted average discount rate (rate per annum) . . ..............c.o.euuenn .. 12.00% 11.00%

Impact on fair value of 10% adverse change .......................... $ @ $ @

Impact on fair value of 20% adverse change .......................... $ @ $ 3

The sensitivity analysis in the table above is hypothetical and should be used with caution. Changes in fair
value based on a 10% or 20% variation in an assumption generally cannot be extrapolated because the
relationship of the change in the assumption to the change in fair value may not be linear. Also, the effect of a
variation in a particular assumption on the fair value of the interest-only strip receivable is calculated
independent of changes in any other assumption; in practice, changes in one factor may result in changes in
another (for example, increases in market interest rates may result in lower payments and increased charge-offs),
which might magnify or counteract the sensitivities. In addition, the sensitivity analysis does not consider any
corrective action that the Company may take to mitigate the impact of any adverse changes in the key
assumptions.

The table below summarizes certain cash flows received from the securitization master trusts (dollars in
millions):

For the Years Ended
November 30,
2007 2006 2005
Proceeds from third-party investors in new credit card securitizations .......... $ 8,434 $ 8,727 $ 7,231
Proceeds from collections reinvested in previous credit card securitizations . . ... $62,941 $60,947 $54,947
Contractual servicing fees received ...............coo it $ 569 $ 536 $ 558
Cash flows received from retained interests . ................oouririnen... $ 2,495 $ 2,336 $ 2,291
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The table below presents quantitative information about delinquencies, net principal charge-offs and
components of managed credit card loans, including securitized loans (dollars in millions):

For the Year Ended
November 30, 2007 November 30, 2007
Net
Loans Loans Average Principal
Outstanding  Delinquent Loans Charge-offs
Managed creditcardloans .. ............. ... ... ........ $52,302 $1,949  $51,338  $2,093
Less: Securitized creditcardloans . ...................... 28,599 1,120 28,524 1,221
Owned creditcard loans ............. ..., $23,703 $ 829  $22.814 $ 872
For the Year Ended
November 30, 2006 November 30, 2006
Net
Loans Loans Average Principal
Outstanding  Delinquent Loans Charge-offs
Managed creditcardloans .. ........... ... .. ... .. ..., .. $50,350 $1,763 $48.216 $1,967
Less: Securitized creditcardloans ....................... 26,703 1,003 26,560 1,146
Owned credit card 10ans .. .......oui e $23,647 $ 760  $21,656 $ 821
7. Premises and Equipment
A summary of premises and equipment, net is as follows (dollars in thousands):
November 30, 2007
2007 2006
Land . . ... $ 44,592 $ 44,531
Buildings and improvements . . . ..........ii i 539,103 525,900
Capitalized equipment leases ...............ooiuiiiinnnnnan. 7,924 7,924
Furniture, fixtures and equipment .. .......... ... ...ttt 461,753 411,178
SOftWare . ... 306,084 275,441
Premises and equipment . ............ ... i 1,359,456 1,264,974
Less: Accumulated depreciation . ............c..o it (511,829) (454,425)
Less: Accumulated amortization of software ....................... (189,135) (149,649)
Premises and equipment, net . . ............. ... $ 658,492 $ 660,900

Depreciation expense, including amortization of assets recorded under capital leases, was $84.3 million,
$87.0 million and $90.3 million for the years ended November 30, 2007, 2006 and 2005, respectively.
Amortization expense on capitalized software was $38.6 million, $26.2 million and $22.6 million for the years
ended November 30, 2007, 2006 and 2005, respectively.

The Company has premises and equipment located in the United Kingdom with net book values of $83.3
million and $67.8 million at November 30, 2007 and 2006, respectively. The Company’s remaining premises and
equipment are located in the United States.

8. Business Combinations and Other Acquisitions

Liverpool Victoria. On May 13, 2006 and August 1, 2006, the Company acquired certain credit card assets
in the United Kingdom from financial services company Liverpool Victoria. The aggregate acquisition price was
approximately $178.5 million, which was paid in cash during the year ended November 30, 2006. The Company
recorded PCCRs of $7.1 million in connection with the acquisition. The acquisition of the Liverpool Victoria
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portfolios, included within the International Card segment, was not significant to the Company’s consolidated
and combined results of operations or cash flows for the year ended November 30, 2006.

Goldfish. On February 17, 2006, the Company acquired the Goldfish credit card business in the United
Kingdom from Lloyds TSB Group Plc. Since the acquisition date, the results of operations and cash flows of
Goldfish have been included in the Company’s consolidated and combined results of operations and cash flows
within the International Card segment. The acquisition price was approximately $1.7 billion, which was funded
from excess capital and was paid in cash during February 2006. The Company recorded goodwill of $246.3
million, PCCRs of $53.2 million and trade name intangibles of $69.1 million in connection with the acquisition.
The pro forma impact of the acquisition of Goldfish was not significant to the Company’s consolidated and
combined results of operations or cash flows for the year ended November 30, 2006.

The following table summarizes the fair values of the assets acquired and the liabilities assumed at the date
of the Goldfish acquisition (dollars in thousands):

At

February 17,

2006
ConSUMET LOANS . . . v vttt et e e e $1,304,074
GoodwWill() | e 246,264
Amortizable intangible assets ... ... ... ... 122,294
OtNeT ASSEES & v v v et 19,842
Total assets acquired . .. ... ...ttt 1,692,474
Total liabilities assumed . .. ........ ... .t 29,502
Net assets acqUIred . ... ..ottt $1,662,972

(1) All of the goodwill acquired is expected to be deductible by the Company for income tax purposes.

In 2005, the Company acquired PULSE EFT Association, which is included in the Third-Party Payments
segment, and recorded goodwill and intangibles related to this acquisition at that time.

There were no acquisitions completed by the Company during the year ended November 30, 2007.

9. Goodwill

Goodwill was recognized by the Company upon its acquisitions of both PULSE and Goldfish. See Note 8:
Business Combinations and Other Acquisitions for further detail on the Goldfish acquisition.

The following table presents changes to goodwill by segment (dollars in thousands):

International Third-Party

U.S. Card Card Payments Total
November 30,2005 . . ... ... .. $ — $ — $255,421 $255,421
ACQUISTHONS . vttt e e e — 246,264 — 246,264
Translation adjustments . ..., — 32,043 — 32,043
November 30,2006 . . .......... ... ... ... ... ......... $ — $ 278,307  $255,421 $533,728
Translation adjustments . ................ ..., — 12,854 — 12,854
Impairment . .......... . . — (291,161) — (291,161)
November 30,2007 . . ... ... ..., $ — $ — $255,421  $255,421




During the fourth quarter of 2007, the International Card segment recorded a non-cash impairment charge to
goodwill of $291 million. The impairment charge is recorded as a component of total other expense in the
accompanying consolidated and combined statements of income.

In August 2007, management began a strategic review of the International Card segment. This review,
which was completed in the fourth quarter, involved consideration of industry trends in the United Kingdom, the
various challenges facing credit card issuers in that market, the impact of certain initiatives already undertaken
by the Company to restore profitability in the segment and the expected impact of additional actions planned in
light of these circumstances. As a result of the strategic review, management revised its long-range projections
for the International Card segment, and these projections were used as the basis for a revised estimate of the
segment’s fair value.

The fair value of the segment was estimated using a discounted cash flow method that incorporated the
revised long-range projections and an estimated terminal value. This valuation methodology incorporates
assumptions about the amount and timing of future cash flows, discount rates and other factors that are inherently
uncertain and judgmental in nature.

The International Card segment comprises a single reporting unit for purposes of goodwill allocation under
Statement No. 142. The carrying value of this reporting unit was in excess of its revised estimated fair value,
indicating that goodwill was impaired. Based on evaluation of the estimated fair values of the individual assets
and liabilities of the reporting unit, management concluded that goodwill had an implied fair value of zero and
accordingly, the $291 million carrying value of goodwill associated with this reporting unit was written off.

10. Other Intangible Assets

The Company’s amortizable intangible assets consist primarily of acquired customer relationships and trade
name intangibles recognized in the acquisitions of PULSE in January 2005 and the Goldfish credit card business
in February 2006. Acquired customer relationships consist of PCCRs and other acquired customer relationships.
PCCRs consist of the cardholder relationships acquired as part of the acquisitions of the Goldfish business and
the Liverpool Victoria portfolios. Other acquired customer relationships consist of those relationships in
existence between PULSE and the numerous financial institutions that participate in its network, as valued at the
date of the Company’s acquisition of PULSE. See Note 8: Business Combinations and Other Acquisitions for
further detail.

During the fourth quarter of 2007, the International Card segment recorded a non-cash impairment charge to
intangible assets of $100 million. The impairment charge is recorded as a component of total other expense in the
accompanying consolidated and combined statements of income.

In conjunction with the strategic review completed in the fourth quarter related to the International Card
segment, management evaluated the PCCRs and trade name intangibles associated with this segment to
determine whether the carrying values of those assets were recoverable from the estimated future cash flows
indicated by the revised long-term projections. Recoverability of an amortizable intangible asset is determined by
comparing the carrying value of the asset to the sum of the undiscounted future cash flows expected to be derived
from the use of the asset. Pursuant to Statement No. 142, if the carrying value exceeds the sum of the
undiscounted cash flows, the asset is deemed to be not recoverable and must be written down to its estimated fair
value. Fair value for PCCRs is estimated using the expected stream of future cash flows discounted at a rate
commensurate with the risk associated with such cash flows. Fair value for trade name intangibles is estimated
using a relief from royalty method, which applies an assumed royalty rate to the estimated revenues to be
generated from the use of the asset to approximate the costs saved by the owner of the trade name who would
otherwise have to pay for its use. The cash flow stream derived by this method is then discounted at a rate
commensurate with the risk associated with such cash flows to estimate the fair value of the asset. Based on those
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evaluations, neither asset group was deemed to be entirely recoverable from expected future cash flows and
accordingly, each was written down to its estimated fair value. These write-downs, totaling $100 million before
taxes, consisted of $45 million related to PCCRs and $55 million related to trade name intangibles.

The following table summarizes the Company’s other intangible assets (dollars in thousands):

November 30, 2007 November 30, 2006
Gross Gross
Carrying  Accumulated Net Book Carrying Accumulated  Net Book
Amount Amortization Value Amount Amortization Value
Customer relationships ............. $ 94,808 $25,133 $69,675 $136,937 $13,851  $123,086
Trade names/other .. ............... 34,643 6,275 28,368 80,748 2,657 78,091
Intangible assets . ................. $129,451 $31,408 $98,043 $217,685 $16,508  $201,177

Amortization expense related to the Company’s intangible assets was $14.4 million, $11.0 million and $5.5
million for the years ended November 30, 2007, 2006 and 2005, respectively. Changes in foreign currency
exchange rates impacted the value of other intangible assets related to the Company’s International Card segment
by an increase of approximately $11.2 million and $16.2 million during the years ended November 30, 2007 and
2006, respectively.

The following table presents expected intangible asset amortization expense for the next five years based on
intangible assets at November 30, 2007 (dollars in thousands):

Year Amount
2008 L $9.411
2000 $9.353
2000 L $9.,649
200 L $9.416
200 e $8,472

11. Deposits

The Company’s deposits consist of brokered and direct certificates of deposits, money market deposit
accounts, and, to a lesser degree, deposits payable upon demand. All interest-bearing deposit accounts are
derived from the domestic operations. A summary of interest-bearing deposit accounts is as follows (dollars in
thousands):

November 30,
2007 2006
Certificates of deposit in amounts less than $100,000 ........ $19,385,024 $ 9,633,351
Certificates of deposit in amounts of $100,000 or greater .. ... 775,717 671,996
Savings deposits, including money market deposit accounts . . . 4,482,776 2,933,480
Total interest-bearing deposits . ..................... $24,643,517 $13,238,827
Average annual interestrate ....................i ..., 5.18% 4.68%

(1) Certain balances in 2006 have been reclassified to reflect clarifying bank regulatory guidance.

At November 30, 2006, money market deposit accounts included $1.9 billion of amounts obtained through
the Morgan Stanley Global Wealth Management Bank Deposit Program. As of November 30, 2007 these
deposits were zero. See Note 26: Related Party Transactions for further information on this arrangement.
Beginning in the second quarter of 2007, Discover Bank entered into similar arrangements with various other
brokers. At November 30, 2007 money market deposits include $2.9 billion of amounts obtained through these
relationships.

69



At November 30, 2007 and 2006, non-interest bearing deposit accounts included $14.1 million and $28.7

million, respectively, derived from the Company’s U.K. operations.

