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Direct Banking

Discover is one of the largest credit card issuers in the United States, with $45 billion in loans and
$92.5 billion in sales volume. In addition to the company’s card-issuing business, the Direct Banking
segment includes other consumer products and services, such as personal loans, student loans,
prepaid cards and deposit products.

Payment Services

The Payment Services segment consists of: PULSE, one of the nation’s leading ATM/debit networks;

Diners Club International, a global payments network; and our third-party issuing business, which includes
credit, debit and prepaid cards issued by third parties on the Discover Network.

DISCOVER DISCOVER

Discover Card
* $45 billion in loans

* leading cash rewards program Discover b'ffffwm”k
e 1104 U.S. households ¢ $103 billion volume

¢ 30+ issuers

Deposits

* $20.6 billion directo-consumer deposits P¢e®
— —ay———

Personal Loans PULSE Debit Network

* $118 billion volume

* $1 9 billion in loans
: * 4 400+ issuers

Student Loans
* $1 billion in private student loans
* On preferred-lender list at approximately Diners Club
800 schools INTERNATIONAL
* Acquired The Student loan Corporation in
December 2010 Diners Club International

* $27 billion volume
¢ 51 franchises
* 185+ countries/territories

Note Balances are as of November 30, 2010 Volumes are for the fiscal year ended November 30, 2010.

Certain historical numbers in this Annual Report are shown on an “as adjusted” basis where indicated The asadjusted basis assumes that the trusts used in our securitization activites
were consolidated into our financial resulis and excludes from results income received in connection with the anfitrust litigation seftlement in 2009  For an explanation as to why
management believes that the “as adjusted” numbers are useful to investors and for a reconciliafion of these numbers, see “Management’s Discussion and Analysis of Financial
Conditon and Results of Operations —Reconciliations of GAAP to As Adjusted Data” in the accompanying Annual Report on Form 10K




To Our Shareholders,

In many ways, 2010 was one of the best yeass in your company’s history. Discover achisved financial results that were

inG
excepli onal g given an ehvironment that continued 1o be chaflenging in terms of economic. conditions '“md reguldtory

&)

We also moved Torward

hanges. In fa“ in each quarter after the first, we excesded our targeted 15% return on equity

on importdnt infticfives in our Direct Banking and Payment Services segments. All in all, Discover is in excellent shape and

{ for the futur

we are well positionac

palance shast, o growing line-up of products and services, and a unique
business model,

As indicated on the cover, 2011 is the 25th vear in business for Discover. In 1986, Discover launchad a new credit card

and @ new payment network bullt around cash rewards, innovation and great customer service. Our facus on the customer

has served us well over the years through economic cycles, and 25 years later, we are still providing our customers with
outstanding raw f]rds, service and value. At the same time, we have grown volume on our payment netwarks fo nearly
$250 billion, provid og our business p:}rm srs around the world with @ viable option to other payment netwarks. leoking

ahead. we will build on the success of the past and focus on becoming the leading direct banking and payments company.

2010 Financial Results

D'scover ﬂm@rgsd from the recession in better financial condition than many of cur competitars. Cur
in 2010 included:

highlights

¢ Dilyted eamings per share of $1.22
* Record Discover cord sales volume of $92.5 billion, up 6% from the prior year.
e Stable credit card loans of $45.2 billion, which ranslated info o market share gain as U.S. consumers deleveraged.

* Afullyear net chargeoff rate of 7.6%, with steady improvement throughout the year, ending ot & &% in the fourth
guarer of 201

volurne-on our Discover, PULSE and Diners Club Intermationol networks, up 7% from the prior vear,
¢ A 33% increase in preax profit from cur Payment Services segment.

* A decrease in operating expenses for the third consecutive year,




In addition, Discover ended the year with a strong liguidity and capital position.

Progress on Performance Priorities

We achisved success in 2010 because Discover employses were very focused on our perfermance priorifies, and they
colloborated on mulliple crossfunctional intiatives. For example, | believe the increase in Discover card sales volume
reflects not only the early stages of ecenomic recovery, but o!N the payback from our investments fo expond merchant
acceplarice, enhance our indusinyleading rewards programs and further sirengthen the Discover brand,

e Our focus on accepiance led to an 8% increase in the number of domestic 30-day active merchant aullets in 2010,
and we activated more inernational outl ars as well, making it possible to use the Discover card at more places
around the world.

o Enharicements to our rewards programs included double Cashback Bonus during the holideys for online shoppers,
new redemption options and bonus offers from merchant partners.

* We commitied to a number of high-profile sponsorship agreements, such as the Discover Orange Bowl, and ramped
up our advertising, which highlights our leadership in customer service and rewards.
Ancther very high priority for us was expansion of other parts of our Direct Bonking business.
s We graw directioconsumer deposits by 64% to $20.6 billion, making this channel the largest componert of our funding.
¢ We achieved growth in personal and student lending, and we acquired The Student Loan Corporation
on December 31, 2010
lost year was also a vear of importont progress with our global network inifiatives.

¢ We signed new network alliance deals with BC Card {Koreal and DinaCard {Serbia), which will ulimately add
to fransaction volume o our networks.

* Our strategic partnership with JCB Japan] contributed more than $500 million of sales volume on the
Discover Network in 2010,

o We executed on our acceplance strafegy in Western Europe and Canada with a number of new merchant
acquirer agreements.

Total Metwork Volume : Direct Banking Loans* Consumer Deposits
[Billions] [Bitlions) {Billions]

$511  $509

2007 2009 2010 2006 2007 2008 2009 2006

8 Diners Club nemalions! ‘ “2004-2009 s pdivsled ' B Brokeed

B oruse

W DizciB-Cansurier

B Discover Netwerk




Indusiry Recognition and Community Commitment
Discover was again recognized as.an indusiry leader by numerous organizatiors, and in addition to aur financial and

operaling successes, we confinued our radition of volunteerism and community invalvemeant.

e Our industry awards included recognition for the following: #1 ranking in the Brand Keys Customer Loyally
Engagement Index for the 13th year in o row, mg hast customer-call satish
ity f

the cradit card industey by Service
A

Measurerment Group, lsadership in id ;

yiion by javalin Srategy & Research, and excellence in

7

Ciualiy tity fraud resc

fechnalogy by CIO magazine.

® Inourcommunifies, Discover has 609p commilment fo education because we belisva it is o key building block for
achieving @ brighter financicl future. Accordingty, Discover focuses on finaneial literaey efforts, including supporting
employees who teach lunior Achievement l@ssons to students in local schocls. In addition, each of our faciliies has
adopted a school through our "Success in Schools” program. Each location provides program support, and employees
serve as volurieers for special events at the schools, Al teld, the company ard employees donated millions of dollars
and velunteered more than 45,000 hours lost vear. | am very sroud of the commiiment Discover employees continue fo
show 1o our value of “velunteerism, and of their desire 1o help brighten the futures of those in our communities.

Looking Ahead

in 2017, we siill face & number of challenges. U.S. unemployment remains stubbornly high, and it will be a while belore
we know the full impoct of firancial industry legislative changes enacted in 2010, Bven though the reguictary framework
for ourindustry is changing significantly, aur view Is that finoncial services companies that have sound, cusiomerfriendly
practices and work constructively with regulators and legislators will \V@Q.hef changes well. In cadition, our focus on direct
banking and payment services is the right strategy for the future, and our Fnancial strength and business model give us

the foundation 1o take advantage of opportunities in the markefplace. Overall, | believe there is no betler company than
Discover to tackle the challenges and caphure the oppertunities in our induslry,

Net Principol Charge-OH Rate® OPemtmg Expenises Income From Confinuing
Operations

777% $2,416
$2,251
$1.063
501%
I $765
2008

2008 2009 2010 } 2008 2009

AR 2009 o wdjustedd




Direct Banking

Every day, more consumers are vsing direct banking instead of tradifional branch banking across many bank products
and services. Direct banking works best when an organization has a strong brand and good execution when it comes fo
direct marketing and customer service — which are Discover strengths. Our plan s to capitalize on these sirengths and

take advantage of the frend toward direct banking in financial services to deliver more value to consumers in credit cords

a

and other direct banking products.

L am particularly excited about Discover’s acguisition of The Student Loan Corgoration (SIC), One of the bes! invesiments
an individual con make is in o college education, and SIC has been o leader in student lending for more than 50 years.
During that time, SLC has helped make *ol(ege more attainable for hundreds of thousands of students and families.

In addition, SIC has longstanding relationships with hundreds of leading colleges and universiies. Even without the
SIC acguisition, Discover had grown lo be the fifth largest originator of private studentloans in st three years.

With SLC, Discover enters 201 1 as the third largest private student lender with plans for continued growth.

Beyond providing arother avenue fo loan growth, SLC was an afiractive aequisiion because of the credit guality of

4 L g 9

the osseis we acquired. All in all, SIC is a perfect fit for our direct banking strategy, particularly since our 5 'OT@u\/ s nof
so much abeut diversification as it is about building o strong lineup of direct banking products and servie

Payments

In payments, the world wanis and needs o befter aliemative to fradifional network options, Discover embraces the concept o
alliances with regional networks and acguirers, and during 2010 we reached a milestone as-all of the 1op 100 U.S. merchom
acquireis are now Including Discover for their new merchani signings. VWe are also using our experience and expertise with
network parnerships and integration to expand cur global footprint, while aliowing regional networks o mainiain their own
identity. In short, we believe our flexibility when it comes to multibrand network alliances will be o winning strategy.

I am also excited about our position when it comes to mobile commerce. Mobile commerce will be an imporiant element of
the future of the payments industry, providing significant enhancements fo the way consumers manage and spend money.
In November 2010, AT&T, TMobile and Verizon announced the formation of Isis, a new mobile comimerce network, and

they announced that Discover will provide the payments infrastruciure, acceptance fooferint and payments expetience for this
new opporiunity.

Diluted Earnings Per Share of Common Return on Equity From Stock Price at Fiscal YearEnd
Stock From Continuing Operations Continuing Operations
18%

$2.38

$15.46

31023

2008 2009




Playing Offense

Looking back on the recession, it is clear that Discover was night to play offense on acceptance, directio-consumer
depostts, student lending and global network expansion. Our strategic moves over the past few years have placed us
well on our way to becoming the leading direct banking and payments company. We plan to continue down that path,
and we will focus on the following strategic priorities in 2011+

Grow our U.S. card business and fortify market leadership position in cash rewards.

Integrate The Student Loan Corporation and build on our leadership position in private student lending
Continue to grow directto-consumer deposits and expand our suite of direct bank product offerings.
Continue to expand U.S. acceptance

Continue to build a global payments network and establish a leadership position in the emerging mobile
payments market through strategic parinerships

Explore additional opportunities that fit our direct banking and payments strategy fo enhance
our competitive position.

Thank You

As ook back on our first 25 years, | want to thank all of the “Dawners” (employees who were there for the
"Dawn of Discover” in 1986) and all who have worked at Discover over the years

L also want to thank the Discover Board of Directors for their guidance and counsel, our customers and business partners
for their loyalty to Discover, and our shareholders for their trust in our company. Together, we have weathered recent
challenges in the environment, and now we are poised for a brighter financial future.

Dot Nefes

David Nelms
Chairman and Chief Executive Officer

February 14, 2011

DISCOVER
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Portions of the registrant's definifive proxy statement for its annual stockholders’ meefing o be held on April 7, 2011 are incorporated by reference in
Part Hl of this Form 10-K.

UNITED STATES SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549
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Except as otherwise indicated or unless the context gtherwise requires, “Discover Financial Services,” “Discover,” “DFS,” “we,” “vs,” “our,” and “the
o ’
Company” refer fo Discover Financial Services and its subsidiaries.
. <

We own or have rights to use the trademarks, trade nomes and service marks that we use in conjunction with the aperation of our business, including,
but not limited fo: Discover®, PULSE®, Cashback Bonus®, Discover® More® Card, Discover® Motivas™ Card, Discover® Open Road® Card, Discover®
Network and Diners Club International®. All other trademarks, trade names and service marks included in this annual report on Form 10-K are the
property of their respective owners.



Partl. | lem 1. Business

Introduction

Discover Financial Services is a direct banking and payment services company. We are a bank holding company
under the Bank Holding Company Act of 1956, subject to oversight, regulation and examination by the Board of
Governors of the Federal Reserve System (the “Federal Reserve”). We are also a financial holding company under the
Gramm-Leach-Bliley Act.

We offer credit cards, student loans, personal loans and deposit products through our Discover Bank subsidiary.
Although we have historically offered both federal and private student loans, in 2010 we decided to sell all our remaining
federal student loans. We had $48.8 billion in loan receivables and $20.6 billion in deposits issued through
direct-to-consumer channels and affinity relationships at November 30, 2010. We operate the Discover Network, our
credit card payments network; the PULSE network (“PULSE”), our automated feller machine (“ATM”), debit and electronic
funds transfer network; and Diners Club International (“Diners Club”), our global payments network.

Acquisition of The Student Loan Corporation

We recently expanded our private student loan business as part of our direct banking strategy. On December 31,
2010, we acquired The Student Loan Corporation {“SLC”) in a merger iransaction for $600 million. We received a
purchase price closing adjustment in the form of a cash payment of approximately $234 million from Citibank, N.A.
(“Cifibank”), the 80% owner of SLC before the merger, resulting in a net cash outlay of approximately $366 million for
the acquisition of SLC. In the transaction, we acquired SLC's ongoing private student loan business and approximately
$4.2 billion of private student loans and other assets, along with assuming approximately $3.4 billion of SLC's existing
asset-backed securitization debt funding and other liabilities. We acquired the loans and other assets at an 8.5%
discount, which will be applied to balance sheet items through purchase accounting entries. SLC is now a wholly-owned
subsidiary of Discover Bank. The acquisition significantly increased the size of our private student loan portfolio, which
was $1.0 billion at November 30, 2010. In addition, the acquisition has provided us with a developed student loan
business platform, addifional school relationships, experienced personnel and SLC's website.

Available Information

We make available free of charge through our internet site http://www.discoverfinancial.com, our annual reports on
Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K, proxy statements, Forms 3, 4 and 5 filed by or
on behalf of directors, executive officers and certfain large stockholders, and any amendments to those documents filed or
furnished pursuant to the Securities Exchange Act of 1934. These filings will become available as soon as reasonably
practicable after they are elecironically filed with or furnished to the Securities and Exchange Commission {the “SEC”).

In addition, the following information is available on the Investor Relations page of our website: (i) Corporate
Governance Policies; (i) Code of Ethics and Business Conduct; and (iii) charters of the Audit and Risk, Compensation,
and Nominating and Governance Committees of our board of directors. These documents are also available in print
without charge to any person who requests them by writing or telephoning our principal execufive offices: Discover
Financial Services, Office of the Corporate Secretary, 2500 Lake Cook Road, Riverwoods, Illinois 60015, U.S.A.,
telephone number (224) 405-0900.

Operating Model

We manage our business activities in two segments: Direct Banking and Payment Services. Our Direct Banking
segment includes Discover card-branded credit cards issued to individuals and small businesses on the Discover Network
and other consumer products and services, including personal loans, student loans, prepaid cards and other consumer
lending and deposit products offered through our Discover Bank subsidiary. Our Payment Services segment includes
PULSE, Diners Club and our third-party issuing business, which includes credit, debit and prepaid cards issued on the
Discover Network by third parties.

We are principally engaged in providing products and services to customers in the United States, although the royalty
revenue we receive from Diners Club licensees is derived from sources outside of the United States. For quantitative
information concerning our geographic distribution, see Note 6: Loan Receivables fo our consolidated financial
statements and for quantitative information concerning our royalty revenue, see Note 16: Other income and Other
Expense.



Below are descriptions of the principal products and services of each of our reportable segments. For additional
financial information relating to our business and our operating segments, see Note 24: Segment Disclosures to our
consolidated financial statements.

Direct Banking

Credit Cards

We offer credit cards to consumers and small businesses. Our credit card customers are permitted fo “revolve” their
balances and repay their obligations over a period of fime and at an interest rate set forth in their cardmember
agreements, which may be either fixed or variable. The interest that we earn on revolving credit card balances makes
95% of our total interest income. We also charge customers other fees, including fees for late payments, balance trans
transactions, cash advance transactions and foreign currency transactions. We also offer various products and service
connection with our credit card business, such as Payment Protection, Identity Theft Protection, Wallet Protection, Credi
ScoreTracker and other fee-based products.

Our credit card customers’ transactions gre processed over the Discover Network. Where we have a direct relations
with a merchant, which is the case with respect to our large merchants representing a majority of Discover card sales
volume, we receive discount and fee revenue from merchants. Discount and fee revenue is based on pricing that is set
forth in contractual agreements with each merchant and is based on a number of factors including industry practices,
special markefing arrangements, competitive pricing levels and merchant size.

Where we do not have a direct relationship with a merchant, we receive acquirer interchange and assessment fees
from the merchant acquirer that settles transactions with the merchant. The amount of this fee is based on a standardize
schedule and can vary based on the type of merchant or type of card {e.g., consumer or business). Most of our cards

offer the Cashback Bonus rewards program, the costs of which we record as a reduction of discount and interchange
revenue.

The following chart shows the Discover card transaction cycle as processed on the Discover Network:
Cardmember makes purchase at

Discover Merchant accepting Discover
Cardmember > Merchant

A

Disect Merchont

Cardmember mak Discover reimburses indirect Merchant
'Z::"‘o Drirs“covz:' Merchant for amount Acquirer reimburses
P of transaction less Merchant for amount .
discount fee of fransaction less Merchant submits
transaction to Acquirer

Discover bills discount fee onfo Acq
Cardmember for
amount of transaction Merchant submifs

transaction to Discover

Discover reimburses
Acquirer for amount of L

" transaction less acquirer
Discover Network/ | interchange fee

Discover Bank

Merchant Acquirer

Acquirer submits
transaction to Discover

* This is a simplified illustration of a typical credit card transaction. It does not reflect certain operations and assessment fees, cash or bafonce
transfer fronsactions, authorizations, disputes or other specifics.
)

Student Loans b

Our student loans help students and parents finance education costs at select schools with undergraduate, graduate
and post-graduate degree programs. Private student loans are intended fo supplement any financial aid that may be
available through grants, scholarships or under the federal government's Direct Lending Program. Historically, we have
offered both federal and private student loans. However, effective July 2010, federal legislation required all federal
student loans to be made directly by the federal government and as of November 30, 2010, our remaining federal
student loan portolio was classified as held for sale.
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In 2011, we will offer Discover Student Loans through Discover Bank, and during a transition period, CitiAssist® Loans
which are originated by Citibank, N.A. (“Citibank”} and subsequently purchased by Discover Bank. Our private student
loans are marketed through colleges and universities, including schools where Discover or Citibank is named a preferred
lender. Discover Student Loans and CitiAssist Loans are also marketed online and through direct mail. In addition,
CitiAssist loans are marketed through markefing agreements with Citibank and its affiliates.

Customers can apply for a Discover Student Loan by mail, online or by phone, where we have dedicated staff within
our Discover call centers to service student loans. Customers can apply for a CitiAssist Loan online. As part of the loan
approval process, both Discover Student Loans and CitiAssist Loans are certified with the school to confirm enrollment so
that loan funds are applied to educational expenses. To ensure proper use of loan funds, the maijority of loan
disbursements are made directly to schools. Upon graduation, Discover Student Loan borrowers are generally eligible to
receive a Graduation Reward on the date of their graduation. Students may redeem their Graduation Reward as a credit
to the balance of their student loan or as a direct deposit to a bank account.

Personal Loans

Our personal loans are unsecured loans with fixed interest rates, fixed terms and fixed payments. These loans are
primarily intended to help customers consolidate existing debt, although they can be used for other reasons. In addition to
the interest earned on the personal loans, we also earn fees from customers that enroll in our credit protection product.
We generally market our personal loan products to our existing credit card customers through direct mail, statement
inserts and email. However, we also market personal loans to non-Discover customers through direct mail. Customers can
submit their applications via phone, online or through the mail, and can service their accounts online or by phone.

Deposit Products

We obtain deposits from consumers directly or through offinity relationships (“direct-to-consumer deposits”) and
through third-party securities brokerage firms who offer our deposits to their customers {“brokered deposits”). Our deposit
products include certificates of deposit, money market accounts, online savings accounts and Individual Retirement
Account (“IRA") certificates of deposit.

We market our direct-to-consumer deposit products to our existing customer base and other prospective customers
through the use of internet advertising, print materials and affinity arrangements with third parties. Customers can apply
for, fund and service their deposit accounts online or via phone, where we have a dedicated staff within our call centers
to service deposit accounts. For more information regarding our deposit business, see “Management’s Discussion and
Analysis of Financial Condifion and Results of Operations - Liquidity and Capital Resources ~ Funding Sources —
Deposits.”

Payment Services

PULSE network

Our PULSE network is one of the nation’s leading ATM/debit networks. PULSE links cardholders of more than 4,400
financial insfifutions with ATMs and point-of-sale (“POS”) terminals located throughout the United States. PULSE also
provides cash access at over 750,000 ATMs in over 80 countries. PULSE's primary source of revenue is transaction fees
charged for switching and setiling ATM, personal identification number (“PIN") POS debit and signature debit
transactions initiated through the use of debit cards issued by participating financial institutions. In addition, PULSE offers
a variety of optional products and services that produce income for the network, including signature debit processing,
prepaid card processing, and connections to other regional and national electronic funds transfer networks.

When a financial institution joins the PULSE network, debit cards issued by that institution can be used at all of the
ATMs and PIN POS debit terminals that participate in the PULSE network, and the PULSE mark can be used on that
insfitution’s debit cards and ATMs. In addition, financial institution parficipants may sponsor merchants, direct processors
and independent sales organizations to participate in the PULSE PIN POS and ATM debit service. A participating
financial institution assumes liability for transactions initiated through the use of debit cards issued by that insfitution, as
well as for ensuring compliance with PULSE's operating rules and policies applicable to that institufion’s debit cards,
ATMs and, if applicable, sponsored merchants, direct processors and independent sales organizations.



Diners Club

Our Diners Club business maintains an acceptance network in over 185 countries and terrifories through ifs
relationships with over 80 licensees, which are generally financial institutions. Diners Club itself does not directly issue
credit cards fo consumers, but grants its licensees the right fo issue Diners Club branded credit cards and/or provide car
acceptance services. Our licensees pay us royalties for the right to use the Diners Club brand, which is our primary sourc
of Diners Club revenues. Diners Club also earns revenue from providing various support services to its licensees, includin
processing and settlement of cross border transactions. Diners Club also offers licensees a centralized service center and
internet services.

When Diners Club cardholders use their cards outside the host country or territory of the issuing licensee, transactions
are routed and settled over the Diners Club network through its centralized service center. In order to increase merchant
acceptance in certain targeted countries and territories, Diners Club is working with merchant acquirers to offer Diners
Club acceptance to their merchants. These acquirers are granted licenses to market the Diners Club brand to existing and
new merchants. As we continue fo work toward infegrating and expanding card acceptance across our networks, we
expect Discover customers to be able to use their cards at an increasing number of merchant and ATM locations that
accept Diners Club cards in a growing number of countries around the world, and Diners Club customers with cards
issued by licensees outside of North America to be able to use their cards on the Discover Network in North America anc
on the PULSE network domestically and internationally.

Third-Party Issuing Business

We have agreements related to issuing credit, debit and prepaid cards with a number of other financial institutions for
issuance of card products on the Discover Network. We refer to these financial institutions as “third-party issuers.” We
earn merchant discount and acquirer interchange revenue, net of issuer interchange paid, plus assessments and fees for
processing transactions for third-party issuers of signature cards on the Discover Network.

The following chart shows the third-party issuer transaction cycle:

Cardholder makes purchase at
Third Party Issuer Merchant accepting Discover > Merchant
Cardholder
A A
Direct Merchant
Discover reimburses
ird "'}efd‘ﬂf" for U‘;"an Indirect Merchant
Third Party Issuer Cardhol ke of transaction less Acquirer reimburses )
bills Cardholder p:;me nf:: TT; des discount fee Merchant for amount Merchant submits
for amount of Party Issuer of transaction less fransaction fo Acquirer
fransaction discount fee
Merchant submits
Third Party lssver transaction to Discover
reimburses Discover for b b
L amount of transaction: Alsooyer ?:_ rses'
\ Discover pays issuer ofc;l—:::: cﬁo:msosun A\
Third Pa interchange fee . acquirer interchange fee .
Issuerrty b~ | Discover Network —q'———'————gf—p Merchant Acqunrer
| - -
Transaction submitted Acquirer submits
to Third Party lssuer fransaction fo Discover
Network

*  This is a simplified illustration of a typical credit card fransaction. It does not reflect certain operations and assessment fees, cash or balance fransfer
transactions, authorizations, disputes or other specifics.
;
y
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The discussion below provides additional detail concerning the supporfing functions of our two segments. The credit
card, student loan, personal loan and deposit products issued through our Direct Banking segment require significant
investments in credit risk management, marketing, customer service and technology, whereas the operation of the
Discover Network and our Payment Services business requires that we invest in technology as well as relationships with
issuers, merchants and merchant acquirers.



Credit Risk Management

Credit risk management is a critical component of our management and growth strategy. Credit risk refers to the risk of
loss arising from borrower default when borrowers are unable or unwilling to meet their financial obligations to us. Our
credit risk is generally highly diversified across millions of accounts without significant individual exposures. We manage
risk according to customer segments and product fypes, among other things. See “~ Risk Management” for more
information regarding how we define and manage credit and other risks.

Account Acquisition (New Customers)

We acquire new credit card customers through our marketing efforts, including direct mail, internet, print advertising,
telemarketing and merchant relationships, or through unsolicited individual applications. We also use targeted marketing
efforts to prospective student loan and personal loan customers, although student loan customers may also submit
unsolicited individual applications. In all cases, we have a rigorous process for screening applicants.

To identify credit-worthy prospective customers, our credit risk management team uses proprietary targeting and
andlytical models and our marketing feam matches them with our product offerings. We give consideration to the
prospective customer’s financial stability, as well as ability and willingness to pay. In order fo make the best use of our
resources used fo acquire new accounts, we seek out production efficiencies, conduct creative testing and aim to
continuously improve our product offerings and enhance our targeting and analytical models.

We assess the creditworthiness of each credit card, student loan and personal loan applicant through our underwriting
process. We evaluate prospective customers’ applications using credit information provided by the credit bureaus and
other sources. We use credit scoring systems, both externally developed and proprietary, to evaluate customer and credit
bureau data. When appropriate, we also use experienced credit underwriters fo supplement our automated decision-
making processes.

Upon approval of a customer’s application, we assign a specific annual percentage rate (“APR”) using an analytical
pricing strategy that provides competitive pricing for customers and seeks to maximize revenue on a risk-adjusted basis.
For our credit card loans, we also assign a revolving credit line based on risk level and income.

Credit Card Portfolio Management (Existing Customers)

Unlike our installment loan products, which are billed according to an amortization schedule that is fixed at the time of
the disbursement of the loan, the revolving nature of our credit card loans requires that we regularly assess the credit risk
exposure of our customers’ accounts. This assessment reflects information relating to the performance of the individual's
Discover account as well as information from credit bureaus relating to the customer’s broader credit performance. We
utilize scoring models (statistical evaluation models) to support the measurement and management of credit risk. At the -
individual customer level, we use custom risk models together with generic industry models as an integral part of the
credit decision-making process. Depending on the duration of the customer’s account, risk profile and other performance
metrics, the account may be subject fo a range of account management treatments, including limits on transaction
authorization and increases or decreases in purchase and cash credit limits.

Customer Assistance

We provide our customers with a variety of tools fo proactively manage their accounts, including a website dedicated
o customer education and payment reminders through email and mobile text dlerts. These tools are designed to limit a
customer’s risk of becoming delinquent. However, once a customer’s account becomes delinquent or is at risk of
becoming delinquent, we employ a variety of strafegies to assist customers in becoming current on their accounts.

All monthly billing statements of accounts with past due amounts include a request for payment of such amounts. After
the first monthly statement that reflects a past due amount, these accounts also receive a written notice of late fee charges
as well as an additional request for payment. Customer assistance personnel generally initiate contact with customers
within 30 days after any portion of their balance becomes past due. The nature and the fiming of the inifial contact,
typically a personal call or letter, are determined by a review of the customer’s prior account activity and payment habits.

We reevaluate our collection efforts and consider the implementation of other techniques, including internal collection
acfivities and use of external vendors, as a customer becomes increasingly delinquent. We limit our exposure to
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delinquencies through controls within the authorizations system and criteria based account suspension and revocatiot
situations involving customers with financial difficulties, we may enter into arrangements fo extend or otherwise chang

payment schedules, lower their interest rates and/or waive fees to aid customers in becoming current on their obligat
to us.

Marketing

In addition to working with our credit risk management personnel on account acquisition and portfolio managemer
our marketing group provides other key functions, including product development, management of our Cashback Bor
and other rewards programs, fee product management, and brand and advertising management.

Product Development

In order to attract and retain customers and merchants, we continue to develop new products, features, and benefit
and market them through a variety of channels, including mail, phone and online. Targeted offers may include balanc
transfers, fee products and reinforcement of our Cashback Bonus and other rewards programs. Through the developn:
of a large prospect database, use of credit bureau data and use of a customer contact strategy and management syste

we have been able to improve our modeling and customer engagement capabilities, which helps optimize product,
pricing and channel selection.

Rewards/Cashback Bonus

Under our Cashback Bonus program, we provide our credit card customers with up to 1% Cashback Bonus, based
upon their spending level and type of purchases. Customers earn 0.25% on their first $3,000 in annual purchases ana

1% once their total annual purchases exceed $3,000. Purchases made at warehouse clubs and discount stores earn a
fixed Cashback Bonus of 0.25%.

Customers can choose from several card products that allow them to earn their rewards based on how they want to
credit as set forth below.

* Discover More card offers 5% Cashback Bonus on purchases up to a specified amount, subject to certain limitatior
in large retail categories such as gasoline, grocery, restaurants, travel, department stores and home improvement
stores, that change throughout the year, and up to 1% unlimited Cashback Bonus on all other purchases.

Discover Motiva card provides customers with Cashback Bonus as a reward for making on-time payments and up
1% unlimited Cashback Bonus on all other purchases.

Miles by Discover customers receive two miles for every $1 on the first $3,000 in travel and restaurant purchases
each year and one mile for every $1 on all other purchases.

Escape by Discover customers earn two miles for every $1 on all purchases that can be redeemed for travel credits
gift cards, cash or merchandise. This card has a $60 annudl fee.

Discover Open Road card customers can earn 2% Cashback Bonus on the first $250 in gas and restaurant
purchases each billing period and up to 1% Cashback Bonus on all other purchases.

Discover Business card offers 5% Cashback Bonus on the first $2,000 in office supply purchases, 2% Cashback

Bonus on the first $2,000 in gas purchases and up to 1% unlimited Cashback Bonus on all other purchases each
year.

Customers who are not delinquent or otherwise disqualified may redeem their Cashback Bonus starting at $20 for
partner gift cards that turn their Cashback -Bonus into bigger rewards, brand-name merchandise with free shipping,
Discover gift cards or a charitable donation to select charities. For customers who prefer cash, Cashback Bonus can be
redeemed starting at $50 in the form of a statement credit or direct deposit to a bank account in increments of $50.

Miles can be redeemed for travel credits starting at 10,000 miles, merchandise starting at 4,000 miles, partner gift
cards starting at 1,000 miles, Discover gift cards starting at 5,000 miles, cash in the form of statement credits or direct
deposit to a bank account starfing at 5,000 miles or charitable donations starting at 5,000 miles.



1. In Fee Products

i’cems We market several fee-based products fo our customers, including the following:

o Identity Theft Profection. The most comprehensive identity theft monitoring service we offer includes an initial credit
report, credit bureau report monitoring, prompt alerts that help customers spot possible identity theft quickly, identity
theft insurance up to $25,000 which may cover certain out of pocket expenses due to identity theft and access to

i, knowledgeable professionals who can provide information about identity theft issues.
us

e Payment Profection. This service allows customers to suspend their payments for up to two years, depending on the
product, in the event of certain covered events. Different products cover different events, such as unemployment,
disability or other life events. Depending on the product and availability under state laws, outstanding balances up

: to certain amounts are cancelled in the event of death.
ent o Wallet Protection. This service offers one-call convenience if the customer’s wallet is lost or stolen, including
m, requesting cancellation and replacement of the customer’s credit and debit cards, monitoring the customer’s credit

bureau reports for 90 days, providing up to $100 to replace the customer’s wallet and, if needed, lending the
customer up to $1,000 in emergency cash.

o Credit ScoreTracker. This product offers customers resources that help them understand and monitor their credit
score. Credit ScoreTracker is specifically designed for score monitoring by alerfing customers when their score
changes, allowing customers to set a target score and providing resources to help them understand the factors that
may be influencing their score.

* Extended Warranties. Discover customers can purchase online service warranties from Square Trade, our extended
warranty provider, fo protect their purchases of new electronics and appliances from any retailer as well as certain
Jse other purchases.

i Brand and Advertising Management
is, We maintain a full-service, in-house direct marketing department charged with delivering integrated communications
to foster customer engagement with our products and services in addition to supervising external agencies. Our brand
team utilizes consumer insights fo define our mass communication strategy, create multi-channel advertising messages

o and develop marketing partnerships with sponsorship properties.

Customer Service

Our customers can contact our customer service personnel by calling 1-800-Discover. Credit card customers also can
manage their accounts online or through applications for their iPhone, Android or Blackberry mobile devices. Our
internet and mobile solutions offer a range of benefits, including:

* Online account services that allow customers to customize their accounts, choose how and when they pay their bills,
create annual account summaries that assist them with budgeting and taxes, research transaction details, initiate
transaction disputes, and chat with or email a customer representafive;

* Email and mobile text reminders fo help customers avoid fees and track big purchases or refurns;
* Money management tools like the Spend Analyzer, Paydown Planner and Purchase Planner;

* Secure online account numbers that let customers shop online without ever revealing their actual account numbers;
and

* ShopDiscover, an online portal where customers automatically earn 5-20% Cashback Bonus when they shop at well-
known online merchants using their Discover card.

Processing Services

Processing services cover four functional areas: card personalization/embossing, print/mail, remittance processing
and document processing. Card personalization/embossing is responsible for the embossing and mailing of plastic credit
cards for new accounts, replacements and reissues, as well as gift cards. Print/mail specializes in statement and letter
printing and mailing for merchants and customers. Remittance processing, currently a function outsourced to a third-party
vendor, handles account payments and check processing. Document processing handles hard-copy forms, including
product enroliments and new account applications.




Fraud Prevention

We acﬁvely monifor our customers’ accounts to prevent, detect, invesﬂgate and resolve fraud. Our fraud prevenﬁon
processes are designed to protect the security of cards, applications and accounts in @ manner consistent with our
customers’ needs to easily acquire and use our products. Prevention systems handle the authorization of application
information, verification of customer identity, sales, processing of convenience and balance transfer checks, and
electronic transactions.

Each credit card transaction is subject fo screening, authorization and approval through a proprietary POS decision
system. We use a variety of techniques that help identify and halt fraudulent transactions, including adaptive models,
rules-based decision-making logic, report analysis, data integrity checks and manual account reviews. Accounts identifi
by the fraud defection system are managed by proprietary software that integrates fraud prevention and customer
service. Strategies are subject to regular review and enhancement to enable us to respond quickly to changing credit
conditions as well as fo protect our customers and our business from emerging fraud activity.

Discover Card Terms and Conditions

The terms and conditions governing our credit card products vary by product and change over time. Each credit carc
customer enters into a cardmember agreement governing the terms and conditions of the customer's account. Discover
card’s terms and conditions are generally uniform from state to state. The cardmember agreement permits us, to the
extent permitted by law, to change any term of the cardmember agreement, including any finance charge, rate or fee, ¢
add or delete any term of the cardmember agreement, with notice to the customer as required by law. The customer has
the right to opt out of certain changes of ferms and pay their balance off under the unchanged terms. Each cardmember
agreement provides that the account can be used for purchases, cash advances and balance transfers. Each Discover
card account is assigned a credit limit when the account is inifially opened. Thereafter, individual credit limits may be
increased or decreased from time to time, at our discretion, based primarily on our evaluation of the customer’s
creditworthiness. We offer various features and services with the Discover card accounts, including the Cashback Bonus
reward described under “ - Marketing — Rewards/ Cashback Bonus.”

All Discover card accounts generally have the same billing structure, though there are some differences between the
consumer and business credit cards. We generally send a monthly billing statement to each customer who has an
outstanding debit or credit balance. Customers also can waive their right to receive a physical copy of their bill, in which
case they will receive email notifications of the availability of their billing statement online. Discover card accounts are
grouped info multiple billing cycles for operational purposes. Each billing cycle has a separate billing date, on which we
process and bill to customers all activity that occurred in the related accounts during the period of approximately 28 to 3
days that ends on that date.

Discover card accounts are assessed periodic finance charges using fixed and/or variable interest rates. Certain
account balances, such as balance transfers, may accrue periodic finance charges at lower fixed rates for a specified
period of fime. Variable rates are indexed to the highest prime rate published in The Wall Street Journal on the last
business day of the month. Periodic finance charges are calculated using the daily balance (including current
transactions) method, which results in daily compounding of periodic finance charges, subject to a grace period on new
purchases. The grace period essentially provides that periodic finance changes are not imposed on new purchases, or
any portion of a new purchase, that is paid by the due date on the customer’s current billing statement if the customer
paid the balance on their previous billing statement in full by the due date on that statement. Neither cash advances nor
balance transfers are subject to a grace period.

Each customer with an outstanding debiy balance in his or her consumer Discover card account must generally make a
minimum payment each month. If a custorner exceeds his or her credit limit as of the last day of the billing period, we
may include all or a portion of this excess amount irrthe customer’s minimum monthly payment. A customer may pay the.
total amount due at any time. We also may enter info arrangements with delinquent customers to extend or otherwise
change payment schedules, and to waive finance charges and/or fees, including re-aging accounts in accordance with
regulatory guidance.