At November 30, 2007, certificates of deposit maturing over the next five years and thereafter were as

follows (dollars in thousands):

Year __Amount
2008 .. $9,872,437
2000 .. $4,312,336
2010 .o $2,463,906
2000 . $ 832,219
2002 e $1,498,888
Thereafter . ... ... ..o e $1,180,955

12. Short-Term Borrowings

Short-term borrowings consist of term and overnight Federal Funds purchased and other short-term

borrowings with original maturities less than one year. The following table identifies the balances and weighted
average interest rates on short-term borrowings outstanding at period end (dollars in thousands):

November 30, 2007

November 30, 2006

Weighted Weighted
Average Average
Interest Interest
Amount Rate Amount Rate
Domestic:
Overnight Federal Funds purchased ................... $ 250,000 4.68% $3,000,000 5.31%
Term Federal Funds purchased ....................... — — 100,000 5.35%
Other short-term borrowings . . ............ ... .. ...... — — 1,811,124 5.46%
International:
Other short-term borrowings . . ............ ... .. ...... 2,925,426 6.11% 1,828,554 5.25%
Total short-term borrowings . .............. ... ...... $3,175,426 5.99% $6,739,678 5.34%

The following table identifies the interest expense paid on short-term borrowings (dollars in thousands):

For the Years Ended November 30,

2007 2006 2005

Domestic:

Overnight Federal Funds purchased .. ............................ $ 29,840 $ 15,187 $ 183

Term Federal Funds purchased .............. .. ... ... ... ... ... 23,463 18,534 13,344

Other short-term borrowings . ................iiiiinenan... 36,009 83,741 49,159
International:

Other short-term borrowings . ................iiiiinenan.... 142,885 76,258 44,799

Total interest expense on short-term borrowings .. .................. $232,197 $193,720 $107,485

On June 20, 2007, the Company received proceeds of $2.7 billion related to the issuance of debt by

unrelated conduit providers. The transaction was structured as a borrowing secured by the performance of the
owned credit card receivables of the International Card segment. The financing arrangement which has a flexible
term of up to 364 days, facilitated the pay down of short-term and long-term borrowings with Morgan Stanley.
As of November 30, 2007, the balance of this structured secured borrowing was $2.9 billion and the remaining

available financing was approximately $0.8 billion.
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Short-term borrowings as of November 30, 2006 include certain short-term borrowings from Morgan
Stanley. Prior to the Distribution, the Company repaid all outstanding balances with Morgan Stanley. See
Note 26: Related Party Transactions herein for further disclosure concerning transactions with Morgan Stanley.

13. Long-Term Borrowings

Long-term borrowings consist of borrowings and capital leases having original maturities of one year or
more. The following table provides a summary of the Company’s long-term borrowings and weighted average
interest rates on balances outstanding at period end (dollars in thousands):

November 30, 2007 November 30, 2006
Weighted Weighted
Average Interest Average Interest
Amount Rate Amount Rate
Domestic:
Banknotes ........ .. ... ... $ 249,856 5.03% $ 249,737 5.30%
Secured borrowings . ............. .. .... .. 1,080,063 5.67% — —
Unsecured borrowings . ................... 799,222 6.34% 563,579 6.18%
Capital lease obligations .................. 4,952 6.26% 6,179 6.28%
International:
Unsecured borrowings . ................... — — 688,083 4.77%
Total long-term borrowings ... ............. $2,134,093 5.85% $1,507,578 5.39%

Bank notes are issued from the Global Bank Note Program established by Discover Bank with an issuing
capacity of $5 billion. As such, they represent direct, unconditional, unsecured obligations of Discover Bank or
the Company. At November 30, 2007 and November 30, 2006, there was approximately $250 million par value
of floating-rate bank notes outstanding. Interest on the notes is paid quarterly and is assessed at 15 basis points
over the three-month London Interbank Offered Rate (“LIBOR”) and the notes mature in February 2009.

On June 15, 2007, the Company borrowed $1.3 billion from an unrelated conduit provider, the full
repayment of which is dependent upon the available balances of the cash collateral accounts at the maturities of
underlying securitization transactions. The financing has a term of approximately 3.5 years and a cost of
approximately 50 basis points over the commercial paper rate.

On June 12, 2007, the Company received proceeds on the issuance of $800 million par value of unsecured
debt to external third parties. The financing is comprised of $400 million having a three-year maturity with a
spread of 53 basis points over LIBOR and $400 million with a ten-year maturity with a fixed coupon of 6.45%.

Maturities. Long-term borrowings had the following maturities at November 30, 2007 (dollars in
thousands):

Amount

Duein 2008 . . ... .. $ 398,912
Duein 2000 . ... .. 405,458
Duein 2010 .. ... 623,410
Duein 2011 . ... 307,091
Duein 2012 ... —
Thereafter ... ... ... ... . 399,222

Total ... $2,134,093

The Company negotiated a 59-month $2.5 billion unsecured credit agreement that became effective July 2,
2007. The credit agreement provides for a revolving credit commitment of up to $2.5 billion (of which the
Company may borrow up to 30%, and Discover Bank may borrow up to 100%, of the revolving credit
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commitment). The credit agreement provides for a commitment fee on the unused portion of the facility, which
can range from 0.07% to 0.175% depending on the index debt ratings. Loans outstanding under the credit facility
bear interest at a margin above the Federal Funds rate, LIBOR, the EURIBO rate or the Euro Reference rate. The
terms of the credit agreement include various affirmative and negative covenants, including financial covenants
related to the maintenance of certain capitalization and tangible net worth levels, and certain double leverage,
delinquency and tier 1 capital to managed loans ratios. The credit agreement also includes customary events of
default with corresponding grace periods, including, without limitation, payment defaults, cross-defaults to other
agreements evidencing indebtedness for borrowed money and bankruptcy-related defaults. The commitments
may be terminated upon an event of default. As of November 30, 2007, the Company had not drawn down any of
the outstanding credit.

14. Employee Compensation Plans

Conversion of Existing Awards Under Morgan Stanley Plans. Prior to the Distribution, all employee stock-
based compensation awards were granted by Morgan Stanley. Participation by Discover employees in the
Morgan Stanley Employee Stock Purchase Plan ceased in connection with the Distribution. In addition, at the
time of the Distribution, 270 individual holders of Morgan Stanley restricted stock units (“RSUs”) and options
who were current employees of Discover had their awards converted into newly issued Company RSUs and
options pursuant to a formula that was intended to preserve the intrinsic value of the pre-Distribution RSUs and
options. The Company’s stock-based compensation awards issued upon completion of the conversion of existing
Morgan Stanley equity awards into Discover equity awards on this date and the related weighted-average grant-
date fair value is presented below:

Weighted-
Number of Average Grant
Shares Converted upon Distribution Shares Date Fair Value®
StOCK OPLIONS & . . vttt ettt e e e e 5,223,738 $11.33
Restricted StOCK UNILS . . o vt et et e e e e e e e e e e 3,832,871 $20.14

(1) For stock options, amount includes incremental cost related to the modification of awards upon conversion (see discussion below for
further details).

The conversion of all existing Morgan Stanley stock-based compensation awards into Discover awards was
considered a modification of these awards in accordance with Statement No. 123R. As a result, Discover
compared the fair value of the stock option award immediately prior to the Distribution to the fair value of the
award immediately after the Distribution to measure the incremental compensation cost. This resulted in the
recognition of a one-time incremental expense of $1.3 million, which was recorded during the quarter ended
August 31, 2007.

Stock Compensation Plans. Prior to and in connection with the Distribution, the Company adopted three
stock-based compensation plans: the Discover Financial Services Omnibus Incentive Plan, the Discover
Financial Services Directors’ Compensation Plan and the Discover Financial Services Employee Stock Purchase
Plan. On July 2, 2007, the Company issued “Founder’s Grants” of RSUs to certain directors, executive officers
and employees of the Company in the aggregate amount of $134.1 million which are subject to various vesting
terms of up to four years. In connection with these awards, the Company recognized expense of $23.5 million,
net of estimated forfeitures, for the fiscal year ended November 30, 2007.

On July 27, 2007, Discover stock was offered to employees of the Company’s business in the United
Kingdom through a Share Incentive Plan offered by Gold Card Bank Limited in the aggregate amount of $2.1
million subject to various vesting terms over the next three years. In connection with these awards, the Company
recognized expense of $0.4 million, for the year ended November 30, 2007.

The total compensation cost that has been charged against income for all of the above plans was $28.8
million for the period from July 2, 2007 to November 30, 2007. The total income tax benefit recognized in the
income statement for stock-based compensation arrangements was $10.7 million for the period from July 2, 2007
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to November 30, 2007. The following tables detail the compensation cost, net of forfeitures, related to each of the
above plans, as well as those costs (in thousands) allocated by Morgan Stanley prior to the Distribution:
For the Year Ended November 30,

2007 2006 2005
Restricted stock UNitS . .. ... ... ... $41,865 $27,729 $12,112
StoCK OPLIONS . . oot 3,028 2,873 3,076
Employee stock purchase plan . .......... .. ... .. .. . . i .. 540 716 714
Total ..o $45,433  $31,318  $15,902

(1) Includes $7.1 million of accrued stock-based compensation expense for Morgan Stanley equity awards granted to the Company’s
retirement-eligible employees in December 2005.

Pre- Post-
Distribution Distribution
Period from Period from

December 1, July 1, 2007 to
2006 to June 30, November 30,

2007 2007 Total
Restricted StOCK UNILS . ... oottt e $14,926 $26,939 $41,865
StoCK OPLIONS . . .ottt 1,176 1,852 3,028
Employee stock purchaseplan ............ ... ... ... . ... .. ... 540 — 540
Total ..o $16,642 $28,791 $45,433

Omnibus Incentive Plan. The Discover Financial Services Omnibus Incentive Plan (“Omnibus Plan”),
which is stockholder-approved, provides for the award of stock options, stock appreciation rights, restricted
stock, RSUs and other stock-based and/or cash awards (collectively, “Awards”). The total number of shares that
may be granted is 45 million shares, subject to adjustments for certain transactions as described in the Omnibus
Plan document. Shares granted under the Omnibus Plan may be authorized but unissued shares or treasury shares
that the Company acquires in the open market, in private transactions or otherwise.

Option awards are generally granted with an exercise price equal to the fair market value of one Discover
share at the date of grant; these types of awards expire ten years from the grant date and may be subject to
restrictions on transfer, vesting requirements or cancellation under specified circumstances. Similarly, stock
awards also may be subject to similar restrictions determined at the time of grant under this plan. Certain option
and stock awards provide for accelerated vesting if there is a change in control or upon certain terminations (as
defined in the Omnibus Plan).

Directors’ Compensation Plan. The Discover Financial Services Directors’ Compensation Plan (the
“Directors’ Compensation Plan”), which is stockholder-approved, permits the grant of retainers and RSUs to
non-employee directors. The total number of units available for grant under the Directors’ Compensation Plan
equals the excess, if any, of (i) 500,000 shares over (ii) the sum of (a) the number of shares subject to outstanding
awards granted under the Directors’ Compensation Plan and (b) the number of shares previously issued pursuant
to the Directors’ Compensation Plan. Shares of stock that are issuable pursuant to the awards granted under the
Directors’ Compensation Plan shall be authorized and unissued shares, treasury shares or shares of stock
purchased by, or on behalf of, the Company in open-market transactions.

A person that became an eligible director prior to December 31, 2007 was entitled to receive a number of
RSUs equal to the number obtained by dividing $350,000 by the fair market value of a share of stock on the date
of grant. However, if such person is elected or appointed as a director after the date of the spin-off of Discover
from Morgan Stanley, this initial award is prorated for the two-year period following the Distribution.
Subsequent awards for eligible directors will be obtained by dividing $125,000 by the fair market value of a
share of stock on the date of grant. The initial RSUs will be subject to a restriction period whereby 50% of such
units shall vest on the first anniversary of the date of grant and the remaining units shall vest on the second
anniversary of the date of grant. Subsequent awards will be subject to a restriction period whereby 100% of such
units shall vest on the first anniversary of the date of grant.
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Employee Stock Purchase Plan. Prior to the Distribution, employees of the Company were allowed to
purchase shares of Morgan Stanley common stock at a 15% discount from market value through Morgan
Stanley’s Employee Stock Purchase Plan (“ESPP”). The Company expensed the 15% discount associated with
the ESPP. The Company adopted the Discover Financial Services Employee Stock Purchase Plan in connection
with the Distribution, but did not implement the plan in 2007.

Stock Option Activity. The following table sets forth the activity concerning stock option activity as of
July 2, 2007, and changes during the year ended November 30, 2007:

Weighted-
Average
Weighted- Remaining
Average  Contractual Aggregate
Number of Exercise Term Intrinsic Value
Shares Price (in years) (in thousands)
Options outstanding at July 2,2007 . .................... 5,223,738  $19.35
Granted . ... ... —
EXercised . ... ...t (80,992) $ 9.64
Canceled .. ...t (633) $20.73
Options outstanding at November 30,2007 . .............. 5,142,113  $19.50 52 $2,850
Vested and expected to vest at November 30, 2007 ........ 5,075,026  $19.50 5.2 $2.850
Options exercisable at November 30,2007 ............... 4247609 $19.43 4.8 $2,848

No stock options were granted in the period from July 2, 2007 to November 30, 2007. As of November 30,
2007, there was $1.3 million of total unrecognized compensation cost related to non-vested stock options granted
under the Company’s Omnibus Plan. The cost is expected to be recognized over a total period of 2.5 years and a
weighted-average period of 0.7 years. The total intrinsic value of options exercised during this period was $0.9
million. The related excess tax benefit for the period was not material.

Prior to the Distribution, the Company utilized the Black-Scholes pricing model to estimate the fair value of
each option as of its date of grant. The fair value is amortized on a straight-line basis over the requisite service
periods of the awards, which is generally the vesting period. Use of a valuation model requires management to
make certain assumptions with respect to selected model inputs. Prior to the Distribution, the expected option life
of stock options and the expected dividend yield of stock were determined based upon Morgan Stanley’s
historical experience. Also, prior to the Distribution, the expected stock price volatility had been determined
based upon Morgan Stanley’s historical stock price data over a time period similar to the expected option life.
The risk-free interest rate is based on U.S. Treasury Strips with a remaining term equal to the expected life
assumed at the date of grant. These assumptions are not necessarily indicative of future assumptions or
experience.