In addition to periodic finance charges, we may impose other charges and fees on Discover card accounts, including
cash advance transaction fees, late fees where a customer has not made a minimum payment by the required due date,
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balance transfer fees, foreign currency transaction fees and returned payment fees. We also charge fees for each time we
decline fo honor a balance transfer check, cash advance check, or other promotional check due to such reasons as
insufficient credit availability, delinquency or default.

The Credit Card Accountability Responsibility and Disclosure Act of 2009 requires us, beginning February 2011, fo
periodically review annual percentage rates that were increased on accounts since January 1, 2009.

Terms and conditions may vary for other products, such as the Discover Business card and personal and student loans.

Discover Network Operations

We support our growing base of merchants through a merchant acquiring model that primarily includes direct
relationships with large merchants in the United States and arrangements with merchant acquirers for small- and mid-size
merchants. In addition to our U.S.-based merchant acceptance locations, Discover Network cards also are accepted at
many locations in Canada, Mexico, the Caribbean, China and Japan and at a growing number of countries on the
Diners Club network, such as ltaly, South Korea, South Africa and Brazil.

We maintain direct relationships with most of our largest merchant accounts which enables us fo capitalize on joint
marketing programs and opportunities and to retain the entire discount revenue from the merchant. The terms of our
direct merchant relationships are governed by a merchant services agreement. These agreements also are accompanied
by additional program documents that further define our network functionality and requirements, including operating
regulations, technical specifications and dispute rules. To enable ongoing improvements in our network’s functionality and
in accordance with industry convention, we publish updates to our program documents on a semi-annual basis. Discover
card transaction volume was concentrated among our top 100 merchants in 2010, with our largest merchant accounting
for approximately 8% of that transaction volume.

In order to increase merchant acceptance, Discover Network has sold the majority of its small- and mid-size merchant
porifolios to third-party merchant acquirers to allow them to offer a comprehensive payments processing package for
small- and mid-size merchants. Merchants also can apply to our merchant acquirer partners directly to accept Discover
Network cards through the acquirers’ integrated payments solution. Merchant acquirers provide merchants with
consolidated servicing for Discover, Visa and MasterCard transactions, resulfing in streamlined statements and customer
service for our merchants, and reduced costs for us. These acquirer partners also perform credit evaluations and screen
applicatilons against unacceptable business types and the Office of Foreign Asset Control Specifically Designated
Nationals list.

Discover Network operates systems and processes that seek to prevent fraud and ensure compliance with our operating
regulations. Our systems evaluate incoming fransaction acfivity to identify abnormalities that require investigation and
fraud mitigation. Designated Discover Network personnel are responsible for validating compliance with our operating
regulations and law, including enforcing our data security standards and our prohibitions against internet gambling and
other illegal or otherwise unacceptable activities. Discover Network is a founding and current member of the Payment
Card Industry (“PCI") Security Standards Council, LLC, and requires merchants and service providers to comply with the
PCl Data Security Standard.

Technology

We provide technology systems processing through a combination of owned and hosted data centers. These data
centers support our Discover and PULSE networks and Diners Club processing, provide customers with access to their
accounts and manage transaction authorizations, among other functions. Discover Network works with a number of
vendors to maintain our connectivity in support of POS authorizations. This connectivity also enables merchants to receive
timely payment for their Discover Network card transactions.

Our approach fo technology development and management involves both third-party and in-house resources. We use
third-party vendors for basic technology services (e.g., telecommunications, hardware and operating systems). We
subject each vendor to a formal approval process to ensure that the vendor can assist us in maintaining a cost-effective
and reliable technology platform. We use our in-house resources to build, maintain and oversee our technology systems.
We believe this approach enhances our operations, improves cost efficiencies and helps distinguish us in the marketplace.
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Seasonali

In our c'ryedit card business, we experience fluctuations in transaction volumes and the level of loan receivables as a
result of higher seasonal consumer spending and payment patterns around the winter holidays, summer vacations and
back-to-school periods. In our student loan business, our loan disbursements peak at the beginning of a school’s
academic semester or quarter. Although there is a seasonal impact to transaction volumes and the level of student and
credit card loan receivables, seasonal trends have not caused significant fluctuations in our results of operations or credit
quality metrics between quarterly and annual periods.

Revenues in our Diners Club business are generally higher in the first half of the year as a result of Diners Club’s tiered

pricing system where licensees qualify for lower royalty rate fiers as cumulative volume grows during the course of the
year.

Competition

We compete with other credit card issuers and nefworks on the basis of a number of factors, including brand,
reputation, reward programs, customer service, merchant acceptance, product offerings, incentives, and pricing. As a
credit card issuer, we compete for accounts and utilization with cards issued by other financial institutions (including
American Express, Bank of America, Capital One, JPMorgan Chase and Citigroup) and, to a lesser extent, businesses
that issue their own private label cards or otherwise extend credit fo their customers. In comparison fo our largest credit
card competitors, our strengths have included cash rewards, conservative portfolio management and strong customer
service. As a student loan issuer, we compete for customers with Sallie Mae, Wells Fargo and JPMorgan Chase, as well
as other financial institutions that offer student loans, on the basis of customer service, pricing and rewards. As a personal
loan issuer, we compete for customers primarily with Bank of America, JPMorgan Chase, Capital One and Wells Fargo,
generally on the basis of the loan product's ferms.

Although our student and personal loan receivables have increased as a percentage of total loans, our credit card
receivables continue to represent a substantial portion of our receivables. The credit card business is highly competitive.
Some of our competitors offer a wider variety of loan products than we do, including automobile and home loains, which
may position them befter among customers who prefer fo use a single financial institution to meet all of their financial
needs. Some of our competitors enjoy lower cost of funds and greater capital resources than we do, and are therefore
able to invest more in initiatives to attract and refain cusfomers, such as advertising, targeted marketing, account
acquisitions and pricing competifion in interest rates, annual fees, reward programs and low-priced balance transfer
programs.

Because most domestically issued credit cards, other than those issued on the American Express network, are issued on
the Visa and MasterCard networks, most other card issuers benefit from the dominant market share of Visa and
MasterCard. The former exclusionary rules of Visa and MasterCard limited our ability o attract merchants and credit and
debit card issuers, contributing fo Discover not being as widely accepted in the U.S. as Visa and MasterCard. Merchant
acceptance of the Discover card, however, has confinued fo increase and we are making investments to further grow
acceptance both domestically and internationally.

In our payment services business, we compete with other networks for volume and to attract third-party issuers fo issue
credit, debit and prepaid cards on the Discover, PULSE and Diners Club networks. We generally compete on the basis of
customization of services and various pricing strategies, including incentives and rebates. The Diners Club and Discover
networks’ primary competitors are Visa, MasterCard and American Express, and PULSE’s competitors include Visa's
Interlink, STAR, and MasterCard's Maestro. American Express is a particularly strong competitor to Diners Club as both
cards significantly target international busingés ravelers.

~

In our direct-to-consumer deposits business, we have acquisition and servicing capobilities similar to other direct
competitors, including Ally Financial, American Express, Capital One Direct, HSBC Direct and ING Direct. We also
compete with traditional banks and credit unions that source deposits through branch locations. We seek to differentiate
our deposits product offerings on the basis of brand reputation, convenience, customer service, and value.

For discussion of the risks we face with respect to competition, see “Risk Factors.”
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Intellectual Property
We use a variety of methods, such as trademarks, patents, copyrights and trade secrets, to protect our infellectual

property. We also place appropriate restrictions on our proprietary information fo control access and prevent
unauthorized disclosures. Our Discover, PULSE and Diners Club brands are important assets, and we fake steps to protect
the value of these assets and our reputation.

Employees
As of January 15, 2011, we employed approximately 10,300 individuals.

Risk Management

The understanding, identification and management of risk are important elements fo our success. Accordingly, we
maintain a comprehensive risk management program to identify, measure, monitor, evaluate, manage, and report on the
principal risks we assume in conducfing our activities. These risks include credit, market, liquidity, operational,
compliance and legal and strategic risks.

Enterprise Risk Management Principles

Our enterprise risk management philosophy is to ensure that all relevant risks inherent in our business activities are
appropriately identified, measured, monitored, evaluated, managed and reported. Our enterprise risk management
philosophy is expressed through five key principles that guide our approach to risk management: comprehensiveness,
accountability, independence, defined risk appetite and strategic limits and fransparency.

Comprehensiveness. We seek to maintain a comprehensive framework for managing risk enterprise-wide, including
policies, risk management processes, monitoring, and reporting. The framework is designed to be comprehensive with
respect fo our reporting segments and its control and support functions, and it extends across all risk types.

Accountability. We structure accountability along the principles of risk management execution, oversight and
independent validation. Our business units hold primary accountability for management of the risks to which their
businesses are exposed. The principles apply across all businesses and risk types.

Independence. We maintain independent risk and control functions including Corporate Risk Management, Law and
Compliance, and Internal Audit. Our Corporate Risk Officer, who leads our Corporate Risk Management function, is
appointed by our board of directors and is accountable for providing an independent perspective on the risks fo which
we are exposed; how well management is identifying, assessing and managing risk; and the capabilities we have in
place to manage risk across the enterprise.

Defined Risk Appetite and Strategic Limits. Our board of directors approves a risk appetite and sirategic limit
framework, which establishes the acceptable level of risk taking, considering desired financial returns and other
objectives. To that end, management sets, maintains and enforces policies, as well as limits and escalation triggers, that
are consistent with the risk appetite and strategic limits approved by our board of directors.

Transparency. Our risk management framework seeks fo provide fransparency of exposures and outcomes and is core
fo our risk culture and operating style. We provide transparency through our risk committee structure, processes for
escalating risk incidents and risk reporting at each level, including quarterly reporis fo our Risk Committee and the Audit
and Risk Committee of our board of directors.

Risk Management Roles and Responsibilities
Responsibility for risk management is held at several different levels, including our board of directors, the Audit and
Risk Committee of our board of directors, our Risk Committee, our Chief Executive Officer, our Executive Committee and

our Corporate Risk Officer.

Board of Directors. Our board of directors approves certain risk management policies and our risk appetite and
strafegic limit framework. Our board also oversees our strategic plan and appoints our Corporate Risk Officer. In
addition, our board receives and reviews Federal Reserve examination reports, as well as information regarding other
examinafions and communications from regulators to the extent they relate to risk management matters.
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Audit and Risk Committee of our Board of Directors. The Audit and Risk Committee of our board of directors reviews
reports from management on our enterprise-wide risk management program and reviews with management the
framework for assessing and managing our risk exposures and the steps management has taken to monitor and control
such risk exposures. The Committee also reviews reports from management on the status of and changes to risk
exposures, policies, procedures and practices.

Risk Committee. Our Risk Committee is a management-level committee, authorized by the Audit and Risk Committee of
our board of directors and chaired by our Corporate Risk Officer, that provides a forum for key members of our executive
management feam fo review and discuss credit, market, liquidity, operational, legal and compliance and strategic risks
across the company and for each business unit. Risk Committee membership consists of all members of the Executive
Committee and the Corporate Risk Officer. The Committee regularly reports to the Audit and Risk Committee of our boarc
o directors on risks and risk management. Our Risk Committee has formed a number of commitiees to assist it in carrying
out its responsibilities. Each committee is guided by a charter that defines the mandates of the committee in further detail.
These committees, made up of representatives from senior levels of management, escalate issues to our Risk Committee as
necessary. These risk management committees include the Asset/Liability Management Committee, the Capital Planning
Committee, the Counterparty Credit Committee, the Discover Bank Credit Committee, the Discover Bank Pricing
Committee, the Payment Services Steering Committee, the New Initiatives Committee, the Operational Risk Committee and
the Privacy and Policy Committee.

Chief Executive Officer. Our Chief Executive Officer is ultimately responsible for our risk management. In that capacity,
our Chief Executive Officer establishes our risk management culture, and ensures that businesses operate in accordance
with our risk culture. Our Corporate Risk Officer reports to our Chief Executive Officer.

Senior Executive Officers. Senior executive officers are responsible for ensuring their respective business units operate
within established risk limits. They are also responsible for identifying risks, explicitly considering risk when developing
strategic plans, budgets and new products, and implementing appropriate risk controls when pursuing business strategies
and objectives. Senior executive officers also coordinate with Corporate Risk Management to produce relevant, sufficient,
accurate and timely risk reporting that is consistent with the processes and methodology established by Corporate Risk
Management. In addition, our senior executive officers are responsible for ensuring that sufficient financial resources and
qualified personnel are deployed to control the risks inherent in the business activity.

Corporate Risk Officer. Our Corporate Risk Officer chairs our Risk Committee and manages our Corporate Risk
Management function. Our Corporate Risk Officer is responsible for establishing and implementing standards for the
identification, management, measurement and reporting of risk on an enterprise-wide basis.

Law and Compliance Department. Our Law and Compliance Department is responsible for establishing and
maintaining a compliance program that includes our compliance risk identification, assessment, policy development,
monitoring, festing, training and reporting acfivifies. Through collaboration with business units, our Law and Compliance
Department incorporates a commitment to compliance in our day-fo-day activities. The head of Compliance reports to the
General Counsel.

Internal Audit Department. Our Internal Audit Department is responsible for performing periodic, independent reviews
and testing of compliance with our risk management policies and standards, performing assessments of the design and
operating effectiveness of these policies and standards, and validating that all risk management controls are functioning
as intended. The head of Internal Audit reports to the Audit and Risk Committee of our board of directors.

Risk Appetite and Strategic Limit Structure

Our risk appefite and sirategic limit structure establish the amount of risk, on a broad level, that we are willing fo
accept in pursuit of shareholder value. It reflects our risk management philosophy, and, in turn influences our culure and
operating style. Our determination of risk appetite and strategic limits is directly linked to the strategic planning process
and is consistent with our aspirations and mission statement. Risk appetite expressions and strategic limits are categorized
by risk type and cascade through our committees and business units and are incorporated info business decisions,
reporting and day-to-day business discussions.
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Management and the Corporate Risk Management function monitor approved limits and escalation triggers fo ensure
that the business is operating within the expressed risk appetite and strategic limits. Risk limits are monifored and
reported on fo various risk committees and our board of directors, as appropriate. Through ongoing monitoring of risk
exposures, management is able to identify appropriate risk response and mitigation strategies in order to react
dynamically o changing conditions. i

The expressions of risk appetite and strategic limits also serve as tools to preclude business activities that are
inconsistent with our long-term goals. Our risk appetite and strategic limit structure is approved by our board of directors.

Risk Categories

Our risk management program is organized around six major risk categories: credit risk, market risk, liquidity risk, :
operational risk, legal and compliance risk and strategic risk. We evaluate the potential impact of a risk event on the
company by assessing financial impact, impact to our reputation, legal and regulatory impact and client/customer
impact.

Credit Risk. Credit risk arises from the potential that a borrower or counterparty will fail to perform on an obligation.
Our credit risk includes consumer credit risk and counterparty credit risk. Consumer credit risk is primarily incurred by
issuing credit cards and granting student loans and personal loans to consumers. Counterparty credit risk is incurred
through a number of activities including settlement, certain marketing programs, freasury and asset/liability management,
network incentive programs, vendor relationships and insurers.

Management of consumer credit risk is the primary responsibility of the Discover Bank Credit Committee. The
responsibilities of the Discover Bank Credit Committee include (i} establishing consumer credit risk philosophy and
tolerance; (ii) establishing procedures for implementing and ensuring compliance with risk identification, measurement,
monitoring and management policies and procedures for consumer credit risk management; and (i) reviewing, on a
periodic basis, aggregate risk exposures and efficacy of risk measurement, monitoring and management policies and
procedures within the Credit Risk Management Depariment.

Counterparty credit risk is managed through our Counterparty Credit Committee. Our Counterparty Credit Committee’s
responsibilities include (i) establishing an enterprise-wide approach to counterparty credit risk management through a
program for the identification, measurement, management and reporting of counterparty credit risks; (i) providing
oversight for controls, limits, thresholds and governance processes related fo our ongoing management of counterparty
credit risks; (iii) reviewing the enterprise-wide portfolio of counterparty risks and ensuring those risks remain within
tolerances; and (iv) approving acceptance of and limits for counterparties that represent significant exposure to us.

Market Risk. Market risk is the risk to our financial condition resulting from adverse movements in market rates or
prices, such as interest rates, foreign exchange rates, credit spreads or equity prices. We are exposed to various types of
market risk, in particular interest rate risk and other risks that arise through the management of our investment portfolio. }
Market risk exposures are managed through the Asset/Liability Management Committee. The responsibilities of our :
Asset/Liability Management Committee include (i) maintaining oversight and responsibility for all risks associated with the
asset/liability management process including risks associated with liquidity and funding, market risk and our investment
portfolio; and (i) recommending limits to be included in the risk appetite and limit structure.

Liquidity Risk. Liquidity risk is the potential that we will be unable to meet our obligations as they come due because of
an inability o obtain adequate funding or liquidate assets without significantly lowering market prices because of
inadequate market depth or market disruptions. Liquidity risk exposures are managed through our Asset/Liability
Management Committee. The responsibilities of our Asset/Liability Management Committee are described above.

Operational Risk. Operational risk arises from the potential that inadequate information systems, operational
problems, breaches in internal controls, fraud or external events will result in reputational harm or losses. Operational risk
also arises from model risk, which is the potential that we will incur a financial loss, make incorrect business decisions or
cause damage to our reputation as a result of {i) errors in financial and decision model design and development,
(ii) misapplication of financial or decision models; and {iii) errors in the financial and decision model production process.
We further differentiate operational risk into the following sub-categories: theft and fraud; employment practices and
workplace safety; customer, products and business practices; technology; physical asset and data security; processing;
financial and reporting; and external provider.
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Operational risk exposures are managed through a combination of business line management and enterprise-wide
oversight. Enterprise-wide oversight is provided through our Operational Risk Committee. Responsibilities of our
Operational Risk Committee include (i) establishing and communicating operational risk policies, tolerance and
philosophy; (i) establishing procedures for implementing our operational risk measurement, monitoring and management
policies; and (iii) reviewing aggregate risk exposures and efficacy of our risk identification, measurement, monitoring and
management policies and procedures, and related controls within our business units. In addition, model risk is managed
through a model governance process and models are subject o independent validation.

Compliance and Legal Risk. Compliance risk is the operational risk of legal or regulatory sanctions, financial loss or
damage to reputation resulting from failure to comply with laws, regulations, rules, other regulatory requirements, or
codes of conduct and other standards of self-regulatory organizations applicable to us. Legal risk arises from the potential
that unenforceable contracts, lawsuits or adverse judgments can disrupt or otherwise negatively affect our operations or
condition. These risks are inherent in all of our businesses. Both compliance and legal risk are sub-sets of operational risk
but are recognized as a separate and complementary risk category by us given their importance to us and the specific
capabilities and resources we deploy to manage these risk types effectively.

Compliance and legal risk exposures are actively and primarily managed by our business units in conjunction with our
Law and Compliance Department. Our compliance program governs the management of compliance risk. Our Risk
Committee oversees our compliance and legal risk management. Our Law and Compliance Department provides
independent oversight for all of our compliance and legal risk management activities. Qur Law and Compliance
Department coordinates with Corporate Risk Management for the management of compliance and legal risks by
reporting and escalating material incidents, completing risk and control self-assessments, and monitoring and reporting
key risk indicators.

Strategic Risk. Strategic risk can arise from adverse business decisions, improper implementation of decisions,
unanticipated economic events, failure to anticipate and respond to industry changes {including regulatory and legislative
changes), failure fo create and maintain a competitive business model, and failure to attract and profitably serve
customers. Our Executive Committee actively manages sirategic risk through the development, implementation and
oversight of our business strategies, including the development of budgets and business plans. Our business units take
and are accountable for managing strategic risk in pursuit of their objectives. Various policies govern the management of
our strategic risk. In addition, the assessment of strategic risk is an important consideration of various sub-committees of
our Risk Committee. For example, the strategic and other risks associated with new products or services are reviewed and
reported on by our New Initiatives Committee and our Payment Services Steering Committee.

Our Corporate Risk Management function also plays an important role in the management of strategic risk by:
(i) overseeing the objective sefting and strategic planning processes from a risk perspective, to gain comfort that strategic
risks have been adequately considered in the setting of objectives and development of strategies; (i} providing an
independent risk perspective to the new initiatives process; and (iii) assessing if there is effective alignment of
'n}agagement's proposed long-term strategic objectives with the risk appetite and strategic limits approved by our board
ot directors.

Risk Management Review of Compensation

Our employee compensation program is designed to appropriately balance risk and reward without encouraging
imprudent risk-taking. Our Corporate Risk Officer leads periodic risk assessments of our compensation plans and reports
results fo the Compensation Committee of our board of directors.

Supervision and Regulation

General

Our operations are subject fo extensive regulation, supervision and examination under U.S. federal, state and foreign
laws and regulations. We are a bank holding company under the Bank Holding Company Act of 1956 {“BHC Act’) and
a financial holding company under the Gramm-Leach-Bliley Act (“GLBA"), subject fo the supervision, examinafion and
regulation of the Federal Reserve Board (“Federal Reserve”).

Permissible activities for a bank holding company include those activities that are so closely related to banking as to be
a proper incident thereto such as consumer lending and other activities that have been approved by the Federal Reserve

-14-



e

by regulation or order. Certain servicing activities are also permissible for a bank holding company if conducted for or on
behalf of the bank holding company or any of its offiliates. Impermissible activities for bank holding companies include
activities that are related to commerce such as retail sales of nonfinancial products.

A financial holding company and the non-bank companies under its control are permitied fo engage in activities
considered financial in nature; incidental o financial activities; or complementary to financial activities if the Federal
Reserve defermines that they pose no risk to the safety or soundness of depository institutions or the financial system in
general.

Being a financial holding company under the GLBA requires that the depository institutions that we control meet certain
criteria, including capital, management and Community Reinvestment Act requirements. In addition, under the Dodd-
Frank Wall Street Reform and Consumer Protection Act (the “Reform Act”), we will be required to meet certain capital
and management criteria fo maintain our status as a financial holding company. If we or our depository institutions were
to fail to continue to meet the criteria for financial holding company status, we could, depending on which requirements
we failed to meet, face restrictions on new financial activities or acquisitions and/or be required to discontinue existing
activities that are not generally permissible for bank holding companies.

Federal Reserve regulations and the Federal Deposit Insurance Act, as amended by the Reform Act, require that bank
holding companies serve as a source of strength to each subsidiary bank and commit resources to support each
subsidiary bank. This support may be required at fimes when a bank holding company may not be able to provide such
support without adversely affecting its ability fo meet other obligations.

The Reform Act, which was enacted in July 2010, addresses risks to the economy and the payments system, especially
those posed by large systemically significant financial firms (including bank holding companies with assets of at least $50
billion, which would include us). The Reform Act could have a significant impact on us by, for example, requiring us to
change our business practices, requiring us to establish more stringent capital, liquidity and leverage ratio requirements,
limifing our ability to pursue business opportunities, imposing additional costs on us, or otherwise adversely affecting our
businesses. For more information regarding the Reform Act, see “Management's Discussion and Analysis of Financial
Condition and Results of Operations - Legislative and Regulatory Developments” and “Risk Factors.”

Banking Subsidiaries

We operate two banking subsidiaries, each of which is in the United States. Discover Bank offers credit card loans,
student loans and personal loans, as well as certificates of deposit, savings accounts and other type of deposit accounts.
Discover Bank is chartered and regulated by the Office of the Delaware State Bank Commissioner (the “Delaware
Commissioner”), and also regulated by the Federal Deposit Insurance Corporation (“FDIC”), which insures its deposits
and serves as the bank’s federal banking regulator. Our other bank, Bank of New Castle, is chartered and regulated by
the Delaware Commissioner, and also regulated by the FDIC, which insures its deposits.

Dividends

There are various federal and state law limitations on the extent to which Discover Bank can finance or otherwise
supply funds to us through dividends, loans or otherwise. These limitations include minimum regulatory capital
requirements, federal and state banking law requirements concerning the payment of dividends out of net profits or
surplus, and general federal and state regulatory oversight to prevent unsafe or unsound practices. In general, federal
and applicable state banking laws prohibit, without first obtaining regulatory approval, insured depository institutions,
such as Discover Bank, from making dividend distributions if such distributions are not paid out of available earnings or
would cause the institution to fail to meet applicable capital adequacy standards.

Additionally, regulatory guidance requires that we inform and consult with the Federal Reserve before increasing our
quarterly dividend or declaring and paying a dividend that could raise safety and soundness concerns; for example,
declaring and paying a dividend that exceeds earnings for the period for which the dividend is paid.

Capital

We, Discover Bank and Bank of New Castle are subject to capital adequacy guidelines adopted by federal banking
regulators. For a further discussion of the capital adequacy guidelines, see “Management's Discussion and Analysis of
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Financial Condition and Results of Operations - Liquidity and Capital Resources.” As a bank holding company, we are
required to maintain minimum capital ratios. Currently, we are required to maintain Tier 1 and total capital equal to at
least 4% and 8% of our total risk-weighted assets, respectively. We are also required to maintain a minimum “leverage
ratio” (Tier 1 capital fo adjusted total assets) of 4% to 5%, depending upon criteria defined and assessed by the Federal
Reserve. At November 30, 2010, Discover Financial Services met all requirements to be deemed “well-capitalized.”

The Basel Committee on Banking Supervision released two consultative documents proposing significant changes to
bank capital and leverage requirements in December 2009, commonly referred to as “Basel lll,” and released the Basel it
rules text in December 2010. Implementation of Basel Ill in the U.S. will require U.S. banking regulators to adopt
regulations and guidelines, which may differ in significant ways from the recommendations published by the Basel
Committee. It is unclear how U.S. banking regulators will define “well-capitalized” in their implementation of Basel Iit. For
a further discussion of Basel lil, see “Management's Discussion and Analysis of Financial Condition and Results of
Operations - Legislative and Regulatory Developments — International Initiatives Related fo Capital and Liquidity.”

The Reform Act also includes provisions related to increased capital requirements. Such provisions would establish
minimum leverage and risk-based capital requirements on a consolidated basis for all depository institution holding
companies and insured depository institutions that cannot be quantitatively less than the strictest requirements in effect for
depository institutions as of the date of enactment of the Reform Act (i.e., July 21, 2010).

We are not able fo predict at this time the precise content of capital guidelines or regulations that may be adopted by
regulatory agencies having authority over us and our subsidiaries or the impact that any changes in regulation would
ave on us. However, we expect that the new standards will generally require us or our banking subsidiaries to maintain
more capital, with common equity as a more predominant component, which could significantly impact our return on
equity, financial condition, operations, capital position and ability to pursue business opportunities.

FDIA

The Federal Deposit Insurance Act (the “FDIA”) imposes various requirements on insured depository institutions. For
example, the FDIA requires, among other things, the federal banking agencies to take “prompt corrective action” in
respect of depository institutions that do not meet minimum capital requirements. The FDIA sets forth the following five
capital fiers: “well-capitalized,” “adequately capitalized,” “undercapitalized,” “significantly undercapitalized” and
“critically undercapitalized.” A depository insfitution’s capital tier will depend upon how its capital levels compare with
various relevant capital measures and certain other factors that are established by regulation. At November 30, 2010,
Discover Bank and Bank of New Castle met all applicable requirements to be deemed “well-capitalized.” As noted above,

Basel lll and the Reform Act could alter the capital adequacy framework for participating banking organizations.

The FDIA also prohibits any depository institution from making any capital distributions (including payment of a
dividend) or paying any management fee to its parent holding company if the depository institution would thereafter be
“undercapitalized.” “Undercapitalized” insfitutions are subject to growth limitations and are required to submit a capital
restoration plan. For a capital restoration plan fo be acceptable, among other things, the depository institution’s parent
holding company must guarantee that the institution will comply with such capital restoration plan.

I a depository insfitution fails to submit an acceptable plan, it is treated as if it is “significantly undercapitalized.”
“Significantly undercapitalized” depository institutions may be subject to a number of requirements and restrictions,
including orders to sell sufficient voting stock to become “adequately capitalized,” requirements to reduce total assets and
cessation of receipt of deposits from correspondent banks. “Critically undercapitalized” insfitutions are subject fo the
appointment of a receiver or conservator.

~

Each of our banking subsidiaries may also be held liable by the FDIC for any loss incurred, or reasonably expected fo
be incurred, due to the default of the other U.S. banking subsidiary and for any assistance provided by the FDIC to the
other U.S. banking subsidiary that is in danger of default.

The FDIA prohibits a bank from accepting brokered deposits or offering interest rates on any deposits significantly
higher than the prevailing rate in its normal market area or nationally {depending upon where the deposits are solicited),
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unless (1) it is well-capitalized or {2} it is adequately capitalized and receives a waiver from the FDIC. A bank that is
adequately capitalized and that accepts brokered deposits under a waiver from the FDIC may not pay an interest rate on
any deposit in excess of 75 basis points over certain prevailing market rates. There are no such restrictions under the
FDIA on a bank that is well-capitalized. As of November 30, 2010, Discover Bank and Bank of New Castle each met the
FDIC’s definition of a well-capitalized institution for purposes of accepting brokered deposits. An inability to accept
brokered deposits in the future could materially adversely impact our funding costs and liquidity. For more information,
see “Risk Factors — An inability to accept or maintain deposits in the future could materially adversely affect our liquidity
position and our ability to fund our business.”

The Reform Act requires that the FDIC conduct a study on, among other things, (i) the potential impact on the Deposit
Insurance Fund of revising the definitions of brokered deposits and core deposits to better distinguish between them and
(ii) an assessment of the differences between core deposits and brokered deposits and their role in the economy and
banking sector of the United States and report on the results of the study, including any legislative recommendations, to
address concerns arising in connection with the definitions of core deposits and brokered deposits. We are not able to
predict at this time whether any regulations would be revised as a result of such study or the impact that any changes in
regulation would have on us.

The FDIA also affords FDIC-insured depository institufions, such as Discover Bank and Bank of New Castle, the ability
fo “export” favorable interest rates permitted under the laws of the state where the bank is located. Discover Bank and
Bank of New Castle are both located in Delaware and, therefore, charge inferest on loans to out-of-state borrowers at
rates permitted under Delaware law, regardless of the usury limitations imposed by the state laws of the borrower’s
residence. Delaware law does not limit the amount of interest that may be charged on loans of the fype offered by
Discover Bank or Bank of New Castle. This flexibility facilitates the current nationwide lending activities of Discover Bank
and Bank of New Castle.

Investment in Discover

Because Discover Bank and Bank of New Castle are each insured depository institutions, and we are a bank holding
company, certain acquisitions of our voting stock may be subject fo regulatory approval or notice under U.S. Federal or
Delaware law. Investors are responsible for ensuring that they do not, directly or indirectly, acquire shares of our stock in
excess of the amount which can be acquired without regulatory approval under the Change in Bank Control Act, the
BHCA and the Delaware Change in Bank Control provisions, which prohibit any person or company from acquiring
control of us without, in most cases, the prior written approval of each of the FDIC, the Federal Reserve and the Delaware
Commissioner.

Consumer Lending Regulation

The relationship between us and our U.S. customers is regulated extensively under federal and state consumer
protection laws. Federal laws include the Truth in Lending Act, the Equal Credit Opportunity Act, the Fair Credit Reporting
Act and the Gramm-Leach-Bliley Act. Moreover, our U.S. banking subsidiaries are subject to the Servicemembers Civil
Relief Act, which protects persons called to active military service and their dependents from undue hardship resulting
from their military service. The Servicemembers Civil Relief Act applies fo all debts incurred prior to the commencement of
active duty (including credit card and other open-end debt) and limits the amount of interest, including service and
renewal charges and any other fees or charges (other than bona fide insurance) that is related fo the obligation or
liability. These and other federal laws, among other things, require disclosures of the cost of credit, provide substantive
consumer rights, prohibit discriminafion in credit transacfions, regulate the use of credit report information, provide
financial privacy protections, require safe and sound banking operaftions and prohibit unfair and deceptive trade
practices. State, and in some cases local, laws also may regulate in these areas as well as the areas of collection practices
and provide other additional consumer profections.

Violations of applicable consumer protection laws can result in significant potential liability in litigation by customers,
including civil money pendties, actual damages, restitution and atforneys’ fees. Federal banking regulators, as well as
state attorneys general and other state and local consumer protection agencies, also may seek to enforce consumer
protection requirements and obtain these and other remedies.

The Credit Card Accountability Responsibility and Disclosure Act of 2009 (the “CARD A;:t") was enacted in May 2009.
The CARD Act made numerous changes to the Truth in Lending Adt, affecting the marketing, underwriting, pricing, billing
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and other aspects of the consumer credit card business. Several provisions of the CARD Act became effective in August
2009, but most of the requirements became effective in February 2010 and in August 2010. For more information, see
"Management's Discussion and Analysis of Financial Condition and Results of Operations - Legislative and Regulatory
Developments” and “Risk Factors ~ The Credit Card Accountability Responsibility and Disclosure Act of 2009 restricts our
business practices and negatively impacts our results of operations.”

The Reform Act established the Bureau of Consumer Financial Protection {the “BCFP*) within the Federal Reserve, which
will regulate consumer credit. On July 21, 2011, many consumer financial protection functions currently assigned to the
federal banking and other designated agencies will shift to the BCFP. The BCFP will have broad rulemaking authority over
providers of credit, savings and payment services and products. The BCFP will be directed to prevent “unfair, deceptive or
abusive practices” and ensure that all consumers have access to markets for consumer financial products and services,
and that such markets are fair, fransparent and competitive. The BCFP will have rulemaking and interpretive authority
under existing and future consumer financial services laws and broad supervisory, examination and enforcement
authority over large providers of consumer financial products and services, such as us. State officials will be authorized to
enforce consumer protection rules issued by the BCFP. For more information, see “Management's Discussion and Analysis
of Financial Condition and Results of Operations - Legislative and Regulatory Developments” and “Risk Factors ~ The new
gureau of Consumer Financial Profection may increase our compliance costs and have a significant impact on our

usiness.”

Electronic Funds Networks; Data Privacy

We operate the Discover and PULSE networks, which deliver switching and settlement services to financial institutions
and other program participants for a variety of ATM, POS and other electronic banking transactions. These operations
are regulated by certain state and federal banking, privacy and data security laws. Moreover, the Discover and PULSE
networks are subject fo examination under the oversight of the Federal Financial Institutions Examination Council, an
inferagency body composed of the federal bank and thrift regulators, and the National Credit Union Association. In
addifion, as our payments business has expanded globally through Diners Club, we are subject to government regulation
in countries in which our networks operate or our cards are used, either directly or indirectly through regulation affecting
Diners Club network licensees. Changes in existing federal, state or international regulation could increase the cost or risk
of providing network services, change the compefitive environment, or otherwise materially adversely affect our
operations. The legal environment regarding privacy and data security is particularly dynamic, and any disclosure of
con;ijenﬁql customer information could have a material adverse impact on our business, including loss of consumer
confidence.

In addition, the Reform Act requires, effective July 21, 2011, that interchange fees paid to or charged by payment card
issuers on debit card transactions be “reasonable and proportional” fo the issuer’s cost in connection with authorization,
clearance or settlement of such transactions. The Reform Act directs the Federal Reserve to enact rules to implement this
requirement and to prohibit debit card networks and issuers from requiring debit card transactions to be processed solely
on a single payment network or two or more affiliated networks. Further, the Reform Act prohibits credit/ debit network
rules that restrict merchants from offering discounts to customers in order to encourage them to use a particular form of
payment, or from setting minimum fransaction amounts of $10.00 or less for use of credit cards, as long as such
merchant practices do not differentiate on the basis of the issuer or network. The impact of these provisions on the debit
card market and the PULSE network will depend upon Federal Reserve implementing regulations, the actions of our
competitors, and the behavior of other marketplace participants. The Federal Reserve issued proposed regulations for
comment in December 2010, and we are currently evaluating the proposal. The provisions applicable to the debit card
market may adversely affect PULSE's business practices, network fransaction volume, revenue, and prospects for future
growth. For more information, see “Management's Discussion and Andlysis of Financial Condition and Results of
Operafions ~ Legislative and Regulatory Devélopments” and “Risk Factors — Recent legislative and regulatory reforms
related to the debit card market may have a significant impact on our PULSE network business and may result in
decreases in our PULSE network volume and revenue.”

Money Laundering & Terrorist Financing Prevention Program

We maintain an enterprise-wide program designed to comply fully with all applicable anti-money laundering and anti-
terrorism laws and regulations, including the Bank Secrecy Act and the USA PATRIOT Act of 2001. This program includes
policies, procedures, training and other internal controls designed to mitigate the risk of money laundering or terrorist
financing posed by our products, services, customers and geographic locale. These controls include procedures and
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processes to detect and report suspicious transactions, perform customer due diligence, and meet all recordkeeping and
reporting requirements related to particular fransactions involving currency or monetary instruments. The program is
coordinated by a compliance officer and undergoes an annual, independent audit to assess its effectiveness.

Sanctions Programs ,

We have a program designed to comply with applicable economic and trade sanctions programs, including those
administered and enforced by the U.S. Department of the Treasury’s Office of Foreign Assets Control. These sanctions are
usually targeted against foreign countfries, terrorists, international narcotics traffickers and those believed to be involved in
the proliferation of weapons of mass destruction. These regulations generally require either the blocking of accounts or
other property of specified individudls, entities or individuals, but they may also require the rejection of certain
transactions involving specified individuals, entities or individuals. We maintain policies, procedures and other internal
controls designed to comply with these sanctions programs. '
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Executive Officers of the Registrant
Set forth below is information concerning our executive officers, each of whom is a member of our Executive
Comnmittee.