Restricted Stock Unit Activity. The following table sets forth the activity concerning vested and unvested
RSUs as of July 2, 2007, and changes during the year ended November 30, 2007:

Weighted-Average

Number of Grant-Date

Shares Fair Value
Restricted stock units at July 2, 2007 . ... ... .. 3,832,871 $20.14
Granted . ... .. 4,868,223 $27.80
Conversions to common Stock . .. ... (355,404) $14.83
Canceled . ....... ... e (106,416) $27.57
Restricted stock units at November 30, 2007 . ... .. . 8,239,274 $24.80
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The following table sets forth the activity concerning unvested restricted stock units as of July 2, 2007, and
changes during the year ended November 30, 2007:

Weighted-Average
Number of Grant-Date Fair

Shares Value
Unvested restricted stock units at July 2,2007 .. ...... ... .. .. ... 2,168,052 $21.17
Granted ... ... 4,868,223 $27.80
VESted ..o (18,409) $21.50
Canceled . ... (106,416) $27.57
Unvested restricted stock units at November 30,2007 O ... ........... ... .... 6,911,450 $25.74

(1) Unvested restricted stock units represent awards where recipients have yet to satisfy either explicit vesting terms or retirement-eligibility
requirements.

The fair value of restricted stock units is determined based on the number of units granted and the fair value
on the date of grant. The total fair value of RSUs vested during the period from July 2, 2007 to November 30,
2007 was $0.4 million. As of November 30, 2007, there was $117.7 million of total unrecognized compensation
cost related to non-vested RSUs granted. The cost is expected to be recognized over a total period of 4.1 years
and a weighted-average period of 1.05 years.

Discover 401(k) Awards (Pre-Distribution—Morgan Stanley 401(k) Awards). Eligible U.S. employees of
the Company receive 401(k) matching contributions under the Discover 401(k) Plan. Prior to the Distribution,
eligible U.S. employees of Discover participated in the Morgan Stanley 401(k) Plan, which included 401 (k)
matching contributions to eligible employees. The pretax expense associated with the 401(k) match related to the
Company’s employees for the years ended November 30, 2007, 2006 and 2005 was $17.0 million, $14.8 million,
and $14.6 million, respectively.

15. Employee Benefit Plans

The Company sponsors defined benefit pension and other postretirement plans for its eligible U.S.
employees. The Company also sponsors a separate defined contribution pension plan that covers substantially all
of its non-U.S. employees. The following discussion summarizes these plans.

Defined Benefit Pension and Other Postretirement Plans. The Company sponsors the Discover Financial
Services Pension Plan for eligible employees in the U.S., which is a non-contributory defined benefit plan that is
qualified under Section 401(a) of the Internal Revenue Code (the “Qualified Plan”). The Company also sponsors
an unfunded supplementary plan (the “Supplemental Plan”) that covers certain executives. These pension plans
generally provide pension benefits that are based on each employee’s years of credited service and on
compensation levels specified in the plans. For the Qualified Plan, the Company’s policy is to fund at least the
amounts sufficient to meet minimum funding requirements under the Employee Retirement Income Security Act
of 1974 (“ERISA”). Liabilities for benefits payable under the Supplemental Plan are accrued by the Company
and are funded when paid to the beneficiaries. All information related to pensions in this footnote is presented on
an aggregate basis, unless otherwise specified.

The Company also participates in an unfunded postretirement benefit plan that provides medical and life
insurance for eligible U.S. retirees and their dependents.

The Company uses a measurement date of September 30 to calculate obligations under its pension and
postretirement plans.

In conjunction with the Distribution, the Company’s portion of the Morgan Stanley Employees Retirement
Plan (“MSERP”) was spun off to the Qualified Plan effective December 31, 2006. As a result, the net periodic
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pension cost for the year ended November 30, 2007 was remeasured as of December 31, 2006. The qualified plan
assets and liabilities relating to the pre-distribution participation of the Company’s employees in the MSERP
were transferred prior to November 30, 2007. Historically, the Company’s portion of pension and postretirement
obligations and expense have been calculated using separate actuarial valuations based on the Company’s
specific demographic data and separately tracked plan assets. Unrecognized gains and losses and unrecognized
prior service costs (plan amendments) have been calculated and tracked separately as well based on the
Company’s experience.

Net Periodic Benefit Cost. Net periodic benefit cost expensed by the Company included the following
components (dollars in thousands):

Pension Postretirement
For the Years Ended
For the Years Ended November 30, November 30,
2007 2006 2005 2007 2006 2005
Service cost, benefits earned during the period ... $ 18,427 $ 20,093 $ 18,642 $1,097 $1,441 $1,134
Interest cost on projected benefit obligation . ... .. 19,389 18,340 16,734 1,310 1,437 1,433
Expected return on plan assets ................ (22,665) (20,648) (19,363) — — —
Net amortization ........................... 641 4,082 2,797 (552) (374) (378)
Net settlements and curtailments . ............. 60 — — — — —
Net periodic benefit cost ................. $ 15,852 $21,867 $ 18,810 $1.,855 $2,504 $2,189

Adoption of Statement No. 158

As of November 30, 2007, the Company adopted the recognition and disclosure provisions of Statement of
Financial Accounting Standards No. 158, Employer’s Accounting for Defined Benefit Pensions and Other
Postretirement Plans—an amendment of FASB Statements No. 87, 88, 106, and 132(R) (“Statement No. 158”). In
accordance with this standard, the Company recorded the funded status of each of its defined benefit pension and
postretirement plans as an asset or liability on its consolidated and combined statements of financial condition
with a corresponding offset, net of taxes, recorded in accumulated other comprehensive income within
stockholders’ equity, resulting in an after tax decrease in equity of $13.1 million.

The following table shows the effects of adopting Statement No. 158 as of November 30, 2007 on the
individual line items in the consolidated and combined statements of financial condition (dollars in thousands):

Before Adoption As Reported at
of Statement No. 158  Adjustments November 30, 2007

Other Assets D . ... $ 794,749 $(13,471) $ 781,278
Total ASSEtS . ..ottt $37,389,576 $(13,471) $37,376,105
Accrued expenses and other liabilities @ .. ............. $ 1,477,163 $ (338) $ 1,476,825
Total liabilities .. .. ... ...ttt $31,777,021 $ (33%) $31,776,683
Accumulated other comprehensive income, net of tax . . ... $ 45,165 $(13,133) $ 32,032
Total stockholders’ equity ................ ... .. $ 5,612,555 $(13,133) $ 5,599,422
Total liabilities and stockholders’ equity ............... $37,389,576 $(13,471) $37,376,105

(1) The benefit asset and net deferred tax assets are included in other assets.
(2) The benefit liability is included in accrued expenses and other liabilities.
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Accumulated Other Comprehensive Income. Pretax amounts recognized in accumulated other
comprehensive income that have not yet been recognized as components of net periodic benefit cost consist of
(dollars in thousands):

Pension Postretirement
Prior service Credit . . .. ..ot $ 44,120 $ 497
Nt 10SS o vttt et e e e e (65,455) (158)
TOtal . oo $(21,335) $ 339

The estimated portion of the prior service credit and net loss above that is expected to be recognized as a
component of net periodic benefit cost in 2008 is shown below (dollars in thousands):

Pension Postretirement

Prior Service Credit . . .. ..o ottt $(5,228) $(465)
Nt 108 .« v 2,989 —
TOtal . . $(2,239) $(465)

Benefit Obligations and Funded Status. The following table provides a reconciliation of the changes in the
benefit obligation and fair value of plan assets as well as a summary of the Company’s funded status (dollars in
thousands):

Pension Postretirement
For the Years Ended For the Years Ended
November 30, November 30,
2007 2006 2007 2006
Reconciliation of benefit obligation:
Benefit obligation at beginning of year . . . ......... ... ... ... ... ... $337,485 $325,058 $22,604 $ 25,731
SEIVICE COSt .« v vttt et e e e e 18,427 20,093 1,097 1,441
Interest COSt . ..ot 19,389 18,340 1,310 1,437
Actuarial (Zain) 1OSS . . ..ot (37,780)  (13,400) 23 4,711)
Settlements ... ... (240) — — —
Benefits paid . ... ... o (17,093)  (12,6006) (1,462) (1,294)
Benefit obligation atend of year . ................. .. ... $320,188 $337.485 $ 23,572 $ 22,604
Reconciliation of fair value of plan assets:
Fair value of plan assets at beginningof year ........................... $340,517 $323961 $ — $ —
Actual return on plan assets . ...... ... 19,750 19,923 — —
Employer contributions .. ......... .. i 21,599 9,239 1,462 1,294
Settlements ... ... (241) — — —
Benefits paid . ...... . (17,093)  (12,606) (1,462) (1,294)
Fair value of plan assets atend of year . ........................... $364,532  $340517 $ — $ —
Funded and unfunded status: ()
Funded Status . . .. ..ot $ 44344 § 3,032 $(23,572) $(22,604)
Amount contributed to plan after measurementdate ..................... — 21 — —
Unrecognized prior-service credit ... ...t N/A (49,348) N/A 971)
Unrecognized 10SS . . ..ottt N/A 106,249 N/A 57
Net amount recognized ... ........ueteiiin i $ 44,344 $ 59,954 $(23,572) $(23,518)
Amounts recognized in the consolidated and combined statement of financial
condition consist of:
OthET ASSELS . . . o ettt e e e e e e e $ 45190 $ 60665 $ — $ —
Accrued expenses and other liabilities .............. ... ... ... ...... (846) 977) (23,572) (23,518)
Minimum pension liability adjustment . ........... ... ... ... ... .... N/A 266 N/A —
Net amount recognized .. .......ootiriiiee e $ 44344 $ 59,954 $(23,572) $(23,518)

(1) Due to the adoption of Statement No. 158 as of November 30, 2007, the funded status of the plans are reflected in the November 30,
2007 consolidated and combined statements of financial condition.
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The accumulated benefit obligation for all defined benefit pension plans was $301.5 million and $315.1
million at November 30, 2007 and 2006, respectively.

The following table contains information for pension plans with projected benefit obligations in excess of
the fair value of plan assets (dollars in thousands):

November 30,
2007 2006

Projected benefit obligation . . ... ... .. $ 846 $ 1,001
Fair value of plan assets ... ... ...ttt e $ — $  —

The following table contains information for the Supplemental Plan, which is the only pension plan with
accumulated benefit obligations in excess of the fair value of plan assets (dollars in thousands):

November 30,
2007 2006
Accumulated benefit obligation ... ........ ... ... $ 843 $ 998
Fair value of Plan @ssets . .. ... ...ttt $ — $ —

Assumptions. The following table presents the assumptions used to determine benefit obligations:

Pension Postretirement
For the Years Ended For the Years Ended
November 30, November 30,
2007 2006 2007 2006
Discountrate . ..........o.iiirit e 6.36% 5.97% 6.36% 5.97%
Rate of future compensation increases ...................... 4.53% 4.10% N/A N/A

The following table presents the assumptions used to determine net periodic benefit cost:

Pension Postretirement
For the Years Ended November 30, For the Years Ended November 30,
2007 2006 2005 2007 2006 2005
Discountrate ..................ooiiiiiiin... 5.97% 5.75% 6.05% 5.97% 5.75% 6.05%
Expected long-term rate of return on plan assets . ... 6.75% 6.75% 7.00% N/A N/A N/A
Rate of future compensation increases ............ 4.10% 4.16% 4.30% N/A N/A N/A

The expected long-term rate of return on plan assets represents the Company’s best estimate of the long-
term return on plan assets and generally was estimated by computing a weighted average return of the underlying
long-term expected returns on the different asset classes, based on the target asset allocations. For plans where
there is no established target asset allocation, actual asset allocations were used. The expected long-term return
on plan assets is a long-term assumption that generally is expected to remain the same from one year to the next
but is adjusted when there is a significant change in the target asset allocation, the fees and expenses paid by the
plan or market conditions.

The following table presents assumed health care cost trend rates used to determine the postretirement
benefit obligations:

For the Years Ended November 30,

2007 2006
Health care cost trend rate assumed for next year:
Medical ... ... 8.33% -8.61%  9.00% —9.33%
Prescription .. ... 11.11% 12.33%
Rate to which the cost trend rate is assumed to decline (ultimate trend
1<) Y 5.00% 5.00%
Year that the rate reaches the ultimate trendrate . ................. 2012 2012



Assumed health care cost trend rates can have a significant effect on the amounts reported for the
Company’s postretirement benefit plans. A one-percentage point change in assumed health care cost trend rates
would have the following effects (dollars in thousands):

One Percentage One Percentage

Point Increase Point Decrease
Effect on total of service and interest COSt . .. .. .vvvveeenenen .. $ 5 $ (®
Effect on postretirement benefit obligation ..................... $310 $(272)

Qualified Plan Assets. The asset allocation for the Qualified Plan at November 30, 2007 and November 30,
2006 and the targeted asset allocation for 2008 by asset class is as follows:

For the Years Ended
November 30,
2008
Target 2007 2006

Equity SECUTItIES . ... .ottt 45.0% 44.5% 44.4%
Fixed income SeCUrities . ... ....... ...ttt 55.0 54.1 51.4
Other—primarily cash .. ... . .. . 0.0 1.4 4.2

Total ... e 100.0% 100.0% 100.0%

Qualified Plan Asset Allocation. The Company determined the asset allocation targets for the Qualified Plan
based on its assessment of business and financial conditions, demographic and actuarial data, funding
characteristics and related risk factors. Other relevant factors, including industry practices and long-term
historical and prospective capital market returns were considered as well.