Name Age Position

David W. Nelms ...........cocooooviiiiiiaan. 49  Chairman and Chief Executive Officer

Roger C. Hochschild ...............cccoveei 46  President and Chief Operating Officer

Roy A. Guthrie...........ocooviiriienn. 57 Executive Vice President and Chief Financial Officer

Kathryn McNamara Corley................... 50 Executive Vice President, General Counsel and Secretary

Carlos Minetti............cccooorimiririanes 48  Executive Vice President, President — Consumer Banking and Operation
Diane E. Offereins.............cccoeveveneee. 53  Executive Vice President, President — Payment Services

James V. Panzarino...........ccocceeeeiennnnn. 58 Executive Vice President and Chief Credit Risk Officer

Glenn Schneider ..............ccoc.ocooenne. 49 Senior Vice President and Chief Information Officer

Harit Talwar........coooieeiiieeeen. 50 Executive Vice President, President — U.S. Cards

{1} On Oclober 6, 2010, Roy A. Guthrie announced his infent to refire in the summer of 2011.

David W. Nelms has served as our Chairman since January 2009 and our Chief Executive Officer since 2004, and
was also our Chairman from 2004 until our spin-off from Morgan Stanley in 2007. He was our President and Chief
Operating Officer from 1998 to 2004. Prior fo joining us, Mr. Nelms worked at MBNA America Bank from 1990 to
1998, most recently as a Vice Chairman. Mr. Nelms holds a Bachelor’s of Science degree in Mechanical Engineering
from the University of Florida and an M.B.A. from Harvard Business School.

Roger C. Hochschild has served as President and Chief Operating Officer since 2004, and was Executive Vice
President, Chief Marketing Officer from 1998 to 2001. From 2001 to 2004, Mr. Hochschild was Executive Vice
President, Chief Administrative and Chief Strategic Officer of our former parent Morgan Stanley. Mr. Hochschild holds a
Bachelor’s degree in Economics from Georgetown University and an M.B.A. from the Amos Tuck School at Dartmouth
College.

Roy A. Guthrie has served as Executive Vice President and Chief Financial Officer since 2005. Prior fo joining us,
Mr. Guthrie was President, Chief Executive Officer of CitiFinancial International, LTD, a Consumer Finance Business of
Citigroup, from 2000 fo 2004. In addition Mr. Guthrie served on Cifigroup’s Management Committee during this period
of time. Mr. Guthrie served as Chief Financial Officer of Associates First Capital Corporation from 1996 to 2000, while it
was a public company and served as a member of its board from 1998 to 2000. Mr. Guthrie holds a Bachelor's degree
in Economics from Hanover College and an M.B.A. from Drake University.

Kathryn McNamara Corley has served as Executive Vice President, General Counsel and Secretary since February
2008. Prior thereto, she had served as Senior Vice President, General Counsel and Secretary since 1999. Prior fo
becoming General Counsel, Ms. Corley was Managing Director for our former parent Morgan Stanley’s global
government and regulatory relations. Ms. Corley holds a Bachelor's degree in Political Science from the University of
Southern California and a J.D. from George Mason University School of Law.

Carlos Minetti has served as Executive Vice President, President — Consumer Banking and Operations since April
2010. Prior thereto, he had been Executive Vice President, Cardmember Services and Consumer Banking and since
September 2006, Executive Vice President, Cardmember Services and Risk Management. Prior fo joining us as Executive
Vice President, Cardmember Services in January 2001, Mr. Minetti worked in card operations and risk management for
American Express from 1987 to 2000, most recently as Senior Vice President. Mr. Minetti holds a Bachelor’s of Science
degree in Industrial Engineering from Texas A & M University and an M.B.A. from the University of Chicago.

Diane E. Offereins has served as Executive Vice President, President — Payment Services since April 2010. Prior
thereto, she had been Execufive Vice President, Payment Services since December 2008 and Executive Vice President and
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Chief Technology Officer since 1998. In addition, she was appointed fo oversee the PULSE network in 2006. From 1993
to 1998, Ms. Offereins was af MBNA America Bank, most recently as Senior Executive Vice President. Ms. Offereins
holds a Bachelor of Business Administration degree in Accounting from Loyola University.

James V. Panzarino has served as Executive Vice President and Chief Credit Risk Officer since December 2009. Prior
thereto, he had been Senior Vice President and Chief Credit Risk Officer from 2006 to 2009, and Senior Vice President,
Cardmember Assistance from 2003 to 2006. Prior fo joining us, Mr. Panzarino was Vice President of External Collections
and Recovery at American Express from 1998 to 2002. Mr. Panzarino holds a Bachelor's degree in Business
Management and Communication from Adelphi University.

Glenn Schneider has served as Senior Vice President and Chief Information Officer since December 2008, and was
appointed fo our Executive Committee in December 2009. From 2003 to 2008, he was Senior Vice President,
Application Development, and from 1998 to 2003, he served as Vice President, Marketing Applications. Mr. Schneider
joined us in 1993. He holds a bachelor’s degree in Economics/Computer Science and a minor in Statistics from Northern
Illinois University. Lo

Harit Talwar has served as Executive Vice President, President — U.S. Cards since April 2010. Prior thereto, he had
been Executive Vice President, Card Programs and Chief Marketing Officer since December 2008 and Executive Vice
President, Discover Network since December 2003. From 2000 to 2003, Mr. Talwar was Managing Director for our
infernational business. Mr. Talwar held a number of positions at Cifigroup from 1985 to 2000, most recently Country
Head, Consumer Banking Division, Poland. Mr. Talwar holds a B.A. Hons degree in Economics from Delhi University in
India and received his M.B.A. from the Indian Insfitute of Management, Ahmedabad.
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ltem 1A. Risk Factors

You should carefully consider each of the following risks described below and all of the other information in this annual
report on Form 10-K in evaluating us. Our business, financial condition, cash flows and/or results of operations could be
materially adversely affected by any of these risks. The trading price of our common stock could decline due to any of
these risks.

This annual report on Form 10-K also contains forward-looking statements that involve risks and uncertainties. Our
actual results could differ materially from those anticipated in these forward-looking statements as a result of certain
factors, including the risks faced by us described below and elsewhere in this annual report on Form 10-K. See “Special

Note Regarding Forward-Looking Statements,” which immediately follows the risks below.

Certain historical numbers from 2009 in this section are shown on an “as adjusted” basis. The as-adjusted basis
assumes that the frusts used in our securitization activities were consolidated into our financial results and excludes from
results income received in connection with the antitrust litigation settlement in 2009. For an explanation as to why
management believes that the “as adjusted” numbers are useful to investors and for a reconciliation of these numbers, see

“Management’s Discussion and Analysis of Financial Condition and Results of Operations ~ Reconciliation of GAAP to As
Adjusted Data.”

Economic conditions could have a material adverse effect on our business, results of operations, financial condition
and stock price.

Economic conditions have adversely affected unemployment rates, home values, consumer spending and the
availability of consumer credit. These factors, along with an already high level of consumer indebtedness, have adversely
affected the ability and willingness of customers to pay amounts owed fo us. Although delinquencies and charge-offs
have improved in 2010, they remain higher than pre-recession levels. The over 30 days delinquent rate was 3.89% at
November 30, 2010, down from 5.31% at November 30, 2009 as adjusted, and the full-year net charge-off rate was
7.57% for 2010, down from 7.77% for 2009, as adjusted. Qur business is always influenced by economic conditions.
Poor economic conditions not only affect the ability and willingness of customers to pay amounts owed to us, increasing
our provision for loan losses and charge-offs, but can dlso reduce the usage of our cards, the number of transactions on
our cards and the average purchase amount of fransactions on our cards, which reduces transaction fees and interest
income. We rely heavily on our credit card business to generate earnings. Our inferest income from credit card loans was
$5.8 billion for the 2010 fiscal year, which was 88% of revenues (defined as net interest income plus other income). Our
interest income from credit card loans was $6.2 billion in the 2009 fiscal year, as adjusted. Economic conditions may
also cause our earnings to fluctuate and diverge from expectations of analysts and investors, who may have differing
assumptions regarding their impact on our business and, therefore, may impact the trading price of our common stock.

Recent legislative and regulatory reforms may have a significant impact on our business, results of operations and
financial condition.

In July 2010, the President signed into law the “Dodd-Frank Wall Street Reform and Consumer Protection Act” (the
“Reform Act”), which contains a comprehensive set of provisions designed to govern the practices and oversight of
financial institutions and other participants in the financial markets. For example, the Reform Act addresses risks to the
economy and the payments system posed by large systemically significant financial firms, including us, through a variety
of measures, including increased capital and liquidity requirements, limits on leverage and enhanced supervisory
authority. A more comprehensive description of the Reform Act and other recent legislative and regulatory initiatives that
may affect us is contained in “Management's Discussion and Andlysis of Financial Condition and Results of Operations —
Legislative and Regulatory Developments.” ./

The full impact of the Reform Act is difficult to assess because many provisions require federal agencies to adopt
implementing regulations. In addition, the Reform Act mandates multiple studies, which could result in additional
legislative or regulatory acfion. The Reform Act, as well as other legislative and regulatory changes, could have a
significant impact on us by, for example, requiring us to change our business practices, requiring us fo meet more
siringent capital, liquidity and leverage ratio requirements {including those under Basel lll}, limiting our ability to pursue
business opportunities, imposing additional costs on us, limiting fees we can charge for services, impacting the value of
our assets, or otherwise adversely affecting our businesses. The effect of the Reform Act on our business and operations

-22-



PORDET

could be significant, depending upon final implementing regulations, the actions of our competitors and the behavior of
other marketplace participants. In addition, we may be required to invest significant management time and resources fo
address the various provisions of the Reform Act and the numerous regulations that are required to be issued under it.
The Reform Act and any related legislation or regulations could have a material adverse effect on our business, results of
operations and financial condition.

The new Bureau of Consumer Financial Protection may increase our compliance costs and have a significant impact on
our business.

The Reform Act creates a new federal regulatory agency, the Bureau of Consumer Financial Protection {the “BCFP”).
Headed by a single Director and not subject fo the Congressional appropriafions/oversight process, the BCFP is expected
to have a large budget and staff, and has broad authority with respect to most of the businesses in which we engage. It
will write regulations under federal consumer financial profection laws, and enforce those laws against and examine
large financial institutions like us for compliance. It will collect fines and provide consumer restitution in the event of
violations, engage in consumer financial education, track consumer complaints, request data and promote the availability
of financial services to underserved consumers and communities. It has authority to prevent “unfair, deceptive or abusive”

practices by issuing regulations or by using its enforcement authority without first establishing regulatory guidance.

Depending on how the BCFP functions and its areas of focus, it could have a material adverse impact on our businesses.
For example, the BCFP is expected to establish multiple divisions, each with its own rule writing and compliance
examination specialists, to focus on businesses in which we engage (such as revolving loans, other consumer loans, and
payments). In addition to increasing our compliance costs and potentially delaying our ability to respond to marketplace
changes, this could result in requirements to alter our products and services that would make our products less attractive to
consumers and impair our ability to offer them profitably. Should the BCFP discourage the use of products we offer or steer
consumers fo other products or services that it deems to be preferable, we could suffer reputclﬁonol harm and a loss of
customers. The BCFP's authority to change regulations adopted in the past by other regulators (e.g., regulations issued
under the Truth in Lending Act or the CARD Act (defined below) by the Federal Reserve), or to rescind or ignore past
regulatory guidance, could increase our compliance costs and litigation exposure.

The Reform Act authorizes state officials to enforce regulations issued by the BCFP and to enforce the Reform Act's
general prohibition against unfair, decepfive or abusive practices, and makes it more difficult than in the past for federal
financial regulators to declare state laws that differ from federal standards to be preempted. To the extent that states enact
requirements that differ from federal standards or state officials and courts adopt interpretations of federal consumer laws
that differ from those adopted by the BCFP, we may be required to alter products or services offered in some jurisdictions
or cease offering products, which will increase compliance costs and reduce our ability to offer the same products and
services to consumers nationwide.

Recent legislative and regulatory reforms related to the debit card market may have a significant impact on our PULSE
network business and may result in decreases in our PULSE network volume and revenve. ‘

The Reform Act contains several provisions that may adversely affect PULSE’s business practices, network transaction
volume, revenue, and prospects for future growth. First, the Reform Act will require that interchange fees paid to or
charged by payment card issuers on debit card transactions be “reasonable and proportional” to the issuer’s cost in
connection with authorization, clearance or settlement of such fransactions. The Federal Reserve also has the power to
regulate nefwork fees to the extent necessary to prevent circumvention of interchange regulation under the Reform Act.
These requirements may significantly affect the debit card market, decrease prospects for future growth of debit products,
negatively impact PULSE's fransaction volume and revenue, and require costly system changes. Our transaction
processing revenue was $150 million and $125 million for the years ended November 30, 2010 and 2009, respectively.
The Reform Act also requires Federal Reserve rulemaking fo restrict debit card networks and issuers from requiring debit
card transactions to be processed solely on a single payment network or two or more affiliated networks, or from
requiring that transactions be routed over certain networks. This restriction will impact PULSE's ability to enter into
exclusivity arrangements, which will affect PULSE's current business practices and may materially adversely affect its
network transaction volume and revenue. The impact of these provisions on PULSE will depend upon Federal Reserve
implementing regulations, the actions of our competitors, and the behavior of other marketplace participants. The Federal
Reserve issued proposed regulations for comment in December 2010, and we are currently evaluating the proposal.
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The Credit Card Accountability Responsibility and Disclosure Act of 2009 restricts our business practices and
negatively impacts our resulfs of operations.

The Credit Card Accountability Responsibility and Disclosure Act of 2009, or the CARD Act, has required us to make
fundamental changes to many of our business practices, including marketing, underwriting, pricing and billing. For
example, the CARD Act's restrictions on our ability fo increase inferest rates on existing balances fo respond to market
conditions and credit risk ultimately limits our ability fo extend credit to new customers and provide additional credit o
current customers. In addifion, the CARD Act's requirement fo allocate payments on accounts in excess of the minimum
payment due to balances with the highest annual percentage rates before balances with lower annual percentage rates
has and will continue to reduce our interest income. Also, the CARD Act's requirement to review and, in some cases,
adjust annual percentage rate increases since January 1, 2009, which became effective in August 2010, will result in
reduced interest income. We rely heavily on interest income. Our interest income from credit card loans was $5.8 billion
for the 2010 fiscal year, which was 88% of revenues {defined as net inferest income plus other income), compared to
$6.2 billion in the 2009 fiscal year, as adjusted. The CARD Act's restrictions on late and other penalty fees have reduced
our loan fee income and may impact our ability fo defer late payments. Our loan fee income was $340 million for the
2010 fiscal year, which was 5% of revenues, compared to $494 million in the 2009 fiscal year, as adjusted.

We have made changes to our pricing, credit and markefing practices designed to lessen the impact of the changes
required by the CARD Act. The long-term impact of the CARD Act on credit card industry profitability generally, and on
our business practices and revenues, will depend upon consumer behavior and the actions of our competitors, whic
remain difficult to predict. Consumers may generally choose to use credit cards less frequently or for smaller dollar
amounts. We may have to reconsider certain strategies in order to remain competitive. For example, in the event of
another market downturn, we may have to consider expense-reduction inifiatives in order to offset our inability to
generate increased interest and fee income due to the CARD Act's repricing restrictions. If the changes we have made
and may make in the future to offset the impact of the CARD Act are not effective in the long term, they may have a
material adverse effect on our business and results of operations.

We face competition from other credit card issvers, and we may not be able to compete effectively, which could result
in fewer customers and lower account balances and could materially adversely affect our financial condition, cash
flows and results of operations.

The credit card issuing business is highly competitive. We compete with other credit card issuers on the basis of a
number of factors, including brand, reputation, rewards programs, customer service, merchant acceptance, product
offerings, incentives and pricing. This competition affects our ability to obtain applicants for our credit cards, increase
usage of our credit cards, maximize the revenue generated by card usage and generate customer loyalty and satisfaction
so as to minimize the number of customers switching to other credit card brands or debit cards. Competition is also
increasingly based on the value provided to the customer by rewards programs. Many credit card issuers have instituted
rewards programs that are similar to ours, and issyers may in the future institute rewards programs that are more
attractive to customers than our programs.

In addition, because most domestically issued credit cards, other than those issued by American Express, are issued on
the Visa and MasterCard networks, most other card issuers benefit from the dominant position and markefing and pricing
power of Visa and MasterCard. If we are unable to compete successfully, or if competing successfully requires us to take
aggressive actions in response to competitors’ actions, our financial condition, cash flows and results of operations could
be materially adversely affected.

We incur considerable expenses in competing with other credit card issuers, and many of our competitors have
greater scale, which may place us at a competitive disadvantage and negatively affect our financial results.

We incur considerable expenses in competing with other credit card issuers to atiract and retain customers and
increase card usage. A substantial portion of these expenses relates to markefing expenditures. We incurred expenses of
$463 million and $406 million in the 2010 and 2009 fiscal years, respectively, for marketing and business development.
Because of the highly competifive nature of the credit card issuing business, a primary method of competition among
credit card issuers, including us, has been to offer rewards programs, low introductory interest rates, attractive standard
purchase rates and balance transfer programs that offer a favorable annual percentage rate or other financial incentives
for a specified length of fime on account balances transferred from another credit card. This type of competition has
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adversely affected credit card yields, and customers may frequently switch credit cards or transfer their balances fo
another card. There can be no assurance that any of the expenses we incur or incentives we offer to attempt to acquire
and maintain accounts and increase card usage will be effective.

Furthermore, many of our competitors are larger than we are, have greater financial resources than we do and/or
have lower capital, funding and operating costs than we have and expect to have, and have assets such as branch
locations and co-brand relationships that may help them compete more effectively. We may be at a competitive
disodvontoge as a result of the greater scale of many of our competitors.

Our expenses directly affect our earnings results. Many factors can influence the amount of our expenses, as well as
how quickly they may increase. Our ongoing investments in infrastructure, which may be necessary to maintain a
competifive business, integrate newly-acquired businesses, and establish scalable operations, may increase our expenses.
In addition, as our business develops, changes or expands, additional expenses can arise as a result of a reevaluation of
business strategies, management of outsourced services, asset purchases, structural reorganization, compliance with new
laws or regulations or the integration of newly acquired businesses. If we are unable to successfully manage our
expenses, our financial results will be negatively affected.

We face competition from other operators of payment networks, and we may not be able to compete effectively,
which could result in reduced transaction volume, limited merchant acceptance of our cards, limited issuance of cards
on our networks by third parties and materially reduced earnings.

We face substantial and increasingly infense competition in the payments industry. We compete with other payment
networks to attract third-party issuers to issue credit and debit cards and other card products on the Discover, PULSE and
Diners Club networks. Competition with other operators of payment networks is generally based on issuer interchange
fees, fees paid to networks (including switch fees), merchant acceptance, network functionality and other economic terms.
Competition also is based on customer perception of service quality, brand image, reputation and market share.

Many of our competitors are well established, larger than we are and/or have greater financial resources than we do.
These competitors have provided financial incentives to card issuers, such as large cash signing bonuses for new
programs, funding for and sponsorship of marketing programs and other bonuses. Visa and MasterCard each have been
in existence for more than 40 years and enjoy greater merchant acceptance and broader global brand recognition than
we do. Although we have made progress in merchant acceptance, we have not achieved global market parity with
MasterCard and Visa. In addition, Visa and MasterCard have entered into long-term arrangements with many financial
institutions that may have the effect of discouraging those institutions from issuing credit cards on the Discover Network or
issuing debit cards on the PULSE network. Some of these arrangements are exclusive, or nearly exclusive, which further
limits our ability to conduct material amounts of business with these institutions. If we are unable to remain competitive on
issuer interchange and other incentives, we may be unable to offer adequate pricing to third-party issuers while
maintaining sufficient net revenues. At the same fime, increasing the transaction fees charged to merchants or increasing
acquirer interchange could adversely affect our effort to increase merchant acceptance of credit cards issued on the
Discover Network and may cause merchant acceptance fo decrease. This, in turn, could adversely affect our ability to
attract third-party issuers and our ability to maintain or grow revenues from our proprietary network.

American Express is also a strong competitor, with international acceptance, high transaction fees and an upscale
brand image. Internationally, American Express competes in the same market segments as Diners Club. We may face
challenges in increasing international acceptance on our networks, particularly if third parties that we rely on fo issue
Diners Club cards, increase card acceptance, and market our brands do not perform to our expectations.

In addition, if we are unable fo maintain sufficient network functionality to be competitive with other networks, or if our
competitors develop better data security solutions or more innovative products and services than we do, our ability to
attract third-party issuers and maintain or increase the revenues generated by our proprietary card issuing business may
be materially adversely affected. An inability to compete effectively with other payment networks could result in reduced
transaction volume, limited merchant acceptance of our cards, limited issuance of cards on our network by third parties
and materially reduced earnings. ‘

Our business depends upon relafionships with issuers, merchant acquirers and licensees, which are generally financial
institufions. The adverse economic and regulatory environment and increased consolidation in the financial services
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industry decrease our opportunities for new business and may result in the fermination of existing business relationships if
a business partner is acquired or goes out of business. In addition, as a result of this environment, financial institutions
may have decreased interest in engaging in new card issuance opportunities or expanding existing card issuance
relationships, which would inhibit our ability to grow our payment services business.

If we are unsuccessful in maintaining the Diners Club network and achieving card acceptance across our networks, we
may be unable to sustain and grow our infernational network business.

In 2008, we acquired the Diners Club network, brand, frademarks, employees, and license agreements. We have
made significant progress toward, but have not completed, achieving card acceptance across the Diners Club network,
the Discover Network and PULSE to allow Discover customers to use their cards at merchant and ATM locations that
accept Diners Club cards around the world and fo allow Diners Club customers to use their cards on the Discover
Network in North America and on the PULSE network domestically and internationally.

The success of our Diners Club business depends upon our ability to maintain the full operability of the Diners Club
network for exisfing Diners Club cardholders, network licensees and merchants. While a significant portion of Diners Club
support functions were successfully moved to us from Citigroup in 2010, we continue to rely on the assistance of Citigroup
during a transition period for cerfain network and operational support services. If we were to lose the assistance of
Citigroup, we may face difficulty maintaining operations at the same level. In addition, Citigroup owns and operates
network licensees generating a significant share of the Diners Club network sales volume. Citigroup has been reducing
assets outside its core businesses, including certain Diners Club businesses, by selling its ownership interest. If Citigroup
were to discontinue its support of a significant number of or key Diners Club network licensees, we may face difficulty
maintaining and growing our international network.

The success of our Diners Club business depends upon the cooperation and support of the network licensees that issue
Diners Club cards and that maintain a merchant acceptance network. As is the case for other card payment networks, Diners
Club does not issue cards or determine the terms and conditions of cards issued by the network licensees. Each licensee issuer
determines these. Further, unlike the Discover Network, we have only a small number of direct merchant relationships in the
Diners Club network. Instead, we rely on network licensees located outside the United States to help us sustain and grow our
international business. As a result of a number of factors, including any difficulties in achieving card acceptance across our
networks, network licensees may choose not to renew the license agreements with us when their terms expire. In addition, the
increasingly competifive marketplace for cross-border issuance and acceptance of credit cards may result in lower
participation fees for the Diners Club network. In addition, many of the merchants in the acceptance network, primarily small
and mid-size merchants, may not be contractually committed to the network licensees for any period of time and may cease to
participate in the Diners Club network at any fime on short notice. If we are unable to continue our relationships with network
licensees or if the network licensees are unable to continue their relationships with merchants, our ability to maintain or
increase revenues and to remain competitive would be adversely affected.

We rely upon numerous other network partners for merchant acceptance for existing Diners Club customers. We have
rerouted almost all merchant transactions for foreign Diners Club cards transacting in North America from the
MasterCard acceptance network to the Discover Network, and we expect to complete this fransition in 2011. If we are
unable to continue fo offer acceptable North American merchant acceptance to Diners Club customers, we may
experience decreased fransaction volume, which would reduce our revenues. The long-ferm success of our acquisition of
Diners Club depends upon achieving card acceptance across our networks, which could include higher overall costs or
longer timeframes than anticipated. If we are unable to successfully achieve card acceptance across our networks, we
may be unable to achieve the synergies we apticipate and grow our business internationally.

The success of our acquisition of The Student Loan Corporation depends upon our ability to maintain the full

operability of and infegrate the new business. If we fail fo do so, we may be unable to sustain and grow our student
loan business.

On December 31, 2010, we purchased The Student Loan Corporation (“SLC”), which significantly increased the size of
our student loan business, adding approximately $4.0 billion in private student loans (before the application of purchase
accounting) to our porffolio of $1.0 billion of private student loans at November 30, 2010. The success of this acquisition
depends upon our ability to maintain the SLC business at its current level and manage the risks resulting from our
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relatively recent entry info the student loan market. We are relying heavily on the assistance of Citibank, N.A. (“Citi”) and
cerfain of its affiliates during a transition period for many services fo help us transition and infegrate the new business,
including services related to operations, technology, marketing and origination. We are also relying on key personnel
from Citi and SLC in the transition process. The ability to maintain operations at current levels would be adversely
impacted if we were fo lose the support of Citi or key personnel. If we were to lose the support of Citi, we could
experience interruptions in operations that could negatively impact our ability to meet customer demand for student loan
originations and disbursements, damage our relationships with schools, customers and vendors, and reduce our market
share in the student loan market, all of which could adversely affect our student loan business and results of operations.

The long-term success of our student loan business depends upon our ability to manage the credit risk, pricing, funding and
expenses of a larger student loan portfolio. Our ability to maintain or increase market share is largely dependent upon our
ability to offer competitively priced, desirable loan products, as well as our ability to communicate effectively to prospective
borrowers and schools about these products. We plan to continue to offer competitively priced products by managing our
expenses through building economies of scale, which will reduce our origination and servicing costs. If we are unable to
infegrate the new business well and at a reasonable cost, it may have a negative impact on our results of operations, affect
our competifive posifion in the marketplace and prevent us from sustaining and growing our student loan business.

Our framework for managing risks may not be effective in mitigating our risk of loss.

Our risk management framework seeks to mitigate risk and appropriately balance risk and return. We have
established processes and procedures intended to identify, measure, monitor and report the types of risk to which we are
subject, including credit risk, market risk, liquidity risk, operational risk, legal and compliance risk, and strategic risk. We
seek to monitor and control our risk exposure through a framework of policies, procedures and reporting requirements.
Management of our risks in some cases depends upon the use of analytical and/or forecasting models. If the models that
we use fo mitigate these risks are inadequate, we may incur increased losses. In addifion, there may be risks that exist, or
that develop in the future, that we have not appropriately anticipated, identified or mitigated. If our risk management
framework does not effectively identify or mitigate our risks, we could suffer unexpected losses and could be materially

adversely affected.

Our business depends on our ability to manage our credit risk, and failing to manage this risk successfully may result
in high charge-off rates, which would materially adversely affect our business, profitability and financial condition.

Our success depends on our ability to manage our credit risk while attracting new customers with profitable usage
patterns. We select our customers, manage their accounts and establish terms and credit limits using proprietary scoring
models and other analytical techniques that are designed to set terms and credit limits to appropriately compensate us for
the credit risk we accept, while encouraging customers to use their available credit. The models and approaches we use
may not accurately predict future charge-offs due to, among other things, inaccurate assumptions. While we continually
seek to improve our assumptions and models, we may make modifications that unintentionally cause them to be less
predictive or incorrectly interpret the data produced by these models in setfing our credit policies.

Our ability to manage credit risk and avoid high charge-off rates may be adversely affected by economic conditions
that may be difficult o predict. The full-year net charge-off rate was 7.57% in 2010, down from the full-year net
charge-off rate of 7.77% in 2009, as adjusted. At November 30, 2010 and 2009 as adjusted, $1.2 billion, or 2.42%,
and $1.7 billion, or 3.26%, of our loan receivables were non-performing (defined as loans over 90 days delinquent and
accruing inferest plus loans not accruing interest). Although credit performance improved in 2010, we remain subject to
conditions in the consumer credit environment. There can be no assurance that our underwriting and porifolio
management strategies will permit us to avoid high charge-off levels, or that our provision for loan losses will be sufficient
to cover actual losses. :

A customer’s ability to repay us can be negatfively impacted by increases in their payment obligations to other lenders
under mortgage, credit card and other consumer loans. Such changes can result from increases in base lending rates or
structured increases in payment obligations, and could reduce the ability of our customers to meet their payment
obligations to other lenders and to us. In addifion, a customer’s ability to repay us can be negatively impacted by the
restricted availability of credit fo consumers generdlly, including reduced and closed lines of credit. Customers with
insufficient cash flow to fund daily living expenses and lack of access to other sources of credit may be more likely to
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increase their card usage and ultimately default on their payment obligations to us, resulfing in higher credit losses in our
portfolio. Our collection operations may not compete effectively to secure more of customers’ diminished cash flow than
our competitors. In addition, we may not identify customers who are likely to default on their payment obligations to us
quickly and reduce our exposure by closing credit lines and restricting authorizations, which could adversely impact our
financial condition and results of operations.

Our ability to manage credit risk also may be adversely affected by legal or regulatory changes (such as bankruptcy
laws, minimum payment regulations and re-age guidance), competitors’ actions and consumer behavior, as well as
inadequate collections staffing, techniques, models and performance of vendors such as collection agencies.

We have expanded our marketing of our personal and private student lending products. Our personal and private
student loan porffolios grew to $1.9 billion and $1.0 billion, respectively, at November 30, 2010, compared to $1.4
billion and $0.6 billion, respectively, at November 30, 2009. In addition, we acquired approximately $4.0 billion in
private student loans (before the application of purchase accounting) in connection with our acquisition of The Student
Loan Corporation on December 31, 2010. We have less experience in these areas as compared to our fraditional credit
card lending business, and there can be no assurance that we will be able to grow these products in accordance with our
strategies, manage our credit risk or generate sufficient revenue to cover our expenses in these markets. Our failure to
manage our credit risks may materially adversely affect our profitability and our ability to grow these products, limiting
our ability to further diversify our business.

Adverse market conditions or an inability fo effectively manage our liquidity risk could negatively impact our ability to
meet our liquidity and funding needs, which could materially adversely impact our business operations and overall
financial condition.

We must effectively manage the liquidity risk to which we are exposed. We require liquidity in order to meet cash
requirements such as day-to-day operating expenses, extensions of credit on our consumer loans and required payments
of principal and interest on our borrowings. Our primary sources of liquidity and funding are payments on our credit
card loan receivables, deposits and proceeds from securitization transactions and securities offerings. We may maintain
too much liquidity, which can be costly and limit financial flexibility, or we may be too illiquid, which could result in
financial distress during a liquidity stress event.

Our liquidity investment portfolio had a balance of approximately $10.1 billion as of November 30, 2010, compared
to $14.5 billion as of November 30, 2009. We decreased our liquidity investment portfolio following an elevated level of
asset-backed securities and deposit maturities in the first half of 2010. Our total contingent liquidity sources as of
November 30, 2010 amounted to $22.5 billion, consisting of $10.1 billion in our liquidity investment portfolio, $6.7
billion in incremental Federal Reserve discount window capacity, $2.4 billion in a revolving credit facility, and $3.3

billion of undrawn capacity in private securifizations. Our total contingent liquidity sources as of November 30, 2009
were $23.2 billion.

In the event that our current sources of liquidity do not satisfy our needs, we would be required to seek additional
financing. The availability of additional financing will depend on a variety of factors such as market conditions, the
general availability of credit to the financial services industry and our credit ratings. Disruptions, uncertainty or volatility
in the capital, credit or deposit markets may limit our ability to replace maturing liabilities in a timely manner and satisty
other funding requirements. As such, we may be forced to delay raising funding, issue shorter-term securities than
desired, or bear an unattractive cost of funding, which could decrease profitability and significantly reduce financial
flexibility. Further, in disorderly financial matkets or for other reasons, it may be difficult or impossible to liquidate some
of our investments to meet our liquidity needs. ~

An inability to accept or maintain deposits in the future could materially adversely affect our liquidity position and our
ability to fund our business.

We obtain deposits from consumers either directly or through affinity relationships {“direct-to-consumer deposits”) and
through third-party securities brokerage firms that offer our deposits to their customers (“brokered deposits”). We have
increased and plan to continue fo increase our direct-to-consumer deposit funding. We had $20.6 billion in
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direct-to-consumer deposits and $13.7 billion in brokered deposits as of November 30, 2010, compared o $12.6 billion
in direct-to-consumer deposits and $19.5 billion in brokered deposits as of November 30, 2009.

Competition from other financial services firms that use deposit funding may affect deposit renewal rates, costs or
availability. If we are required to offer higher interest rates to attract or maintain deposits, our funding costs will be
adversely impacted. In addition, our abilify to maintain existing or obtain additional deposits may be impacted by factors
beyond our control, including perceptions about our financial strength or online banking generally, which could reduce
the number of consumers choosing to make deposits with us, third parties continuing or entering into affinity relationships
with us, or third-party securities brokerage firms offering our deposit products.

Our ability to obtain deposit funding and offer competitive interest rates on deposits is also dependent on capital levels
of our bank subsidiaries. The FDIA prohibits a bank, including our subsidiary Discover Bank, from accepting brokered
deposits or offering interest rates on any deposits significantly higher than the prevailing rate in its normal market area or
nationally {depending upon where the deposits are solicited), unless (1) it is well-capitalized or (2) it is adequately
capitalized and receives a waiver from the FDIC. A bank that is adequately capitalized may not pay an interest rate on
any deposit, including direct-to-consumer deposits, in excess of 75 basis points over the national rate published by the
FDIC. There are no such restrictions on a bank that is well-capitalized. While Discover Bank met the FDIC's definition of

well-capitalized” as of November 30, 2010, there can be no assurance that it will continue to meet this definition. For a
comparison of Discover Bank's capital ratios to the “well-capitalized” capital requirements, see Note 19: Capital
Adequacy to our consolidated financial statements. Additionally, our regulators can adjust the requirements to be well-
capitalized at any time and have authority to place limitations on our deposit businesses, including the interest rate we

pay on deposits.

An inability to attract or maintain deposits in the future could materially adversely affect our liquidity position and our
ability to fund our business.

If we are unable to securitize our receivables, it may have a material adverse effect on our liquidity, cost of funds and
overall financial condition.

Historically, we have used the securitization of credit card receivables, which involves the transfer of receivables to a
trust and the issuance by the trust of beneficial interests to third-party investors, as a significant source of funding. Our
average level of securitized borrowings from third parties was $17.2 billion for fiscal year 2010 and $22.7 billion for
fiscal year 2009. Due to market events and disruption in the capital markets as well as uncertainty related to various
regulatory initiatives impacting the asset-backed securitization markets, we have been less active in the public and private
securitization markets since mid-2008 and it is uncertain whether the securifization markets will be avcl|0b|e in the future
on terms or volumes that are SImnlqr o historical levels.

The Reform Act imposes a number of significant changes related fo asset-backed securities that may impact our ability
and desire to securitize our receivables. For example, the Reform Act nullified Rule 436(g) of the Securities Act of 1933
{the “Securities Act’) effective immediately, which subjects the rating agencies fo “expert liability” under Section 11 of the
Securities Act for misstatements or omissions of materials facts in connection with credit ratings contained in registration
statements. In response fo this measure, the major credit rating agencies issued statements indicating that they would be
unwilling fo provide issuers with consent to use credit ratings in their regisiration statements. In order to provide a
transifion period, the Securifies and Exchange Commission (the “SEC”) issued a “no-action” letter in July 2010 allowing
issuers fo omit credit ratings from regisiration statements until January 24, 2011. In November 2010, the SEC issued a
second letter extending this no-action period indefinitely. Failure to ultimately resolve this issue could impact the market
for registered asset-backed securities.

The SEC has also proposed revised rules for asset-backed securities offerings that, if adopted, would substantially
change the disclosure, reporting and offering process for public and private offerings of asset-backed securities.
Significant changes to the disclosure requirements or regisiration process for securitizations could make them more
expensive, making securitization less viable as a funding source.

The ability of issuers of asset-backed securiies to obtain necessary credit ratings for their issuances has been based, in
part, on qualification under the FDIC's safe harbor rule for assets fransferred in securitizations. The FDIC recently issued a
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new Final Rule for its securifization safe harbor which requires issuers to comply with a new set of requirements in order
to qualify for the safe harbor. Issuances out of our existing credit card securitization trusts are “grandfathered” under the
new FDIC Final Rule. However, qudlification for the safe harbor with respect to the securitization of any other assets,
including student loans, would require us to satisfy the requirements of the FDIC's new Final Rule.

Our ability to raise funding through the securitization market also depends, in part, on the credit ratings of the
securities we issue from our securitization frusts. If we are not able to satisfy rating agency requirements to maintain the
ratings of asset-backed securities issued by our securitization trusts, it could limit our ability to access the securitization
markets. Additional factors affecting the extent to which we will securitize our credit card receivables in the future include
the overall credit quality of our receivables, the costs of securifizing our receivables and the legal, regulatory, accounting
and tax requirements governing securifization transactions. A prolonged inability to securitize our receivables may have
a material adverse effect on our liquidity, cost of funds and overall financial condition.

The occurrence of events that result in the early amortization of our existing credit card securitization transactions or
an inability to delay the accumulation of principal collections in our credit card securitization trusts would materially

adversely affect our liquidity.

Our liquidity would be materially adversely affected by the occurrence of events that could result in the early
amortization of our existing credit card securitization transactions. Credit card securitizations are normally structured as
“revolving transactions” that do not distribute fo securitization investors their share of monthly principal payments on the
receivables during the revolving period, and instead use those principal payments to fund the purchase of replacement
receivables. The occurrence of “early amortization events” may result in fermination of the revolving periods of our
securitization fransactions, which would require us to repay the affected outstanding securifized borrowings over a period
of a few months. Our average level of securitized borrowings was $17.2 billion for fiscal year 2010 and $22.7 billion
for fiscal year 2009. Early amortization events include, for example, insufficient cash flows in the securitized pool of
receivables to meet contractual requirements {also known as “excess spread”), certain breaches of representations,
warranties or covenants in the agreements relating to the securitization and receivership or insolvency of Discover Bank.
For more information on excess spread, see “Management's Discussion and Analysis of Financial Condition and Results
of Operations - Liquidity and Capital Resources — Securitization Financing.” An early amortization event would
ne?haﬁvely impact our liquidity, and require us to rely on alternative funding sources, which may or may not be available
at the fime.