The Qualified Plan return objectives provide long-term measures for monitoring the investment
performance against growth in the pension obligations. The overall allocation is expected to help protect the
Qualified Plan’s funded status while generating sufficiently stable real returns (net of inflation) to help cover
current and future benefit payments. Total Qualified Plan portfolio performance is assessed by comparing actual
returns with relevant benchmarks, such as the by Standard & Poor’s (“S&P”) 500 Index, the Russell 2000 Index,
the MSCI EAFE Index and, in the case of the fixed income portfolio, the Qualified Plan’s liability profile.

Both the equity and fixed income portions of the asset allocation use a combination of active and passive
investment strategies and different investment styles. The fixed income asset allocation consists of longer
duration fixed income securities in order to help reduce plan exposure to interest rate variation and to better
correlate assets with obligations. The longer duration fixed income allocation is expected to help stabilize plan
contributions over the long run.

The asset mix of the Qualified Plan is reviewed by the Discover Financial Services Retirement Plan
Investment Committee (the “Investment Committee™) on a regular basis. When asset class exposure reaches a
minimum or maximum level, an asset allocation review process is initiated and the portfolio is automatically
rebalanced back to target allocation levels, unless the Investment Committee determines otherwise.

The Investment Committee has determined to allocate no more than 10% of the Qualified Plan assets to
“alternative” asset classes that provide attractive diversification benefits, absolute return enhancement and/or
other potential benefit to the plan. Allocations to alternative asset classes will be made based upon an evaluation
of particular attributes and relevant considerations of each asset class.
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Derivative instruments are permitted in the Qualified Plan’s portfolio only to the extent that they comply
with all of the plan’s policy guidelines and are consistent with the plan’s risk and return objectives. In addition,
any investment in derivatives must meet the following conditions:

* Derivatives may be used only if the vehicle is deemed by the investment manager to be more attractive
than a similar direct investment in the underlying cash market; or if the vehicle is being used to manage
risk of the portfolio.

e Under no circumstances may derivatives be used in a speculative manner or to leverage the portfolio.

e Derivatives may not be used as short-term trading vehicles. The investment philosophy of the Qualified
Plan is that investment activity is undertaken for long-term investment, rather than short-term trading.

e Derivatives may only be used in the management of the Qualified Plan’s portfolio when their possible
effects can be quantified, shown to enhance the risk-return profile of the portfolio and reported in a
meaningful and understandable manner.

As a fundamental operating principle, any restrictions on the underlying assets apply to a respective
derivative product. This includes percentage allocations and credit quality. The purpose of the use of derivatives
is to enhance investment in the underlying assets, not to circumvent portfolio restrictions.

Cash Flows. The Company expects to contribute approximately $18.5 million to its pension and
postretirement benefit plans in 2008 based upon their current funded status and expected asset return assumptions
for 2008, as applicable.

Expected benefit payments associated with the Company’s pension and postretirement benefit plans for the
next five years and in aggregate for the years thereafter are as follows (dollars in thousands):

Pension Postretirement
2008 $10,821 $ 1,605
2000 . $11,685 $ 1,705
2000 $12,305 $ 1,849
200 L $13,755 $ 1,980
200 $15,186 $ 1,982
Thereafter . . . . oot et e e e e e e e $99,077 $11,015

Defined Contribution Pension Plans. The Company maintains separate defined contribution pension plans
that cover substantially all of its non-U.S. employees. Prior to the Distribution, the Company participated in
similar plans maintained by Morgan Stanley. Under such plans, benefits equal the accumulated value of
contributions paid. In 2007, 2006 and 2005, the Company’s expense related to these plans was $2.2 million, $3.0
million and $1.5 million, respectively.

16. Other Expense

Total other expense includes the following components (dollars in thousands):
For the Years Ended November 30,

2007 2006 2005
POStage . ..o $109,170  $109,059  $104,597
Fraud [0SSES ... oot 84,515 69,727 103,825
SUPpPlies ... 37,079 33,466 34,785
Credit bureau inquiry fees ........... ... .. .. . . .. ... 29,106 29,872 23,726
Other . ... 102,609 92,965 72,206
Other eXpense . .. ...covitn et $362,479  $335,089  $339,139




17. Income Taxes

Income tax expense consisted of the following (dollars in thousands):

For the Years Ended November 30,

2007 2006 2005
Current:
US.federal . ... ... . $520,909  $414,246  $384,767
U.S.stateand local® .. ...... ... .. ... . ... .. ..... 41,913 (18,663) 35,292
International ............. ... ... .. ... 12,299 33,775 ©)
Total . ... 575,121 429,358 420,050
Deferred:
US.federal ........... . . (206,350) 80,819 (72,119)
US.stateandlocal ................................ (12,783) (2,509) (1,033)
International ............. ... ... .. .. ... ... ... 578 (1,979) (557)
Total ... ... (218,555) 76,331 (73,709)
Income tax expense . ...................... $356,566  $505,689  $346,341

(1) 1In 2006, the Company had several outstanding tax matters resolved or settled in its favor that had a $60 million impact on income tax
expense.

Subsequent to the Distribution, the Company has determined that all earnings of its foreign subsidiaries will
be permanently reinvested to meet their future business goals. As such, the Company has not provided U.S.
deferred income taxes or foreign withholding taxes on the undistributed earnings of its foreign subsidiaries as of
November 30, 2007. The earnings of foreign subsidiaries encompassed in the International Card segment were
earmarked for repatriation at November 30, 2006 and 2005 and were not considered to be permanently
reinvested. For years 2006 and 2005, any applicable foreign taxes related to the International Card segment were
paid by a non-U.S. affiliate of Morgan Stanley.

The following table reconciles the Company’s effective tax rate to the U.S. federal statutory income tax rate:

For the Years Ended November 30,

2007 2006 2005
U.S. federal statutory income taX rate . . .. .. .cvvr et et nen e, 35.0% 35.0% 35.0%
U.S. state and local income taxes, net of U.S. federal income tax benefits ...... 3.2 1.8 3.7
Federal examinations and settlements . ........................0.ou..... — 2.4 0.1
State examinations and settlements .............. ... ... ... .. ..., 0.1) (1.4) (1.3)
Non-deductible spin-off costs ... ........ .. . 0.5 — —
Goodwill basis differential .......... ... ... .. .. . 2.9 — —
Rewards program benefits ......... .. .. .. . 2.9 — —
Other ..o 0.9) (1.0) —

Effective income tax rate . ......... ...ttt 37.7% 32.0% 3

A4
n
N

Effective October 5, 2007, Goldfish Bank Ltd. is treated as a disregarded entity for U.S. tax purposes
through the filing of an entity classification election. As a consequence of this “check the box™ election, U.S.
deferred tax assets related to the bank’s goodwill and rewards programs were established during fiscal 2007. The
tax basis in the bank’s goodwill is less than the related impairment charge, which offsets the tax benefit
associated with future reward program deductions.
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Deferred income taxes reflect the net tax effects of temporary differences between the financial reporting
and tax bases of assets and liabilities and are measured using the enacted tax rates and laws that will be in effect
when such differences are expected to reverse. Significant components of the Company’s net deferred income
taxes were as follows (dollars in thousands):

November 30,

2007 2006
Deferred tax assets:
Allowance for 10an 1oSSES . . . . ..ttt e $ 346,231 $ 307,407
Compensation and benefits . .. ......... ... 29,480 11,948
GoodWill . ..o 113,231 —
State INCOME LAXES . . v ottt et et e e e e e e e e e e e e e e e 29,839 27,984
Unrealized gains/loSSes . . ... ..ottt 23,305 1,982
Cardmember fees and rewards ... ......... ...t 26,931 —
Unearned INCOME . . . .ottt e e e e e 19,807 4,821
O hET . .o 29,329 35,150
Total deferred tax assets before valuation allowance . .................... 618,153 389,292
Valuation allowance . . .............. i e (1,143) (11,054)
Total deferred tax assets (net of valuation allowance) ................ 617,010 378,238
Deferred tax liabilities:

Cardmember fees and rewards .. ............. . i — 2,973)
Depreciation . ... ...t (24,043) (27,846)
SECUrItIZAIONS . . .\ttt et e e et e (145,341) (119,439)
Customer relationships . ... ...t (21,339) (22,182)
Software and processing COSS . . ...ttt e (23,549) 4,110)
O her . .o e (14,819)  (39,996)
Total deferred tax liabilities ............ ... ... oot (229,091) (216,546)

Net deferred tax asSetS . . ..o v et et e e $ 387,919 $ 161,692

Net deferred tax assets are included in other assets in the Company’s consolidated and combined statements
of financial condition.

Deferred income tax assets were reduced by a valuation allowance of $1.1 million and $11.1 million at
November 30, 2007 and 2006, respectively. The valuation allowance is attributable to a state deferred income tax
asset arising from the existence of a state tax net operating loss carryforward, the realization of which is
uncertain at the present time. The state tax net operating loss carryforward relates to Ohio and will expire in 2009
when the Ohio corporation franchise (income) tax is fully phased out.

The Company is under continuous examination by the IRS and the tax authorities for various states. The tax
years under examination vary by jurisdiction; for example, the current IRS examination covers 1999 through
2005. Based on current progress, the Company expects this IRS examination to be substantially completed in
2008. The Company regularly assesses the likelihood of additional assessments in each of the taxing jurisdictions
resulting from these and subsequent years’ examinations. Pursuant to Statement of Financial Accounting
Standards No. 5, Accounting for Contingencies (“Statement No. 57), tax reserves are established for tax
assessments that are deemed to be probable and which can be reasonably estimated. Once established, reserves
are adjusted only when there is more information available or when an event occurs necessitating a change to the
reserves. The resolution of tax matters will not have a material effect on the consolidated and combined financial
condition of the Company, although a resolution could have a material impact on the Company’s consolidated
and combined statements of income for a particular future period and on the Company’s effective income tax
rate.
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18. Earnings Per Share

Basic earnings per share (“EPS”) is computed by dividing income available to common stockholders by the
weighted average number of common shares outstanding for the period. Diluted EPS reflects the assumed
conversion of all dilutive securities. On June 30, 2007, the Distribution by Morgan Stanley was completed to the
Morgan Stanley stockholders of one share of DFS common stock for every two shares of Morgan Stanley
common stock held on June 18, 2007. As a result, on July 2, 2007, the Company had 477,235,927 shares of
common stock outstanding and this share amount is being utilized for the calculation of basic EPS for all periods
presented prior to the date of the Distribution.

The following table presents the calculation of basic EPS (dollars in thousands, except per share amounts):

For the Years Ended November 30,

2007 2006 2005
Basic EPS:
Netincome . ..........ouuiiiininnnnnn. $ 588,630 $ 1,076,616 $ 577,915
Weighted average common shares outstanding . . . 477,327,627 477,235,927 477,235,927
Earnings per basic common share . ............. $ 123§ 226 $ 1.21

For all periods prior to the date of Distribution, the same number of shares is being used for diluted EPS as
for basic EPS as no common stock of DFS was traded prior to July 2, 2007 and no Discover equity awards were
outstanding for the prior periods.

The following table presents the computation of diluted EPS (dollars in thousands, except per share
amounts):

For the Years Ended November 30,

2007 2006 2005

Diluted EPS:
Netincome . ..........ouuiiiiniiinnnnnn. $ 588,630 $ 1,076,616 $ 577,915
Weighted average common shares outstanding . . . 477,327,627 477,235,927 477,235,927
Effect of dilutive stock options and restricted stock

UNIES « oottt e e e e 1,551,182 — —
Weighted average common shares outstanding and

common stock equivalents ................. 478,878,809 477,235,927 477,235,927
Earnings per diluted common share ............ $ 123 $ 226 $ 1.21

The following securities were considered anti-dilutive and therefore were excluded from the computation of
diluted EPS:

For the Years Ended November 30,

2007 2006 2005

Number of anti-dilutive securities (stock options and restricted stock units)
outstanding atend of period . ........ ... .. 4,932,323 — —
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19. Capital Adequacy

The Company’s domestic banking entities, Discover Bank and Bank of New Castle, are subject to various
regulatory capital requirements as administered by the FDIC. Failure to meet minimum capital requirements can
result in the initiation of certain mandatory, and possibly additional discretionary, actions by regulators that, if
undertaken, could have a direct material effect on the position and results of Discover Bank and Bank of New
Castle, and ultimately those of the Company. Under capital adequacy guidelines and the regulatory framework
for prompt corrective action, both banks must meet specific capital guidelines that involve quantitative measures
of assets, liabilities, and certain off-balance sheet items, as calculated under regulatory accounting practices.
Discover Bank and Bank of New Castle capital amounts and classification are also subject to qualitative
judgments by the regulators about components, risk weightings and other factors.

Quantitative measures established by regulation to ensure capital adequacy require Discover Bank and Bank
of New Castle to maintain minimum amounts and ratios (set forth in the following table) of total and Tier 1
capital (as defined in the regulations) to risk-weighted assets (as defined), and of Tier I capital (as defined) to
average assets (as defined). Management believes that, as of November 30, 2007, both Discover Bank and Bank
of New Castle met all capital adequacy requirements to which they are subject. Both banks met all capital
adequacy requirements to which they were subject at November 30, 2006.

Under regulatory capital requirements adopted by the FDIC and other bank regulatory agencies, FDIC-
insured financial institutions must maintain minimum levels of capital that are dependent upon the risk of the
financial institutions assets, specifically (a) 3% to 5% of Tier 1 capital, as defined, to average assets (“leverage
ratio”), (b) 4% to 6% of Tier 1 capital, as defined, to risk-weighted assets (“Tier 1 risk-weighted capital ratio”)
and (c) 8% to 10% of total capital, as defined, to risk-weighted assets (“total risk-weighted capital ratio”). As of
November 30, 2007 and 2006, the most recent notification from the FDIC categorized both Discover Bank and
Bank of New Castle as “well-capitalized” under the regulatory framework for prompt corrective action. To be
categorized as “well-capitalized,” Discover Bank and Bank of New Castle must maintain minimum total risk-
based, Tier I risk-based, and Tier I leverage ratios as set forth in the following table. There are no conditions or
events since that notification that management believes have changed either bank’s categories.
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In addition to capital adequacy requirements for Discover Bank and Bank of New Castle, actual capital
amounts and ratios are presented in the following table (dollars in thousands):

November 30, 2007:
Total capital (to risk-weighted assets)

DiscoverBank .. ....................
Bankof New Castle .................

Tier I capital (to risk-weighted assets)

DiscoverBank . .....................
Bankof New Castle .................

Tier I capital (to average assets)

DiscoverBank .. ....................
Bankof New Castle .................

November 30, 2006:
Total capital (to risk-weighted assets)

DiscoverBank .. ....................
Bankof New Castle .................

Tier I capital (to risk-weighted assets)

DiscoverBank .. ....................
Bankof New Castle .................

Tier I capital (to average assets)

DiscoverBank .. ....................
Bankof New Castle .................

For Capital Adequacy

To Be Classified as
Well-Capitalized
Under Prompt
Corrective Action

Ratio

Ratio

\YAR\Y \YAR\Y

\YAR\Y

\AR\Y \AR\Y

\AR\Y

8.0%
8.0%

4.0%
4.0%

3.0%
3.0%

8.0%
8.0%

4.0%
4.0%

3.0%
3.0%

\YAR\YS \YAR\YS

\YAR\YS

\AR\Y \AR\Y

\AR\Y

10.0%
10.0%

6.0%
6.0%

5.0%
5.0%

10.0%
10.0%

6.0%
6.0%

5.0%
5.0%

(1) The minimum Tier 1 capital (to average assets) regulatory requirements can be higher, based on the Bank’s composite CAMELS rating

and growth. The components of the CAMELS rating are Capital, Asset Quality, Management, Earnings, Liquidity and Sensitivity to

Market Risk.



The amount of dividends that a bank may pay in any year is subject to certain regulatory restrictions. Under
the current banking regulations, a bank may not pay dividends if such a payment would leave the bank
inadequately capitalized. In the years ended November 30, 2007, 2006 and 2005, Discover Bank paid dividends
from retained earnings to its parent, Discover Financial Services, of $1.6 billion, $500 million and $175 million,
respectively, which were eliminated in consolidation. Bank of New Castle paid no dividends in those years. For
the year ended November 30, 2007, 2006 and 2005, the Company paid dividends to Morgan Stanley of $850
million, $500 million and $0, respectively. See Note 26: Related Party Transactions herein for further disclosure
concerning capital transactions with Morgan Stanley. The Company paid dividends of $29 million to its
stockholders of record in the year ended November 30, 2007 following the Distribution.

The U.K. banking entity is regulated by the FSA with respect to capital adequacy. At November 30, 2007,
this entity was compliant with all applicable capital standards.

20. Commitments, Contingencies and Guarantees

Lease commitments. The Company leases various office space and equipment under capital and
non-cancelable operating leases which expire at various dates through 2013. At November 30, 2007, future
minimum payments on leases with remaining terms in excess of one year, consist of the following (dollars in
thousands):

Capitalized Operating

Leases Leases

2008 .o $1,579 $ 7,623
2000 . 1,579 7,958
2000 L 1,579 6,004
20l 790 3,434
2002 e — 3,353
Thereafter . . ... — 2,414
Total minimum lease payments . .. ..........oouiuniiniinnnnnen. . 5,527 $30,786
Less: Amount representing interest . ... .......ovuvunin e, 575

Present value of net minimum lease payments ......................... $4,952

Occupancy lease agreements, in addition to base rentals, generally provide for rent and operating expense
escalations resulting from increased assessments for real estate taxes and other charges. Total rent expense under
operating lease agreements, which considers contractual escalations and is net of sublease rental income, was
$14.6 million, $12.6 million and $14.7 million for the years ended November 30, 2007, 2006 and 2005,
respectively. For the years ended November 30, 2007, 2006 and 2005, sublease rental income was $3.1 million,
$4.9 million and $4.8 million, respectively. See Note 26: Related Party Transactions for further information
regarding rental expense and sublease rental income prior to Distribution.

Unused commitments to extend credit. At November 30, 2007, the Company had unused commitments to
extend credit for consumer and commercial loans of approximately $265 billion. Such commitments arise
primarily from agreements with customers for unused lines of credit on certain credit cards, provided there is no
violation of conditions established in the related agreement. These commitments, substantially all of which the
Company can terminate at any time and which do not necessarily represent future cash requirements, are
periodically reviewed based on account usage and customer creditworthiness.

Guarantees. The Company has certain obligations under certain guarantee arrangements, including contracts
and indemnification agreements that contingently require the Company to make payments to the guaranteed party
based on changes in an underlying (such as a security) related to an asset, liability or equity security of a
guaranteed party. Also included as guarantees are contracts that contingently require the Company to make
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payments to the guaranteed party based on another entity’s failure to perform under an agreement. The
Company’s use of guarantees is disclosed below by type of guarantee.

Securitized Asset Representations and Warranties. As part of the Company’s securitization activities, the
Company provides representations and warranties that certain securitized assets conform to specified
guidelines. The Company may be required to repurchase such assets or indemnify the purchaser against
losses if the assets do not meet certain conforming guidelines. Due diligence is performed by the Company
to ensure that asset guideline qualifications are met. The maximum potential amount of future payments the
Company could be required to make would be equal to the current outstanding balances of all assets subject
to such securitization activities. The Company has not recorded any contingent liability in the consolidated
and combined financial statements for these representations and warranties and believes that the probability
of any payments under these arrangements is remote.

Merchant Chargeback Guarantees. The Company issues credit cards in the United States and United
Kingdom and owns and operates the Discover Network in the United States. The Company is contingently
liable for certain transactions processed on the Discover Network in the event of a dispute between the
cardholder and a merchant. The contingent liability arises if the disputed transaction involves a merchant or
merchant acquirer with whom Discover Network has a direct relationship. If a dispute is resolved in the
cardholder’s favor, the Discover Network will credit or refund the disputed amount to the Discover Network
card issuer, who in turn credits its cardholder’s account. Discover Network will then charge back the
transaction to the merchant or merchant acquirer. If the Discover Network is unable to collect the amount
from the merchant or merchant acquirer, it will bear the loss for the amount credited or refunded to the
cardholder. In most instances, a payment requirement by the Discover Network is unlikely to arise because
most products or services are delivered when purchased, and credits are issued by merchants on returned
items in a timely fashion. However, where the product or service is not provided until some later date
following the purchase, the likelihood of payment by the Discover Network increases. Similarly, the
Company is also contingently liable for the resolution of cardmember disputes associated with its general
purpose credit cards issued by its U.K. subsidiary on the MasterCard and Visa networks. The maximum
potential amount of future payments related to these contingent liabilities is estimated to be the portion of
the total Discover Network sales transaction volume processed to date as well as the total U.K. cardmember
sales transaction volume billed to date for which timely and valid disputes may be raised under applicable
law, and relevant issuer and cardmember agreements. However, the Company believes that amount is not
representative of the Company’s actual potential loss exposure based on the Company’s historical
experience. The actual amount of the potential exposure cannot be quantified as the Company cannot
determine whether the current or cumulative transaction volumes may include or result in disputed
transactions.

The table below summarizes certain information regarding merchant chargeback guarantees:

For the Years Ended November 30,

2007 2006 2005
Losses related to merchant chargebacks (in thousands) ........ $ 7062 $ 5,183 $ 5,893
Aggregate transaction volume (in millions) W . ............... $106,732  $100,343  $87,165

(1) Represents period transactions processed on Discover Network to which a potential liability exists as well as U.K.
cardmember sales transactions which, in aggregate, can differ from credit card sales volume.

The amount of the liability related to the Company’s cardmember merchant guarantee was not material at
November 30, 2007 and 2006. The Company mitigates this risk by withholding settlement from merchants or
obtaining escrow deposits from certain merchant acquirers or merchants that are considered higher risk due to
various factors such as time delays in the delivery of products or services.
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The table below provides information regarding the settlement withholdings and escrow deposits (dollars in
thousands):

November 30,
2007 2006
Settlement withholdings and escrow deposits .. ........... ... ... ... .. $52,683  $54,741

Settlement withholdings and escrow deposits are recorded in interest-bearing deposit accounts and accrued
expenses and other liabilities on the Company’s consolidated and combined statement of financial condition.

21. Litigation

In the normal course of business, the Company has been named, from time to time, as a defendant in various
legal actions, including arbitrations, class actions and other litigation, arising in connection with its activities.
Certain of the actual or threatened legal actions include claims for substantial compensatory and/or punitive
damages or claims for indeterminate amounts of damages. The Company has historically relied on the arbitration
clause in its cardmember agreements which has limited the costs and exposure to litigation. The Company is also
involved, from time to time, in other reviews, investigations and proceedings (both formal and informal) by
governmental agencies regarding the Company’s business, including, among other matters, accounting and
operational matters, certain of which may result in adverse judgments, settlements, fines, penalties, injunctions or
other relief. Litigation and regulatory actions could also adversely affect the reputation of the Company.

The Company contests liability and/or the amount of damages as appropriate in each pending matter. In
view of the inherent difficulty of predicting the outcome of such matters, particularly in cases where claimants
seek substantial or indeterminate damages or where investigations and proceedings are in the early stages, the
Company often cannot reasonably estimate the loss or range of loss, if any, related to such matters, how such
matters will be resolved, when they will ultimately be resolved, or what the eventual settlement, fine, penalty or
other relief, if any, might be. Subject to the foregoing, the Company believes, based on current knowledge and
after consultation with counsel, that the outcome of the pending matters, including any judgment or settlement, in
excess of established legal reserves, will not have a material adverse effect on the consolidated and combined
financial condition of the Company, although the outcome of such matters could be material to the Company’s
operating results and cash flows for a particular future period, depending on, among other things, the level of the
Company’s income for such period. For currently pending matters about which management believes it is only
reasonably possible that a loss has been incurred, management has concluded that it cannot reasonably estimate
the amount of the loss or range of loss. For matters where management has concluded that a loss is both probable
and can be reasonably estimated, legal reserves have been established in accordance with Statement No. 5. Once
established, reserves are adjusted when there is more information available or when an event occurs requiring a
change.

22. Fair Value Disclosures

In accordance with Statement of Financial Accounting Standards No. 107, Disclosures about Fair Value of
Financial Instruments, the Company is required to disclose the fair value of financial instruments for which it is
practical to estimate fair value. To obtain fair values, observable market prices are used if available. In some
instances, observable market prices are not readily available for certain financial instrument and fair value is
determined using present value or other techniques appropriate for a particular financial instrument. These
techniques involve some degree of judgment and as a result are not necessarily indicative of the amounts the
Company would realize in a current market exchange. The use of different assumptions or estimation techniques
may have a material effect on the estimated fair value amounts.
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The following table provides the estimated fair values of financial instruments (dollars in thousands):

November 30, 2007 November 30, 2006
Carrying Estimated Carrying Estimated
Value Fair Value Value Fair Value
Financial Assets
Cash and cash equivalents . ..................... $ 8,787,095 §$ 8,787,095 $ 874,357 $ 874,357
Investment securities:
Available-for-sale ........................ $ 420,837 $ 420,837 $ 2,314  $ 2,314
Held-to-maturity ......................... $ 104,602 $ 100,769 $ 82,097 $ 82,241
Net loan receivables . ............ouiienn... $23,037,451 $23,185,270 $22,910,267 $22,962,899
Amounts due from asset securitization ............ $ 3,093,472 $ 3,093,472 $ 3,169,895 $ 3,169,895
Derivative financial instruments ................. $ 2,643 $ 2,643 $ 33,339 $ 33,339
Financial Liabilities
DEPOSILS .+ v vttt $24,725,401 $24,796,911 $13,343,859 $13,299,993
Short-term borrowings ........................ $ 3,175,426 $ 3,175,426 $ 6,739,678 $ 6,739,678
Long-term borrowings . ... .........oerueen..... $ 2,134,093 $ 2,091,902 $ 1,507,578 $ 1,548,885
Derivative financial instruments ................. $ 19,532  $ 19,532  $ 27,895 $ 27,895

Cash and cash equivalents. The carrying value of cash and cash equivalents approximates fair value due to
maturities of less than three months.

Investment securities available-for-sale. The carrying values of investment securities classified as
available-for-sale are recorded at their fair values.