Our credit card securitization structure includes a requirement that we accumulate principal collections into a restricted
account in the amount of scheduled maturities on a pro rata basis over the 12 months prior to a security’s maturity date.
We have the option under our credit card securitization documents to shorten this accumulation period, subject to the
satisfaction of certain condifions, including reaffirmation from each of the rating agencies of the security’s required rafing.
Historically, we have exercised this option fo shorten the accumulation period to one month prior to maturity. If we were
to determine that the payment rate on the underlying receivables would not support a one-month accumulation period, or
if one or more of the rating agencies were fo require an accumulation period of longer than one month, we would need
fo begin accumulafing principal cash flows earlier than we have historically. A lengthening of the accumulation period
would negatively impact our liquidity, requiring management to implement mitigating measures. During periods of
significant maturity levels, absent management actions, the lengthening of the accumulation period could materially
adversely affect our financial condition.

A downgrade in the credit ratings of our securities could materially adversely affect our business and financial
condition. /

We, along with Discover Bank, are regularly evaluated by the ratings agencies, and their ratings for our long-term
debt and other securities, including asset-backed securities issued by our securitization trusts, are based on a number of
factors, including our financial strength as well as factors that may not be within our control. The credit ratings of the
securities issued by our securitization trusts are regularly evaluated by the rating agencies. The ratings of our asset-
backed securities are based on a number of factors, including the quality of the underlying receivables and the credit
enhancement structure of the frusts. The rating agencies may require us fo take certain credit enhancement actions to
maintain the ratings of the securities issued out of our trusts, which we may not be able to complete. Downgrades in our

ratings or those of our trusts could materially adversely affect our cost of funds, access to capital and funding, and overall
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financial condition. There can be no assurance that we will be able to maintain our current credit ratings or that our credit
ratings will not be lowered or withdrawn.

We may not be successful in managing the investments in our liquidity investment portfolio and investment
performance may deteriorate due fo market fluctuations, which would adversely affect our business and financial
condition.

We must effectively manage the risks of the investments in our liquidity investment portfolio, which is comprised of cash
and cash equivalents and high quality, liquid investments. Our investments may be adversely affected by market
fluctuations including changes in interest rates, prices, credit risk premiums and overall market liquidity. Also, investments
backed by collateral could be adversely impacted by changes in the value of the underlying collateral. In addition,
deteriorating economic conditions may cause certain of the obligors, counterparties and underlying collateral on our
investments fo incur losses of their own or default on their obligations to us due to bankruptcy, lack of liquidity,
operational failure or other reasons, thereby increasing our credit risk exposure to these invesiments. These risks could
result in a decrease in the value of our investments, which could negatively impact our financial condition. Further, in an
effort to increase the rate of return on our investment portfo|io, we may choose new investments, which may increase our
risk of loss. For example, during the fourth quarter 2010, we moved a portion of our liquidity investment portfolio into
approximately $4 billion of U.S. Treasury, U.S. government agency and corporate debt securities guaranteed by the FDIC
in order to pursue a higher return. While we expect these investments to be readily convertible info cash and do not
believe they present a material increase fo our risk profile or will have a material impact on our risk based capital ratios,
they are subject to certain market fluctuations that may reduce the ability to fully convert into cash.

Changes in the level of interest rates could materially adversely affect our earnings.

Changes in inferest rates cause our inferest expense fo increase or decrease, as certain of our debt instruments carry
interest rates that fluctuate with market benchmarks. If we are unable to pass any higher cost of funds to our customers,
the increase in interest expense could materially reduce earnings. Some of our consumer loan receivables bear interest at
a fixed rate or do not earn interest, and we may not be able to increase the rate on those loans to mitigate any higher
cost of funds. At the same time, our variable rate loan receivables, which are based on the prime market benchmark rate,
may not change at the same rate as our floating rate borrowings or may be subject to a cap, subjecting us fo basis point
risk. The majority of our floating rate borrowings are asset securitizafions, which are generally based on the 1-month
LIBOR rate. For example, if the prime rate were to decrease without a decrease in the 1-month LIBOR rate, our earnings
would be negatively impacted. In addition to asset securitizations, we also utilize deposits as a significant source of funds.
Although our interest costs associated with existing certificates of deposit are fixed, new deposit issuances are subject to
fluctuations in interest rates.

Interest rates may also adversely impact our delinquency and charge-off rates. Many consumer lending products bear
interest rates that fluctuate with certain base lending rates published in the market, such as the prime rate and LIBOR. As
a result, higher interest rates often lead to higher payment requirements by consumers under obligations fo us and other
lenders, which may reduce their ability fo remain current on their obligations to us and thereby lead to loan delinquencies
and additions to our loan loss provision, which could materially adversely affect our earnings.

We regularly monitor interest rates and have entered into interest rate derivative agreements in an effort to manage
our interest rafe risk exposure. Changes in market assumptions regarding future interest rates could significantly impact
the valuation of our derivative instruments and, accordingly, impact our financial position and results of operations. f our
hedging activities are not appropriately monitored or executed, these activities may not effectively mitigate our interest
rate sensitivity or have the desired impact on our results of operations or financial condition.

We have a credit facility that could restrict our operations.

We have a multi-year unsecured committed credit facility that currently has $2.4 billion available and contains
restrictions, covenants and events of default. See “Management's Discussion and Andlysis of Financial Condition and
Results of Operations — Liquidity and Capital Resources — Additional Funding Sources.” Although we currently have no
outstanding balances due under the facility, the terms of the facility impose certain restrictions and future indebtedness
may impose various additional restrictions and covenants on us (such as tangible net worth requirements) that could have
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adverse consequences, including: limiting our ability to pay dividends to our stockholders; increasing our vulnerability to
changing economic, regulatory and industry conditions; limiting our ability to compete and our flexibility in planning for,
or reacting fo, changes in our business and the industry; limiting our ability to borrow addifional funds; and requiring us
to dedicate a substantial portion of our cash flow from operations to payments on our debt, thereby reducing funds
available for working capital, capital expenditures, acquisitions and other purposes.

We may be unable to increase or sustain Discover card usage, which could impair growth in, or lead to diminishing,
average balances and total revenve.

A key element of our business strafegy is to increase the usage of the Discover card by our customers, including
making it their primary card, and thereby increase our revenue from transaction and service fees and interest income.
However, our customers’ use and payment patterns may change because of social, legal and economic factors, and
customers may decide to use debit cards instead of credit cards, not fo increase card usage, or to pay the balances within
the grace period to avoid finance charges. We face challenges from competing credit card products in our attempts to
increase credit card usage by our existing customers. Our ability fo increase card usage also is dependent on customer
satisfaction, which may be adversely affected by factors outside of our control, including competitors’ actions and
legislative/regulatory changes. The CARD Act limits pricing changes that may impact an account throughout its lifecycle,
which may reduce our capability to offer lower price promotions to drive account usage and customer engagement. As
part of our strategy to increase usage, we have been increasing the number of merchants who accept cards issued on the
Discover Network. If we are unable to continue increasing merchant acceptance or fail to improve awareness of existing
merchant acceptance of our cards, our ability fo grow usage of Discover cards may be hampered. As a result of these
factors, we may be unable fo increase or sustain credit card usage, which could impair growth in, or lead fo diminishing,
average balances and total revenve.

Our transaction volume is concentrated among large merchants, and a reduction in the number of, or rates paid by,
large merchants that accept cards on the Discover Network or PULSE network could materially adversely affect our
business, financial condition, results of operations and cash flows.

Discover card transaction volume was concentrated among our top 100 merchants in 2010, with our largest merchant
accounting for approximately 8% of that transaction volume. These merchants could seek to negotiate better pricing or
other financial incentives by confinuing to participate in the Discover Network only on the condition that we change the
terms of their economic participation. Loss of acceptance at our largest merchants would decrease transaction volume,
negatively impact our brand, and could cause customer attrition. At the same time, we are subject to increasing pricing
pressure from third-party issuers as a result of the continued consolidation in the banking industry, which results in fewer
large issuers that, in turn, generally have a greater ability to negotiate higher interchange fees. In addition, some of our
merchants, primarily our remaining small and mid-size merchants, are not contractually committed to us for any period of
time and may cease fo participate in the Discover Network at any fime on short nofice.

Actual and perceived limitations on acceptance of credit cards issued on the Discover Network or debit cards issued on
the PULSE network could adversely affect the use of Discover cards by existing customers, the atiractiveness of the
Discover card to prospective new customers and interest of other financial insfitutions in issuing cards on the Discover
Network or the PULSE network. We may have difficulty attracting and retaining third-party issuers if we are unable fo
add and retain acquirers or merchants who accept cards issued on the Discover or PULSE networks. As a result of these
factors, a reduction in the number of, or rates paid by, our merchants could materially adversely affect our business,
financial condition, results of operations and cash flows.

/
We may be unable to grow earnings if we-ére unable to increase or maintain the number of small and mid-size
merchants that participate in the Discover Network. -

In order to expand our merchant acceptance among small and mid-size merchants, we have been entering info
agreements with and have been using third-party acquirers and processors to add merchants to the Discover Network
and accept and process payments for these merchants on an integrated basis with Visa and MasterCard payments. This
strategy could result in decreased revenues, higher expenses, degraded service and signage placement levels and
refaliatory responses from competitors. There can be no assurance that the use of third-party acquirers and processors
will continue fo increase merchant acceptance among small or mid-size merchants, or that such third-party acquirers will
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continue to parficipate with us if more attractive opportunities arise. If we are unable to continue fo increase or maintain
small and mid-size merchant acceptance, our competitive position and our ability to grow earnings could be adversely

affected.

Our business, financial condition and results of operations may be adversely affected by the increasing focus of
merchants on the fees charged by credit card and debit card networks.

Merchant acceptance and fees are critical fo the success of both our card issuing and payment processing businesses.
Merchants are concerned with the fees charged by credit card and debit card networks. They seek to negotiate better
pricing or other financial incentives as a condition fo continued participation in the Discover Network and PULSE network.
During the past few years, merchants and their trade groups have filed numerous lawsuits against Visa, MasterCard,
American Express and their card issuing banks, claiming that their practices toward merchants, including interchange
fees, violate tederal anfitrust laws. There can be no assurance that they will not in the future bring legal proceedings
against other credit card and debit card issuers and networks, including us. Merchants also may promote forms of
payment with lower fees, such as ACH-based payments, or seek to impose surcharges at the point of sale for use of credit
or debit cards. Merchant groups have also promoted federal and state legislation that would restrict issuer practices or
enhance the ability of merchants, individually or collectively, to negotiate more favorable fees. The heightened focus by
merchants on the fees charged by credit card and debit card networks, fogether with the Reform Act and recent U.S.
Department of Justice settlements with MasterCard and Visa, which would allow merchants to encourage customers fo use
other payment methods or cards, could lead fo reduced transactions on, or merchant acceptance of, Discover Network or
PULSE network cards or reduced fees, either of which could adversely affect our business, financial condition and results
of operations.

Political, economic or other instability in a country or geographic region, or other unforeseen or catastrophic events,
could adversely affect our international business activities and reduce our revenue.

Natural disasters or other catastrophic events, including terrorist attacks, may have a negative effect on our business
and infrastructure, including our information technology systems. Our Diners Club network, concentrated on primarily
serving the global travel industry, could be adversely affected by internatfional conditions that may result in a decline in
consumer or business travel activity. Armed conflict, public health emergencies, natural disasters or terrorism may have a
significant negative effect on travel activity and related revenue. Although a regionalized event or condition may
primarily affect one of our network participants, it may also affect our overall network activity and our resulting revenue.
Overall network transaction activity may decline as a result of concerns about safety or disease or may be limited
because of economic conditions that result in spending on travel to decline. The impact of such events and other
catastrophes on the overall economy may also adversely affect our financial condition or results of operations.

If fraudulent activity associated with our cards or our networks increases, our brands could suffer reputational
damage, the use of our cards could decrease and our fraud losses could be materially adversely affected.

We are subject fo the risk of fraudulent activity associated with merchants, customers and other third parties handling
customer information. Our fraud losses were $44 million and $58 million for the years ended November 30, 2010 and
2009, respectively. Credit and debit card fraud, identfity theft and related crimes are prevalent and perpetrators are
growing ever more sophisticated. Our resources and fraud prevention fools may be insufficient to accurately predict and
prevent fraud. The risk of fraud is expected to increase as we expand the acceptance of the Discover card internationally
and expand our direct-to-consumer deposit business. Our financial condition, the level of our fraud charge-offs and other
results of operations could be materially adversely affected if fraudulent activity were to significantly increase. In addition,
significant increases in fraudulent activity could lead to regulatory intervention (such as mandatory card reissuance) and
reputational and financial damage to our brands, which could negatively impact the use of our cards and networks and
thereby have a material adverse effect on our business. Further, fraudulent activity may result in lower license fee revenue
from our Diners Club licensees.

If our security systems, or those of merchants, merchant acquirers or other third parties containing information about
customers, are compromised, we may be subject fo liability and damage to our reputation.

Our security profection measures or the security protections of third parties participating in our networks may not be
sufficient to protect the confidentiality of information relating fo customers or transactions processed on our nefworks.
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Customer data also may be stored on systems of third-party service providers and merchants that may have inadequate
security systems. Third-party carriers regularly transport customer data, and may lose sensitive customer information.
Unauthorized access to our networks or any of our other information systems potentially could jeopardize the security of
confidential information stored in our computer systems or transmitted by our customers or others. As we increase
acceptance of the Discover card internationally, we may experience additiondl risks related to security systems. If our
security systems or those of merchants, processors or other third-party service providers are compromised such that this
confidential information is disclosed fo unauthorized parties, we may be subject fo liability. For example, in the event of a
security breach, we may incur losses related to fraudulent use of cards issued by us as well as the operational costs
associated with reissuing cards. Although we take preventive measures to address these factors, such measures are costly
and may become more costly in the future. Moreover, these measures may not protect us from liability, which may not be
adequately covered by insurance, or from damage to our reputation.

The financial services and payment services industries are rapidly evolving, and we may be unsuccessful in
introducing new producis or services on a large scale in response to this evolution.

The financial services and payment services industries experience constant and significant technological changes, such
as continuing development of technologies in the areas of smart cards, radio frequency and proximity payment devices,
electronic commerce and mobile commerce, among others. The effect of technological changes on our business is
unpredictable.

We depend, in part, on third parties for the development of and access to new technologies. We expect that new
services and technologies relafing to the payments business will continue to appear in the market, and these new services
and technologies may be superior to, or render obsolete, the technologies that we currently use in our card products and
services. As a result, our future success may be dependent on our ability to identify and adapt to technological changes
and evolving indusiry standards and to provide payment solutions for our customers, merchants and financial institufion
customers.

Difficulties or delays in the development, production, testing and marketing of new products or services may be caused
by a number of factors including, among other things, operational, capital and regulatory constraints. The occurrence of
such difficulties may affect the success of our products or services, and developing unsuccessful products and services
could result in financial losses, as well as decreased capital availability. In addition, the new products and services
offered may not be atiractive to our customers and merchant and financial institution customers. Also, success of a new
product or service may depend upon our ability to deliver it on a large scale, which may require a significant capital
investment that we may not be in a position to make. If we are unable to successfully introduce and maintain new income-
generating products and services, it may impact our ability to compete effectively and materially adversely affect our
business and earnings.

We rely on technology and on third parties to deliver services. If key technology platforms become obsolete, or if we
face difficulties processing transactions or in managing our relationships with third-party service providers, our
revenve or results of operations could be materially adversely affected.

We have a large technology staff utilizing current technology. There is no assurance that we will be able fo sustain our
investment in new technology to avoid obsolescence of critical systems and applications. Further, our transaction
authorization and seftlement systems, and our clearing system for transactions between Diners Club network licensees,
may encounter service interruptions due fo system or software failure, fire, natural disasters, power loss, disruptions in
long distance or local telecommunications access, ferrorism or accident. Some of our transaction processing systems are
operated at a single facility and could be subfect to service interruptions in the event of failure. Our services could be
;iisrlupted by a natural disaster or other problem at any of our primary or back-up facilities or our other owned or leased
acilities.

We dlso depend on third-party service providers for many aspects of the operation of our business. For example, we
depend on third parties for the timely transmission of information across our data transportation network and for other
telecommunications, processing, remittance and technology related services, including ancillary transaction processing
services for the PULSE network and authorization, clearing and setflement services for the Diners Club network.
Regardless of whether as a result of natural disaster, operational disruption, terrorism, termination of its relationship with
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us, or any other reason, if a service provider fails to provide the communications capacity or deliver services that we
require or expect, the failure could inferrupt our services and operations and hamper our ability to process customers’
transactions in a timely and accurate manner or to maintain thorough and accurate records of those transactions. Such a
failure could adversely affect the perception of the reliability of our networks and services and the qudlity of our brands,
and could materially adversely affect our transaction volumes, our revenues and/or our results of operations.

Merchant defaults may adversely affect our business, financial condition, cash flows and results of operations.

As an issuer and merchant acquirer in the United States on the Discover Network, and as a holder of certain merchant
agreements internationally for the Diners Club network, we may be contingently liable for certain disputed credit card
sales transactions that arise between customers and merchants. If a dispute is resolved in the customer’s favor, we will
cause a credit or refund of the amount to be issued fo the customer and charge back the transaction to the merchant or
merchant acquirer. If we are unable fo collect this amount from the merchant or merchant acquirer, we will bear the loss
for the amount credited or refunded fo the customer. Where the purchased product or service is not provided until some
later date following the purchase, such as an airline ficket, the likelihood of potential liability increases. For the years
ended November 30, 2010 and 2009, we had $2 million and $6 million, respectively, of losses related to merchant
chargebacks.

Our success is dependent, in part, upon our executive officers and other key employees. If we are unable fo recruit,
retain and motivate key officers and employees to manage our business well, our business could be materially

adversely affected.

Our success depends, in large part, on our ability to retain, recruit and motivate key officers and employees to manage
our business. Our senior management team has significant industry experience and would be difficult to replace. We
believe we are in a critical period of competition in the financial services and payments industry. The market for qualified
individuals is highly competitive, and we may not be able to attract and retain qualified personnel or candidates to
replace or succeed members of our senior management team or other key personnel. We may be subject fo restrictions
under future legislation or regulation limiting executive compensation. For example, the Federal Reserve recently issued
guidance on incentive compensation policies at banking organizations and the Reform Act imposes additional disclosures
and restrictions on compensation. These restrictions could negatively impact our ability to compete with other companies
in recruiting and retaining key personnel and could impact our ability to offer incentives that motivate our key personnel
to perform. if we are unable to recruit, retain and motivate key personnel to manage our business well, our business could
be materially adversely affected.

Damage fo our reputation could damage our business.

Maintaining a positive reputation is crifical to our attracting and retaining customers, investors and employees.
Damage to our reputation can therefore cause significant harm fo our business and prospects. Harm to our reputation can
arise from numerous sources, including, among others, employee misconduct, litigation or regulatory outcomes, failing to
deliver minimum standards of service and quality, compliance failures, and the activities of customers and counterparties.
Negative publicity regarding us, whether or not true, may result in customer attrition and other harm to our business

prospects.