Investment securities held-to-maturity. The estimated fair values of investment securities classified as
held-to-maturity are based on quoted market prices utilizing public information for the same or comparable
transactions or information provided through third-party advisors.

Net loan receivables. The Company’s loan receivables consist of loans held for sale and the loan portfolio,
which includes loans to consumers and commercial loans. The carrying value of loans held for sale, which
consists entirely of consumer loans, approximates fair value as a result of the short-term nature of these assets.
To estimate the fair value of the remaining loan receivables, loans are aggregated into pools of similar loan types,
characteristics and expected repayment terms. The fair values of the loans are estimated by discounting future
cash flows using a rate at which similar loans could be made under current market conditions.

Amounts due from asset securitization. The carrying values of amounts due from asset securitization are
recorded at their approximate fair values.

Deposits. The carrying values of money market deposit, non-interest bearing deposits, interest-bearing
demand deposits and savings accounts approximates fair value due to liquid nature of these deposits. For time
deposits for which readily available market rates do not exist, fair values are estimated by discounting future cash
flows using market rates currently offered for deposits with similar remaining maturities.

Short-term borrowings. The carrying values of short-term borrowings approximate their fair values. Term
Federal Funds purchased are short-term in nature and have maturities of less than one year. Other short-term
borrowings have variable rates of interest and are assumed to approximate fair values due to their automatic
ability to reprice with changes in the market.

Long-term borrowings. The fair values of long-term borrowings are determined by discounting cash flows
of future interest accruals at market rates currently offered for borrowings with similar remaining maturities or

repricing terms. The carrying values of bank notes approximate their fair values due to the quarterly repricing of
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interest rates to current market rates. The carrying values of secured and unsecured borrowings with variable
rates are assumed to approximate fair values due to their automatic ability to reprice with changes in the market.

Derivative financial instruments. The Company’s interest rate risk management program is designed to
reduce the volatility of earnings resulting from changes in interest rates by having a financing portfolio that
reflects the existing repricing schedules of the managed loan receivables while also considering the Company’s
right, with notice to cardmembers, to reprice certain loans to a new interest rate in the future. To the extent that
asset and related financing repricing characteristics of a particular component of the portfolio are not matched
effectively, the Company utilizes interest rate swap agreements to achieve its objective. Interest rate swap
agreements are derivative financial instruments that are entered into with institutions that are established dealers
and that maintain certain minimum credit criteria established by the Company.

The Company has entered into interest rate swap agreements with unrelated third parties as well as with
Morgan Stanley. At November 30, 2007, agreements with Morgan Stanley were no longer isolated from other
transactions with unrelated parties. The table that follows summarizes the interest rate swap agreements
outstanding (dollars in thousands):

Weighted
Average  Estimated
Notional Years to Fair
Amount Maturity Value
November 30, 2007
Interest rate SWap agreements ... ..........c.veuenitninin ., $1,000,500 10.1
Gross positive fairvalue ........... . ... i $ 2,643
Gross negative fairvalue ........... . ... .. . . i o M)
Total interest rate SWap agreements . .. .. ...o.vu e et et e .. $1,000,500 10.1 $ (7,469)
November 30, 2006
Interest rate swap agreements with Morgan Stanley ..................... $3,875,470 2.4
Gross positive fairvalue ........... .. .. .. .. $ 33,339
Gross negative fairvalue ........... . ... .. . . (18,759)
Interest rate swap agreements with unrelated parties .................... 1,192,639 3.1
Gross positive fairvalue .......... .. ... .. i —
Gross negative fairvalue ............. .. .. .. . . . i (9,136)
Total interest rate SWap agreements . .. .. ...o.vuen et et e ennenen .. $5,068,109 2.5 $ 5,444

Gross positive fair values of interest rate swap agreements are recorded in other assets and gross negative
fair values are reported in accrued expenses and other liabilities. None of the interest rate swap agreements
outstanding at November 30, 2007 were entered into by the Company during 2007 and of the agreements with
notional amounts outstanding of $5.1 billion at November 30, 2006, $2.0 billion were entered into during 2006.
For the years ended November 30, 2007, 2006 and 2005, other income included a loss of $18.8 million, a gain of
$7.1 million and a loss of $1.2 million, respectively, related to the change in fair value of these contracts. For the
years ended November 30, 2007 and 2006, interest expense included amortization of $2.6 million and $0.4
million, respectively, related to the fair value adjustment to interest-bearing deposits existing prior to
de-designation and the basis adjustment existing on the hedged interest-bearing deposits relating to the risk being
hedged. There was no related amortization recorded during the year ended November 30, 2005 as the derivatives
were not de-designated until 2006.

At November 30, 2007, the Company had an outstanding foreign currency exchange contract with a notional
amount of £226.0 million, entered into during 2007 to economically hedge short-term funding provided to a
foreign subsidiary of the Company with a non-dollar currency denomination, the borrowing of which is
eliminated in consolidation. The fair value of the contract was a negative $9.4 million at November 30, 2007, and
was included in accrued expenses and other liabilities in the consolidated and combined statements of financial

90



condition. The Company recorded the related loss in other income. There were no foreign currency exchange
contracts outstanding at November 30, 2006 and 2005.

The Company early adopted Statement of Financial Accounting Standards No. 159, The Fair Value Option
for Financial Assets and Financial Liabilities—Including an amendment of FASB Statement No. 115 (“Statement
No. 1597), as of December 1, 2006, but has not made any fair value elections with respect to any of its eligible
assets or liabilities as permitted under the provisions of Statement No. 159 as of November 30, 2007. In
conjunction with the adoption of Statement No. 159, the Company also early adopted Statement of Financial
Accounting Standards No. 157, Fair Value Measurements, which defines fair value, establishes a framework for
measuring fair value and expands disclosures about fair value measurements. The following tables present
information about the Company’s assets and liabilities measured at fair value on a recurring basis as of
November 30, 2007, and indicate the fair value hierarchy of the valuation techniques utilized by the Company to
determine such fair value. In general, fair values determined by Level 1 inputs utilize quoted prices (unadjusted)
in active markets for identical assets or liabilities that the Company has the ability to access. Fair values
determined by Level 2 inputs utilize inputs other than quoted prices included in Level 1 that are observable for
the asset or liability, either directly or indirectly. Level 2 inputs include quoted prices for similar assets and
liabilities in active markets, and inputs other than quoted prices that are observable for the asset or liability, such
as interest rates and yield curves that are observable at commonly quoted intervals. Level 3 inputs are
unobservable inputs for the asset or liability, and include situations where there is little, if any, market activity for
the asset or liability. In instances in which the inputs used to measure fair value may fall into different levels of
the fair value hierarchy, the level in the fair value hierarchy within which the fair value measurement in its
entirety has been determined is based on the lowest level input that is significant to the fair value measurement in
its entirety. The Company’s assessment of the significance of a particular input to the fair value measurement in
its entirety requires judgment, and considers factors specific to the asset or liability. Disclosures concerning
assets and liabilities measured at fair value are as follows:

Assets and Liabilities Measured at Fair Value on a Recurring Basis at November 30, 2007
(dollars in thousands)

Quoted Prices in Significant
Active Markets Other Significant Balance at
for Identical Observable Unobservable November 30,

Assets (Level 1)  Inputs (Level 2) Inputs (Level 3) 2007
Assets
Investment securities — available-for-sale ........... $ 1,295 $ 419,542 $ — $ 420,837
Amounts due from asset securitization®® ............ $ — $ — $ 2,041,506 $ 2,041,506
Derivative financial instruments .................. $ — $ 2,643 $ — $ 2,643
Liabilities
Derivative financial instruments . ................. $  — $ 19,532 $ — $ 19,532

(1) Balances represent only the portion of amounts due from asset securitization measured at fair value.

Changes in Level 3 Assets and Liabilities Measured at Fair Value on a Recurring Basis
(dollars in thousands)

Total Realized

and Unrealized

Gains Included

__inIncome Total Purchases,

Balance at  Net Revaluation Realized and Sales, Other  Net Transfers
November 30, of Retained Unrealized Settlements and In and/or Out Balance at
2006 Interests Gains Issuances, net of Level3  November 30, 2007
Assets
Amounts due from asset
securitization®® .. ... ... $ 2,153,754 $ 46,668 $ 47206 $ (159,454) $ — $ 2,041,506

(1) Balances represent only the portion of amounts due from asset securitizations measured at fair value.
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Of the assets for which the Company utilized significant Level 3 inputs to determine fair value and that were
still held by the Company at November 30, 2007, the unrealized gain for the twelve months ended November 30,
2007 was $47.2 million. The Company recorded $46.7 million of this unrealized gain in securitization income in
the consolidated and combined statements of income and $0.5 million in other comprehensive income in the
consolidated and combined statements of financial condition.

Both observable and unobservable inputs may be used to determine the fair value of positions that the
Company has classified within the Level 3 category. As a result, the unrealized gains and losses for assets and
liabilities within the Level 3 category presented in the tables above may include changes in fair value that were
attributable to both observable and unobservable inputs.

Amounts due from asset securitization for which the Company utilized Level 3 inputs to determine fair
value primarily reflects the interest-only strip receivable. The interest-only strip receivable represents the
contractual right to receive excess spread from the trusts over the estimated life of the securitized loan
receivables. The Company estimates the fair value of the interest-only strip receivable based on the present value
of expected future cash flows using management’s best estimate of key assumptions, including forecasted
interest yield, loan losses and payment rates, the interest rate paid to investors, and a discount rate commensurate
with the risks involved.

The Company also has assets that under certain conditions are subject to measurement at fair value on a
non-recurring basis. These assets include those associated with acquired businesses and acquired credit card
portfolios, including goodwill and other intangible assets. For these assets, measurement at fair value in periods
subsequent to their initial recognition is applicable if one or more is determined to be impaired. During the year
ended November 30, 2007, the Company determined that the fair value of goodwill and intangible assets
associated with the Goldfish and Liverpool Victoria acquisitions had declined below their carrying values. The
Company estimated the fair values of these assets utilizing Level 3 inputs, specifically, discounted cash flow
projections. At November 30, 2007, the Company recorded a non-cash impairment charge of $391 million to
other expense, the amount required to adjust these assets to their estimated fair values.

Assets Measured at Fair Value on a Nonrecurring Basis
(dollars in thousands)

Quoted
Prices in
Active Total
Markets  Significant Losses for
Balance for Other Significant the Year
at Identical Observable Unobservable Ended
November 30, Assets Inputs Inputs November 30,
2007 (Level 1) (Level 2) (Level 3) 2007
Assets
GOodWill ..o $ — $ — $ — $  — $ (291,161)
Other Intangibles ........................ $ 38274 $ — $ — $ 38274 (99,958)
$ (391,119)

23. Segment Disclosures

The Company’s business activities are managed in three segments, U.S. Card, Third-Party Payments and
International Card.

e U.S. Card. The U.S. Card segment offers Discover Card-branded credit cards issued to individuals and
small businesses over the Discover Network, which is the Company’s proprietary credit card network
in the United States. Also included within the U.S. Card segment are the Company’s other consumer
products and services businesses, including prepaid and other consumer lending and deposit products
offered through the Company’s subsidiary, Discover Bank.
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Third-Party Payments. Third-Party Payments includes PULSE and the third-party payments business.

International Card. The International Card segment offers consumer finance products and services in
the United Kingdom, including Morgan Stanley-branded, Goldfish-branded and various affinity-
branded credit cards issued on the MasterCard and Visa networks.

The business segment reporting provided to and used by the Company’s chief operating decision maker is
prepared using the following principles and allocation conventions:

Segment information is presented on a managed basis because management considers the performance
of the entire managed loan portfolio in managing the business.

Other accounting policies applied to the operating segments are consistent with the accounting policies
described in Note 2: Summary of Significant Accounting Policies.

Corporate overhead is not allocated between segments; all corporate overhead is included in the U.S.
Card segment.

Discover Network fixed marketing, servicing and infrastructure costs are retained in the U.S. Card
segment.

Other than the domestic and international managed receivables portfolios, which relate to the U.S. Card
and International Card segments, respectively, the assets of the Company are not allocated among the
operating segments in the information reviewed by the Company’s chief operating decision maker.

Income taxes are not specifically allocated among the operating segments in the information reviewed
by the Company’s chief operating decision maker.

Because the Company’s chief operating decision maker evaluates performance in the lending businesses
using data on a managed portfolio basis for each segment, segment information is provided here on a managed

basis.
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The following table presents segment data on a managed basis (dollars in thousands):

Managed Basis GAAP Basis
Third-Party International Securitization
For the Years Ended November 30, U.S. Card Payments Card Total Adjustment® Total
2007
Interestincome ............... $6,376,298 $ 2,376 $ 481,845 $6,860,519 $(3,972,350) $2,888,169
Interest expense .............. 2,729,065 19 246,704 2,975,788  (1,593,373) 1,382,415
Net interest income . ...... 3,647,233 2,357 235,141 3,884,731 (2,378,977) 1,505,754
Provision for loan losses ....... 1,853,396 — 317,446 2,170,842  (1,220,677) 950,165
Otherincome ................ 2,101,076 118,700 168,043 2,387,819 1,158,300 3,546,119
Other expense® .............. 2,390,463 84,097 681,952 3,156,512 — 3,156,512
Income (loss) before income
tax expense® .......... $1,504,450 $ 36,960 $(596,214) $ 945,196 $ — $ 945,196
2006
Interestincome ............... $5,748,698 $ 1,801 $ 416,986 $6,167,485 $(3,708,959) $2,458,526
Interest expense .............. 2,160,569 23 176,997 2,337,589  (1,397,549) 940,040
Net interest income . ...... 3,588,129 1,778 239989 3,829,896 (2,311,410) 1,518,486
Provision for loan losses ....... 1,663,472 — 238,172 1,901,644 (1,146,007) 755,637
Otherincome ................ 2,097,676 110,700 165,160 2,373,536 1,165,403 3,538,939
Otherexpense . ............... 2,381,880 83,529 254,074 2,719,483 — 2,719,483
Income (loss) before income
tax expense . ........... $1,640,453 $ 28,949 $ (87,097) $1,582,305 $ —  $1,582,305
2005®
Interestincome ............... $5,409,381 $ 673  $294,343 $5,704,397 $(3,529,586) $2,174,811
Interest expense .............. 1,671,331 95 129,671 1,801,097  (1,024,618) 776,479
Net interest income . ...... 3,738,050 578 164,672 3,903,300 (2,504,968) 1,398,332
Provision for loan losses ....... 2,263,617 — 126,462 2,390,079 (1,511,593) 878,486
Otherincome ................ 1,753,828 92,143 97,691 1,943,662 993,375 2,937,037
Otherexpense .. .............. 2,272,126 92,866 167,635 2,532,627 — 2,532,627
Income (loss) before income
tax expense . ........... $ 956,135 $ (145) $ (31,734) $ 924256 $ — $ 924256

(1) The Securitization Adjustment column presents the effect of loan securitizations by recharacterizing as securitization income the portions
of the following items that relate to the securitized loans: interest income, interest expense, provision for loan losses, discount and
interchange revenue and loan fee revenues. Securitization income is reported in other income.

(2) 2007 includes a $391 million pretax ($279 million after tax) non-cash impairment charge related to the Company’s International Card
segment.

(3) PULSE was acquired in January 2005.
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24. International Activities

The Company’s international activities consist entirely of consumer lending, originating from the United
Kingdom. Selected financial data regarding the U.K. operations is provided in the table below (dollars in
thousands):

For the Years Ended November 30,

2007 2006 2005
Total @SSELS . .ot v $4,062,920 $3,467,691 $2,260,998
Total income™® . . .. ... 473,203 419,610 256,457
Loss before income tax benefit® ............................... (596,214) (87,097) (31,734)
Net 10SS) Lo $ (385,457) $ (56,613) $ (21,641)

(1) Total income is the sum of interest income and other income.
(2) 2007 includes a $391 million pretax ($279 million after tax) non-cash impairment charge related to the Company’s International Card
segment.

The provision for loan losses is allocated based on specific loss experience and risk characteristics of
international loan receivables. See Note 5: Loan Receivables for further information on international loan
receivables.

Prior to the Distribution, certain estimates and assumptions with regard to funding costs and capital were
assigned to the U.K. operations. Economic capital was computed based on an internal allocation methodology
and was the primary factor in the determination of funding requirements. Costs associated with U.K. funding
levels were allocated at amounts approximating the costs incurred during those periods to obtain the funding.

25. Geographical Distribution of Loans

The Company originates credit card and other consumer loans primarily throughout the United States and to
a lesser degree in the United Kingdom. The loan receivables are predominantly credit card loans. The geographic
distribution of the Company’s loan receivables was as follows (dollars in thousands):

November 30, 2007 November 30, 2006
Loan Percentage Loan Percentage
Receivables of Total Receivables of Total
Domestic:
California ........... .o $ 2,091,029 8.7% $ 2,027,783 8.6%
TeXAS .« vttt 1,628,695 6.8 1,685,358 7.1
New York . ... 1,389,500 5.8 1,405,879 5.9
Florida ...... ... 1,303,160 5.4 1,216,199 5.1
THNOIS ..ot 1,110,425 4.6 1,125,900 4.8
Pennsylvania .......... ... .. . . i 986,965 4.1 981,693 4.1
Ohio ..ot 912,000 3.8 918,009 3.9
Michigan ........ .. .. . 769,693 3.2 787,767 3.3
New Jersey .. ...vuiiini e 743,108 3.1 745,763 3.1
Other States . ...ttt 9,896,542 41.5 9,895,893 41.7
Domestic ..ot 20,831,117 87.0 20,790,244 87.6
International:
United Kingdom . ....... ... ... ... ... 3,123,178 13.0 2,952,506 12.4
Loan receivables ...................... $23,954,295 100.0% $23,742,750 100.0%
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26. Related Party Transactions
Related Party Transactions with Morgan Stanley

Effective upon the Distribution on June 30, 2007, Morgan Stanley ceased to be a related party to the
Company. Prior to the Distribution, Morgan Stanley provided a variety of products and services to the Company
or on the Company’s behalf and the Company provided certain products and services to Morgan Stanley.
Subsequent to the Distribution, certain arrangements with Morgan Stanley have continued in accordance with the
Transition Services Agreement and other agreements by and between Morgan Stanley and the Company (see
Form 10, as amended). Transactions with Morgan Stanley subsequent to the Distribution are not isolated from
those conducted with other third parties.

Information provided below includes the amounts of transactions with Morgan Stanley for the seven months
ended June 30, 2007 (the date of the Distribution) and the twelve months ended November 30, 2006 and 2005.
Amounts due from or to Morgan Stanley are only provided as of November 30, 2006 as Morgan Stanley was not
a related party as of November 30, 2007.

In 2006, the Company began purchasing Federal Funds from Morgan Stanley Bank. Interest expense on
Federal Funds purchased from Morgan Stanley Bank was $29.5 million and $22.8 million for the years ended
November 30, 2007 and 2006, respectively. At November 30, 2006, there were $3.0 billion in Federal Funds
from Morgan Stanley Bank reported in short-term borrowings in the combined statement of financial condition.

In 2006, the Company began participating in the Morgan Stanley Global Wealth Management Bank Deposit
Program launched by Morgan Stanley DW Inc. (“MSDW?”). Under the program, MSDW sweeps excess client
cash into interest-bearing deposit accounts at FDIC-insured banks participating in the program. The Company
incurred related servicing and administrative fees in the years ended November 30, 2007 and 2006 of $19.4
million and $11.0 million, respectively. At November 30, 2006, the outstanding interest-bearing deposit balance
related to the Morgan Stanley Global Wealth Management Bank Deposit Program was $1.9 billion.

The Company paid brokerage commissions to Morgan Stanley for the sales of certificates of deposit. These
commissions totaled $38.1 million, $5.6 million and $47.0 million for the years ended November 30, 2007, 2006
and 2005, respectively. These commissions are amortized to interest expense over the lives of the related
certificates of deposit. At November 30, 2006, unamortized prepaid commissions on these certificates of deposit
were $29.2 million, and were included in other assets in the combined statement of financial condition.
Amortization of the prepaid commissions was $16.2 million, $27.6 million and $32.2 million for the years ended
November 30, 2007, 2006 and 2003, respectively.

In 2007, 2006 and 2005, the Company paid underwriting fees on credit card securitizations to Morgan
Stanley of $6.3 million, $11.3 million and $8.4 million, respectively. Amortization of such underwriting fees
during the same periods was $5.6 million, $9.0 million and $8.9 million, respectively. Deferred underwriting fees
associated with these expenses were $19.6 million at November 30, 2006, and were included in other assets in
the consolidated and combined statements of financial condition.

In 2007 and 2006, the Company sold $41.4 million and $255.5 million, respectively, of mortgage loans to
Morgan Stanley Credit Corporation (“MSCC”). The gains recognized on these sales in 2007, 2006 and 2005 were
$2.4 million, $7.4 million and $6.2 million, respectively. In most instances, these loans, when originated, were
recorded in loans held for sale until sold. At November 30, 2006, mortgage loans held for sale that were
subsequently sold to MSCC were $3.7 million.

In the ordinary course of business, the Company entered into interest rate swap and foreign currency
exchange contracts with various counterparties, including Morgan Stanley Capital Services Inc., a wholly-owned
subsidiary of Morgan Stanley, which serves as Morgan Stanley’s principal U.S. swaps dealer, to economically
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hedge interest rate and currency exchange risks as part of its risk management program and under terms
consistent with those that would have been offered to an unrelated third-party.

The Company had short-term and long-term debt obligations to Morgan Stanley prior to the Distribution
which have all been repaid as of November 30, 2007. At November 30, 2006, the Company had short-term
obligations to Morgan Stanley of $6.6 billion. Interest expense on short-term obligations to Morgan Stanley was
$142.7 million, $159.9 million and $94.0 million for the years ended November 30, 2007, 2006 and 2005,
respectively. At November 30, 2006, the Company had long-term obligations to Morgan Stanley of $1.3 billion.
Interest expense on long-term obligations to Morgan Stanley was $31.1 million, $62.3 million and $48.9 million
for the years ended November 30, 2007, 2006 and 2005, respectively.

MSCC provided transaction processing and other support services related to consumer loan products offered
by the Company. The costs of providing these services were included in information processing and other
communications and amounted to $2.8 million, $7.8 million and $4.6 million for years ended November 30,
2007, 2006 and 2005, respectively.

In 2006 and 2005, the Company recorded $2.6 million and $3.0 million, respectively, in professional fees
for services provided by Morgan Stanley for investment banking fees for acquisition-related costs of the Goldfish
and PULSE acquisitions. There were no professional fees for services provided by Morgan Stanley in 2007.

In 2007, 2006 and 2005, the Company received $3.1 million, $4.9 million and $4.8 million, respectively, in
sublease rental income from Morgan Stanley. Morgan Stanley maintains offices at three Company-owned
locations in Riverwoods, Illinois; New Albany, Ohio; and West Valley City, Utah.

In 2007, 2006 and 2005 the Company recorded $3.0 million, $4.7 million and $4.8 million, respectively, in
rent expense for subleasing office space from Morgan Stanley in London, England and Glasgow, Scotland.

As a subsidiary of Morgan Stanley, the Company was charged for certain corporate functions such as
Company IT, Company Management, Finance, Legal and Compliance, and Strategy, Administration and other.
The primary allocation methodologies utilized by Morgan Stanley included level of support, headcount and a
formula that considered revenues, expenses and capital. Each corporate function separately determined the
methodology to employ for their allocable expenses.

The table below summarizes intercompany expense allocations by functional area® (dollars in thousands):

For the Years Ended November 30,

2007 2006 2005
Company IT . . ... $ 2,608 $ 5954 $ 6,713
Company Management® . .......... .. .ttt 13,071 24,293 29,142
FINancCe . . ... 13,973 21,615 27,108
Legal and Compliance ......... ... .. .. .. . . . . i 7,021 8,637 13,957
Strategy, Administration andother ............ .. ... ... ... .. .. . ... 14,944 30,242 20,026
Total Morgan Stanley allocations . ...............c.ccoeiuieeennao... $51,617 $90,741 $96,946

(1) Allocations based on percentage of total expenses of each functional area versus line item specific allocations. Majority of allocations
relates to compensation expense.
(2) Represents allocations of Morgan Stanley senior management costs.

The Company provided corporate card services to Morgan Stanley, the outstanding balances of which were
included in Credit card loan receivables and totaled $14.4 million at November 30, 2006.

The Company included non-interest bearing amounts payable to Morgan Stanley in accrued expenses and
other liabilities for expenses paid by Morgan Stanley on behalf of the Company including, but not limited to,
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401(k) matching, amortization of compensation cost related to restricted stock grants, tax benefits for exercised
stock options and fees for management of the Morgan Stanley Global Wealth Management Bank Deposit
Program. The balance payable to Morgan Stanley was $171.6 million at November 30, 2006.

At November 30, 2006, accrued expenses and other liabilities included federal and state income taxes due
from Morgan Stanley of $19.8 million. At November 30, 2006, other assets included $2.4 million of interest due
from Morgan Stanley related to the settlement of various tax matters.

The Company paid dividends to Morgan Stanley during the years ended November 30, 2007 and 2006 of
$850.0 million and $500.0 million, respectively. The Company paid no dividends to Morgan Stanley during the
year ended November 30, 2005.

In conjunction with the Distribution, in June 2007 Morgan Stanley contributed the legal entities comprising
the International Card segment to the Company and capital of $135.0 million, resulting in the capital level
viewed appropriate to support the Company as a stand-alone entity.

While a subsidiary of Morgan Stanley, the Company received an allocation of capital from Morgan Stanley
to maintain a level of capital that management believed was appropriate to support the International Card
segment. For the years ended November 30, 2007 and 2006, capital allocated to the Company from Morgan
Stanley was $43.8 million and $512.9 million, respectively. These amounts are reflected as contributions from
Morgan Stanley in the consolidated and combined statements of cash flows.

Other Related Party Transactions

In the ordinary course of business, the Company offers consumer loan products to its directors, executive
officers and certain members of their immediate families. These products are offered on substantially the same
terms as those prevailing at the time for comparable transactions with unrelated parties, and these receivables are
included in the loan receivables in the Company’s consolidated and combined statements of financial condition.
They were not material to the Company’s financial position or results of operations.
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27. Parent Company Condensed Financial Information

The following Parent Company financial statements are provided in accordance with Regulation S-X of the
SEC which requires all issuers or guarantors of registered securities to include separate annual financial

statements.
Discover Financial Services
(Parent Company Only)
Condensed Statements of Financial Condition
November 30,
2007 2006
(dollars in thousands)

Assets
Cashand due from banks . ......... . .ttt $ 73 $ 49
Federal Funds sold .. ....... . 530,600 —
Interest-earning time deposits due from subsidiary ............ ... ... .. .. ..... 4,051 4,053
Notes receivable from subsidiaries . ........... ... 1,323,245 2,528,298
Investments in SUDSIAIATIES . . . ... ..ttt 4,476,419 5,674,263
Premises and equipment, Net . . ... ... 9 269
Other ASSEES . ottt ettt 127,400 113,055

Total aSSEtS . . ..ot $6,461,797 $8,319,987
Liabilities and Stockholders’ Equity
Non-interest bearing deposit aCCOUNES . ... ... o ittt $ 651 $ 953
Short-term bOIrrOWINgS . . .. .ottt e — 1,928,562
Long-term DOrTOWINGS . . . ..ottt et e e e e 799,222 438,579
Accrued expenses and other liabilities . ........... ... .. .. . . ... 62,502 177,121

Total Habilities . ... ... .. . 862,375 2,545,215

Stockholders’ equity ... .. ... ..ot 5,599,422 5,774,772

Total liabilities and stockholders’ equity .............. .. .. .. ... ......... $6,461,797 $8,319,987
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Discover Financial Services
(Parent Company Only)
Condensed Statements of Income

For the Years Ended November 30,

2007 2006 2005
(dollars in thousands)
INtEreSt INCOME . . . v vt et e e e e e e e e e e e e e $103,320 $ 143,538 $108,298
INEETesSt EXPENSE . . . vttt et 99,159 133,418 104,469
Net interest iNCOME . . .. ...t vttt e e et e 4,161 10,120 3,829
Dividends from subsidiaries ................ ... . .. . ... ... 589,265 500,000 175,000
Management fees from subsidiaries ................ ... .. ... 31,374 25,441 27,993
Other inCOmME . . . ... ... e 894 — 8
Total iINCOME . .. .ot e 625,694 535,561 206,830
Other expense
Employee compensation and benefits .. ............. ... .. ... ... 28,117 26,627 23,734
Marketing and business development .. ............. .. .. .. ...... 257 400 451
Information processing and communications ..................... 405 171 175
Professional fees . ......... . .. 4,067 2,997 2,416
Premises and equipment . ............ .. 3,473 3,699 3,855
Other ... 1,250 1,667 1,199
Total other Xpense .. .........uuiirinn ... 37,569 35,561 31,830
Income before income tax benefit and equity in undistributed net income of
SUDSIAIATIES . . ...t i e 588,125 500,000 175,000
Income tax benefit .. ... ... . .. . .. .. 505 — —
Equity in undistributed net income of subsidiaries ..................... — 576,616 402,915
NEtINCOME . o v o vt e e e e e e e e e $588,630 $1,076,616 $577,915
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Discover Financial Services
(Parent Company Only)
Condensed Statements of Cash Flows

For the Years Ended November 30,

2007

2006 2005

(dollars in thousands)

Cash flows from operating activities
NELINCOME « . o v ot e e e e e e e e e e $ 588,630
Adjustments to reconcile net income to net cash provided by operating
activities:
Non-cash charges included in net income:
Equity in undistributed earnings of subsidiaries ............ —

$1,076,616 $ 577,915

(576,616)  (402,915)

Compensation payable in common stock options ........... 35,710 — —
Deferred income taxes . .............o it (16,011) 4,465 (3,461)
Depreciation and amortization ............. .. .. ... ..... 45 8 17
Changes in assets and liabilities:
(Increase) decrease in otherassets . ...................... (3,862) 17,901 (8,322)
(Decrease) increase in other liabilities and accrued
EXPEIISES - . v o v et e e e e e (114,548) 44,301 1,769
Net cash provided by operating activities ............. 489,964 566,675 165,003
Cash flows from investing activities
Net proceeds from (payments for):
(Increase) decrease in investment in subsidiaries ............... 1,241,781 — —
(Increase) decrease in loans to subsidiaries .. .................. (465,776) (44,403) 63,509
Decrease in loans to Morgan Stanley ........................ 118,160 398,335 503,021
Decrease inotherloans ............. ... . . .. 1,460,066 3,712 106
Purchases of premises and equipment .. ...................... 233 (256) 4)
Net cash provided by investing activities ............. 2,354,464 357,388 566,632
Cash flows from financing activities
Net (decrease) increase in short-term borrowings .. ................. (1,824,603)  (424,028) (730,772)
Proceeds from issuance of long-term debt and bank notes ............ 799,204 — —
Maturity of long-term borrowings ... ........ ... ... ... ... (438,579) — —
Purchases of treasury stock .......... ... (1,419) — —
Net (decrease) increase in deposits . .........oeitvrvnenennenn.. (302) (462) (398)
Capital contributions from Morgan Stanley ....................... 31,041 — —
Dividends paid to Morgan Stanley ........... .. ... ... ... .. ..., (850,000) — —
Dividends paid . . ... ...t (29,146)  (500,000) —
Net cash used for financing activities ................ (2,313,804)  (924,490) (731,170)
Increase (decrease) in cash and cash equivalents ................... 530,624 427) 465
Cash and cash equivalents, at beginningof year .................... 49 476 11
Cash and cash equivalents, atend of year ......................... $ 530,673 $ 49 $ 476

Supplemental Disclosures:
Cash paid during the year for:
TNEETEST .« o v v e e e e e e e e e e e $ 87,639

$ 140,746 $ 97,349

Income taxes, net of income tax refunds ... ................... $ 27,923

$ 17 $ (2,538)

Non-cash Transactions
Capital contributions (to) from Morgan Stanley ................ $ 103,959
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28. Subsequent Events

On December 19, 2007, the Company declared a dividend of $0.06 per share. The cash dividend was paid
on January 22, 2008 to stockholders of record at the close of business on January 3, 2008.

On February 7, 2008 the Company and Barclays Bank Plc entered into a definitive sale and purchase
agreement relating to the sale of £129 million of net assets (equivalent to approximately $258 million) of the
Company’s U.K. credit card business, which represented substantially all of the Company’s International Card
segment and included $3.1 billion in owned loan receivables at November 30, 2007. The aggregate sale price
under the agreement is £35 million (equivalent to approximately $70 million), payable in cash at closing and
subject to a post-closing adjustment. The closing is expected to occur by the end of the Company’s second
quarter of 2008. As a result, the International Card segment will be presented as discontinued operations
beginning with first quarter 2008 reporting. The sale is subject to the satisfaction of a number of conditions,
including clearance from the U.K. Office of Fair Trading, a minimum value of receivables to be transferred and
consents under material contracts. There can be no assurance that the sale will occur by the end of the second
quarter of 2008, if at all.

Based on the terms of the sale, the Company expects to record charges of approximately $240 to $270
million pre-tax ($190 to $210 million after tax) in the first quarter of 2008 associated with classifying the
segment as held for sale, substantially all of which will be non-cash. These charges, the majority of which are
expected to be recognized in the first quarter of 2008, include approximately $5 million related to the termination
of certain contractual arrangements and approximately $7 million of employee-related costs. This will be
partially offset by the proceeds from the sale of other assets related to the U.K. business of approximately $45
million.

29. Quarterly Results (unaudited) (dollars in thousands):

November 30, August 31, May 31, February 28, November 30, August 31, May 31, February 28,

2007 2007 2007 2007 2006 2006 2006 2006

Interest income .............. $ 748,889  $755,610 $703,365  $680,305 $622,166 $642,748 $607,181  $586,431
Interest expense . ............. 400,734 361,469 336,253 283,959 243,518 250,440 217,336 228,746

Net interest income . ........ 348,155 394,141 367,112 396,346 378,648 392,308 389,845 357,685
Provision for loan losses . ... ... 339,916 211,576 203,287 195,386 239,693 231,614 129,502 154,828
Otherincome ................ 1,003,251 845,498 871,693 825,677 828,263 889,374 932,027 889,275
Other expense . ............. 1,099,495 698,849 702,992 655,176 781,677 682,537 648,034 607,235

Income (loss) before income

tax expense (benefit)) .. .. (88,005) 329,214 332,526 371,461 185,541 367,531 544,336 484,897

Income tax expense (benefit)() . . (31,521) 126,974 123,284 137,829 (981) 126,138 201,058 179,474

Net income (loss)) ......... $ (56,484) $202,240 $209,242  $233,632 $186,522 $241,393 $343,278  $305,423
Basic earnings (loss) per

common share ............. $ 0.12) $ 042 $ 044 $ 049 $ 039 $ 051 $ 072 $ 0.64
Diluted earnings (loss) per

common share ............. $ 012) $ 042 $ 044 $ 049 $ 039 $ 051 $ 072 $ 0.64

(1) November 30, 2007 includes a $391 million pretax ($279 million after tax) non-cash impairment charge related to the Company’s
International Card segment.
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Market for Registrant’s Common Equity and Stock Performance Graph
Common Stock Market Prices and Dividends
Our common stock began trading “regular way” on the NYSE (ticker symbol DFS) on July 2, 2007. The

approximate number of record holders of our common stock at January 31, 2008 was 94,150.

The following table sets forth the quarterly high and low stock prices as reported by the NYSE and the
dividends declared by Discover Financial Services during the quarter indicated:

2007
__StockPrice Cyeh Dividends
Quarter Ended High Low Declared
August 31 ..o $29.15  $20.35 —
November 30 . ... $24.00 $15.72 $0.06

Discover Financial Services expects to continue its policy of paying regular cash dividends, although there
is no assurance as to future dividends because they are subject to board approval and depend on future earnings,
capital requirements and financial condition.

Stock Performance Graph

The following graph compares the cumulative total stockholder return (rounded to the nearest whole dollar)
of the Company’s common stock, the S&P 500 Stock Index and the S&P 500 Financials Index for the period
from July 2, 2007 through November 30, 2007. The graph assumes an initial investment of $100 on July 2, 2007,
the date the Company began “regular way” trading on the NYSE following the Distribution. The cumulative
returns include stock price appreciation and assume full reinvestment of dividends. This graph does not forecast
future performance of the Company’s common stock.
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\\\ —e— Discover Financial Services
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July 2, 2007 November 30, 2007
Discover Financial Services . ............. .. i, $100.00 $63.36
S&P 500 ... $100.00 $97.48
S&P 500 Financials . .........i i $100.00 $84.67
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BOARD OF DIRECTORS

Dennis D. Dammerman
Chairman, Discover Financial
Services. Retired Vice Chairman,
General Electric Company

Jeffrey S. Aronin
President and CEO,
Ovation Pharmaceuticals, Inc.

Mary K. Bush
President, Bush International

Gregory C. Case
President and CEO, Aon

Robert M. Devlin
Chairman, Curragh
Capital Partners

Philip A. Laskawy
Retired Chairman and CEO,
Ernst & Young LLP

Michael H. Moskow
Retired CEO, Federal
Reserve Bank of Chicago

David W. Nelms
CEO, Discover
Financial Services

Michael L. Rankowitz
Retired, senior advisor to
Morgan Stanley

E. Follin Smith

Retired Executive Vice President,
CFO and CAO,

Constellation Energy Group

Lawrence A. Weinbach
Partner, Yankee Hill
Capital Management LLC

EXECUTIVE OFFICERS

David W. Nelms
Chief Executive Officer

Roger C. Hochschild
President and Chief
Operating Officer

Roy A. Guthrie
Executive Vice President,
Chief Financial Officer

Kathryn McNamara Corley
Executive Vice President,
General Counsel and Secretary

Margaret H. Georgiadis
Executive Vice President,
Chief Marketing Officer

Charlotte M. Hogg
Senior Vice President,
International

Carlos Minetti

Executive Vice President,
Cardmember Services and
Consumer Banking

Diane E. Offereins
Executive Vice President,
Chief Technology Officer

James V. Panzarino
Senior Vice President,
Chief Credit Risk Officer

Harit Talwar
Executive Vice President,
Discover Network
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PRIMARY INVESTOR CONTACT
Investor Relations

2500 Lake Cook Road
Riverwoods, IL 60015

Phone: 1-224-405-4555
investorrelations @discover.com

FORM 10-K

A copy of our Annual Report
on Form 10-K for fiscal 2007
filed with the SEC will be
furnished without charge to
any shareholder by contacting
Investor Relations (see above).

CERTIFICATIONS

We have included as exhibits to
our Annual Report on Form 10-K
the certifications of our Chief
Executive Officer and Chief
Financial Officer required under
Section 302 of the Sarbanes-
Oxley Act of 2002 to be filed
with the SEC regarding the
quality of our public disclosure.

TRANSFER AGENT

Mellon Investor Services LLC
200 W. Monroe Street

Suite 1590

Chicago, IL 60606

Phone: 1-866-258-6590
Corporate Web site:
www.melloninvestor.com/ISD

ANNUAL SHAREHOLDERS' MEETING
The 2008 Annual Meeting of
Shareholders of Discover
Financial Services will be held
on Thursday, April 10, 2008,

at 9:00 AM CT at the
company’s headquarters at

2500 Lake Cook Road,
Riverwoods, IL 60015.

Discover, Cashback Bonus, More,
Motiva, Open Road, PULSE and

the other trademarks, logos and
service marks used in this Financial
Annual Report are the trademarks

of Discover Financial Services or
their respective third-party owners.
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