We may be unsuccessful in promoting and protecting our brands or protecting our other intellectual property, or third
parties may allege that we are infringing their intellectual property rights.

The Discover, PULSE and Diners Club brands have substantial economic and goodwill value. Our success is dependent
on our ability fo promote and protect these brands and our other intellectual property. Our ability to attract and retain
customers is highly dependent upon the external perception of our company and brands. Our brands are licensed for use
to business partners and network participants, some of whom have contractual obligations to promote and develop our
brands. The value of our brands and our overall business success may be adversely affected by actions of our business
partners and network participants that diminish the perception of our brands.

We may not be able to successfully protect our brands and our other intellectual property. If others misappropriate, use
or otherwise diminish the value of our intellectual property, our business could be adversely affected. In addition, third
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parties may allege that our marketing, processes or systems may infringe their intellectual property rights. Given the
potential risks and uncertainties of such claims, our business could be adversely affected by having to pay significant
monetary damages or licensing fees and we may have to dlter our business practices.

Acquisitions or strategic investments that we pursue may not be successful and could disrupt our business and harm
our financial condition.

We may consider or undertake strategic acquisitions of, or material investments in, businesses, products, portfolios of
loans or technologies, such as our recent acquisition of The Student Loan Corporation. We may not be able to identify
suitable acquisition or investment candidates, or even if we do identify suitable candidates, they may be difficult to
finance, expensive fo fund and there is no guarantee that we can obtain any necessary regulatory approvals or complete
the transactions on terms that are favorable to us. To the extent we pay the purchase price of any acquisition or
investment in cash, it would reduce our cash balances and regulatory capital, which may have an adverse effect on our
financial condition; similarly, if the purchase price is paid with our stock, it would be dilutive to our stockholders. In
addition, we may assume liabilities associated with a business acquisition or investment, including unrecorded liabilifies
that are not discovered at the time of the fransaction, and the repayment of those liabilities may have an adverse effect on
our financial condition.

We may not be able fo successfully infegrate the personnel, operations, businesses, products, or fechnologies of an
acquisition or investment. Integration may be particularly challenging if we enter into a line of business in which we have
limited experience and the business operates in a difficult legal, regulatory or competifive environment. We may find that
we do not have adequate operations or expertise to manage the new business. The infegration of any acquisition or
investment may divert management's time and resources from our core business, which could impair our relationships
with our current employees, customers and strategic partners and disrupt our operations. Acquisitions and investments
also may not perform fo our expectations for various reasons, including the loss of key personnel or customers. If we fail
fo infegrate acquisitions or investments or realize the expected benefits, we may lose the return on these acquisitions or
investments or incur additional fransaction costs and our business and financial condition may be harmed as a result.

We are subject to regulation by a number of different regulatory agencies, which have broad discretion fo require us
to alter our operations in ways that could adversely affect our business or subject us to penalties for noncompliance.

We must comply with an array of banking and consumer lending laws and regulations in all of the jurisdictions in
which we operate. As a bank holding company, we are subject to oversight, regulation and examination by the Federal
Reserve, including scrutiny of our risk management program; business strategy, earnings, capital and cash flow;
anti-money laundering program; and examination of our non-bank businesses, including Discover Network, PULSE and
Diners Club, and their relationships with our banking subsidiaries. Our subsidiary, Discover Bank, is subject o regulation
and regular examinations by the FDIC and the Delaware Bank Commissioner. In addifion, we are subject to regulation by
the Federal Trade Commission, state banking regulators and the U.S. Department of Justice, as well as the SEC and New
York Stock Exchange in our capacity as a public company. In addition, as our payments business has expanded globally
through the acquisition of Diners Club, we are subject fo government regulation in countries in which our networks
operate or our cards are used, either directly or indirectly through regulation affecting Diners Club network licensees.
Beginning in July 2011, we will also be subject to regulation by the Bureau of Consumer Financial Protection.

From fime to time, these regulations and regulatory agencies have required us fo alter certain of our operating
practices, and may require us to do the same in the future. Our ability to execute our business strategies through
acquisitions or the introduction of new products or pricing may be impaired or delayed as a result of regulatory review or
failure o obtain required regulatory approvafs. Various federal and state regulators have broad discretion to impose
restrictions and requirements on our company, subsidiaries and operations, including restrictions on capital actions such
as increasing dividends. U.S. federal and state consumer protection laws and rules limit the manner and terms on which
we may offer and extend credit. We are subject to capital, funding and liquidity requirements prescribed by statutes,
regulations and orders, including initiatives under the Reform Act and Basel il that will require us o hold higher levels of
capital o support our businesses. We are also subject to the requirements of accounting standard setters and those who
interpret the accounting standards (such as the FASB, the SEC, banking regulators and our outside auditors), who may
add new requirements or change their interpretations on how standards should be applied, potentially materially
impacting how we record and report our financial condition and results of operations. We are also subject to FDIC
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increases in deposit insurance assessments or additional special assessments, which could adversely affect our results of
operations and financial condition.

Failure to comply with laws, regulations and other requirements could lead to adverse consequences such as financial,
structural, reputational and operational pendilties, including receivership, litigation exposure and fines. In addition, efforts
to abide by these laws and regulations may increase our costs of operations or limit our ability to execute our business
strategies and engage in cerfain business activities, including affecting our ability to generate or collect receivables from
customers.

Laws, regulations, and supervisory guidance and practices, or the application thereof, may adversely affect our
business, financial condition and results of operations.

Proposals for legislation further regulating matters affecting public companies are continually being introduced in the
U.S. Congress and in state legislatures, including reforms related to health care, employment and particularly the
financial services industry. The Reform Act, which was enacted in July 2010, significantly impacts the financial services
indusiry. Among other things, the Reform Act established the Bureau of Consumer Financial Profection fo regulate
consumer financial services and products, including credit, savings and payment products.

The agencies regulating the financial services industry also periodically adopt changes to their regulations and
supervisory guidance and practices. In light of recent conditions in the U.S. financial markets and economy, as well as a
heightened regulatory and Congressional focus on consumer lending, regulators have increased their scrutiny of the
financial services industry, the result of which has included new regulations and guidance. We are unable fo predict the
long-term impact of this enhanced scrutiny. We are also unable fo predict whether any addifional or similar changes to
statutes or regulations, including the interpretation or implementation thereof, will occur in the future.

In addifion, regulation of the payments industry, including regulation applicable to us, merchant acquirers and our
other business partners and customers, has expanded significantly in recent years. The Reform Act includes provisions
governing debit and credit card network businesses. In addition, various U.S. federal and state regulatory agencies and
state legislatures are considering new legislation or regulations relating to restrictions regarding fees and interchange
charged to merchants and acquirers, as well as additional charges for premium payment card transactions, and other
restrictions related to identfity theft, privacy, data security and marketing that could have a direct effect on us and our
merchant and financial institution customers. In addition, the payments industry is the subject of increasing global
regulatory focus, which may result in costly new compliance burdens being imposed on us and our customers and lead fo
increased costs and decreased payments volume and revenues. We, our Diners Club licensees and Diners Club customers
are subject to regulations that affect the payments industry in many countries in which our cards are used.

Failure to comply with laws and regulations could lead to adverse consequences such as financial, structural,
reputational and operational pendlties, including receivership, litigafion exposure and fines. Legislative and regulatory
changes could impact the profitability of our business activities, require us to limit or change our business practices, affect
retention of our key employees, and expose us to additional costs {including increased compliance costs). Significant
changes in laws and regulations may have a more adverse effect on our results of operations than on the results of our
larger, more diversified competitors. For additional recent legislative and regulatory developments that may affect our
business, see “Management's Discussion and Andlysis of Financial Condifion and Results of Operations — Legislative and
Regulatory Developments.”

Current and proposed regulation addressing consumer privacy and data use and security could inhibit the number of
payment cards issued and increase our costs.

Regulatory pronouncements relafing to consumer privacy, data use and security affect our business. In the United
States, we are subject to a number of laws concerning consumer privacy and data use and security. We are subject to the
Federal Trade Commission’s and the banking regulators’ information safeguard rules under the Gramm-Leach-Bliley Act.
The rules require that financial institutions (including us) develop, implement and maintain a written, comprehensive
information security program containing safeguards that are appropriate fo the financial institution’s size and complexity,
the nature and scope of the financial institution’s activities, and the sensitivity of any customer information at issue. The
United States has experienced a heightened legislative and regulatory focus on data security, including requiring
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consumer notification in the event of a data breach. In addition, most states have enacted security breach legislation
requiring varying levels of consumer nofification in the event of certain types of security breaches, and several other states
are considering similar legislation.

Regulation of privacy, data use and security may cause an increase in the costs fo issue payment cards and/or may
decrease the number of our cards that we or third parties issue. New regulations in these areas may also increase our
costs to comply with such regulations, which could negatively impact our earnings. In addition, failure to comply with the
privacy and data use and security laws and regulations to which we are subject, including by reason of inadverfent
disclosure of confidential information, could result in fines, sanctions, penalties or other adverse consequences and loss of
consumer confidence, which could materially adversely affect our results of operations, overall business and reputation.

Litigation and regulatory actions could subject us to significant fines, penalties and/or requirements resulting in
increased expenses.

Businesses in the credit card indusiry have historically been subject to significant legal actfions, including class action
lawsuits and commercial, shareholder and patent lifigation. Many of these actions have included claims for substantial
compensatory, statutory or punitive damages. While we have historically relied on our arbitration clause in agreements
with customers to limit our exposure to consumer class action litigation, there can be no assurance that we will continue to
be successful in enforcing our arbitration clause in the future. Legal challenges to the enforceability of these clauses have
led most card issuers and may cause us to discontinue their use, and there are bills pending in Congress to directly or
indirectly prohibit the use of pre-dispute arbitration clauses. Further, we are involved in pending legal actions challenging
our arbitration clause. In addition, we may be involved in various actions or proceedings brought by governmental
regulatory agencies in the event of noncompliance with laws or regulations, which could harm our reputation, require us
to limit our business activities or subject us to significant fines, pendlties or other requirements resulting in increased
expenses.

Special Note Regarding Forward-Looking Statements

This annual report on Form 10-K and materials we have filed or will file with the SEC {as well as information included
in our other written or oral statements) contain or will contain certain statements that are forward-looking within the
meaning of the Private Securities Litigation Reform Act of 1995. These statements are not guarantees of future
performance and involve certain risks, uncertainties and assumptions that are difficult to predict. Actual outcomes and
results may differ materially from those expressed in, or implied by, our forward-looking statements. Words such as
“expects,” “anticipates,” “believes,” “estimates” and other similar expressions or future or conditional verbs such as
“will,” “should,” “would” and “could” are intended fo identify such forward-looking statements. You should not rely solely
on the forward-looking statements and should consider all uncertainties and risks throughout this annual report on Form
10-K, including those described under “Risk Factors.” The statements are only as of the date they are made, and we
undertake no obligation to update any forward-looking statement.

Possible events or factors that could cause results or performance to differ materially from those expressed in our
forward-looking statements include the following:

¢ changes in economic variables, such as the availability of consumer credit, the housing market, energy costs, the
number and size of personal bankruptcy filings, the rate of unemployment and the levels of consumer confidence
and consumer debt, and investor sentiment;

¢ the impact of current, pending and future legislation, regulation and regulatory and legal actions, including new
laws and rules related to financial regulatory reform, new laws and rules limiting or modifying certain credit card
practices, new laws and rules affecting securitizations, funding and liquidity, and bank holding company regulations
and supervisory guidance; ~

e the actions and initiatives of current and potential compeifors;
* our ability to manage our expenses;

* our ability to successfully achieve card acceptance across our networks and maintain relafionships with network
participants;

* our ability to sustain and grow our private student loan business;
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* our ability to manage our credit risk, market risk, liquidity risk, operational risk, legal and compliance risk, and
strategic risk;

o the availability and cost of funding and capital;
* access to deposit, securifization, equity, debt and credit markets;
e the impact of rating agency actions;

o the level and voldfility of equity prices, commodity prices and inferest rates, currency values, investments, other
market fluctuations and other market indices;

¢ |osses in our investment portfolio;

* restrictions on our operations resulting from financing transactions;

¢ our ability to increase or sustain Discover card usage or attract new customers;

* our ability fo attract new merchants and maintain relationships with current merchants;

¢ the effect of political, economic and market conditions, geopolitical events and unforeseen or catastrophic events;
¢ fraudulent activifies or material security breaches of key systems;

* our ability fo introduce new products or services;

* our ability fo sustain our investment in new fechnology and manage our relationships with third-party vendors;
* our ability to collect amounts for disputed transactions from merchants and merchant acquirers;

* our ability fo attract and retain employees;

¢ our ability to protect our reputation and our intellectual property;

o difficulty financing, transitioning, integrating or managing the expenses of new businesses, products or technologies;
and

* new lawsuits, invesfigations or similar matters or unanticipated developments related to current matters.

We routinely evaluate and may pursue acquisitions of or investments in businesses, products, technologies, loan
portfolios or deposits, which may involve payment in cash or our debt or equity securities.

The foregoing review- of important factors should not be construed as exclusive and should be read in conjunction with
the other cautionary statements that are included in this annual report on Form 10-K. These factors expressly qualify all
subsequent oral and written forward-looking statements attributable to us or persons acting on our behalf. Except for any
ongoing obligations to disclose material information as required under U.S. federal securities laws, we do not have any
infention or obligation to update forward-looking statements after we distribute this annual report on Form 10-K, whether
as a result of new information, future developments or otherwise.

ltem 1B. Unresolved Staff Comments
None.

ltem 2. Properties

Our principal properties are located in eight states in the United States. As of January 15, 2011, we owned four
principal properties, which included our corporate headquarters, two call centers and a processing center, and we leased
five principal properties, which included two call centers, our PULSE headquarters and two Student Loan Corporation
offices. The call centers, processing center and Student Loan Corporation offices largely support our Direct Banking
segment, the PULSE headquarters is used by our Payment Services segment, and our corporate headquarters is used by
both our Direct Banking and Payment Services segments. Both our call centers and processing center are operating at and
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being utilized to a reasonable capacity and we believe our principal facilities are both suitable and adequate to meet our
current and projected needs. We also have seven leased offices, five of which are located outside the United States, that
are used fo support our Diners Club operations and a leased office that supports our Direct Banking segment.

item 3. Legal Proceedings

In the normal course of business, from time to time, we have been named as a defendant in various legal acfions,
including arbitrations, class actions, and other litigation, arising in connection with our 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. We have historically relied on the arbitration clause in our cardmember agreements, which has in
some instances limited the costs of, and our exposure to, litigation, but there can be no assurance that we will continue to
be successful in enforcing our arbitration clause in the future. Legal challenges fo the enforceability of these clauses have
led most card issuers and may cause us to discontinue their use, and there are bills pending in Congress to directly or
indirectly prohibit the use of pre-dispute arbitration clauses. Further, we are involved in pending legal actions challenging
our arbitration clause. We are also involved, from time to time, in other reviews, investigations and proceedings (both
formal and informal) by governmental agencies regarding our business, including, among other matters, accounting, tax
and operational matters, some of which may result in adverse judgments, setflements, fines, penalties, injunctions, or
other relief. For example, we have received a nofice of proposed assessment from the IRS related to its audit of our
1999-2005 tax years as further discussed in Note 17: Income Taxes to the consolidated financial siatements. Litigation
and regulatory actions could also adversely affect our reputation.

We contest liability and/or the amount of damages as appropriate in each pending matter. In view of the inherent
difficulty of predicfing 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, we cannot predict with certainty 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, we believe, based on
current knowledge and after consultation with counsel, that the outcome of the pending matters will not have a material
adverse effect on our financial condition, although the outcome of such matters could be material to our operating results
and cash flows for a particular future period, depending on, among other things, our level of income for such period.

Bennett et al. v. Discover Card

On November 16, 2010, a putative class action lawsuit was filed against us by a cardmember in the U.S. District
Court for the Southern District of California (Michele Bennett et al. v. Discover Card, a/k/a DFS Services LLC). The
plaintiff alleges that we contacted her, and members of the putative class, on their cellular telephones without their
express consent in violation of the Telephone Consumer Protection Act (“TCPA”). The TCPA provides for statutory
damages of $500 for each violation ($1,500 for willful violations). Plaintiff seeks statutory damages for alleged negligent
and willful violations of the TCPA, attorneys’ fees, costs and injunctive relief. We will seek to vigorously defend all claims
asserted against us. We are not in a position at this time to assess the likely outcome or our exposure, if any, with respect
to this matter.

Payment Protection Cases

On December 6, 2010, the Attorney General for the State of Minnesota filed a lawsuit against us in the District Court
for Hennepin County, Minnesota {Minnesota v. Discover Financial Services, Discover Bank and DFS Services, LLC). The
lawsuit challenges our enrollment of Discover cardmembers in our various fee based products under Minnesota law. The
remedies sought in the lawsuit include an injunction prohibiting us from engaging in the alleged violations, restitution for
all persons allegedly injured by the complained of practices, civil penalties and costs. We will seek to vigorously defend
all claims asserted against us. We are not in o posifion at this fime fo assess the likely outcome or our exposure, if any,
with respect fo this matter. /

As of January 15, 2011, there were six putative class action cases pending in relation fo the sale of our payment
protection fee product. The cases were filed {all in United States District Courts) on July 8, 2010 in the Northern District of
California (Walker, et al. v. DFS, Inc. and Discover Bank; subsequently transferred to the Northern District of lllinois);

July 16, 2010 in the Central District of California (Conroy v. Discover Financial Services and Discover Bank); October 22,
2010 in the District of South Carolina {Alexander v. Discover Financial Services, Inc.; DFS Services, LLC; Discover Bank;
and Morgan Stanley); November 5, 2010 in the Northern District of lllinois {Callahan v. Discover Financial Services, Inc.
and Discover Bank); December 17, 2010 in the Western District of Tennessee (Sack v. DFS Services, LLC; Discover
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Financial Services, Inc.; and Discover Bank); and January 14, 2011 in the Eastern District of Pennsylvania {Boyce v. DFS
Services LLC; Discover Financial Services Inc.; Discover Bank). Each of these lawsuits challenges our marketing practices
with respect fo our payment protection fee product to our cardmembers under various state laws and the Truth in Lending
Act. The plaintiffs seek monetary remedies including unspecified damages and restitution, attorneys’ fees and costs, and
various forms of injunctive relief including an order rescinding the payment protection fee product enrollments of all class
members. We will seek to vigorously defend all claims asserted against us. We are not in a position at this fime to assess
the likely outcomes or our exposure, if any, with respect to these matters.

item4. (Removed and Reserved).
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Partll. | ltem 5. Market for Registrant's Common Equity, Related Stockholder Matters and Issuer
Purchases of Equity Securities

Common Stock Market Prices and Dividends
Our common stock began frading “regular way” on the NYSE (ticker symbol DFS) on July 2, 2007. The approximate
number of record holders of our common stock at January 15, 2011 was 86,021.

The following table sets forth the quarterly high and low sales prices as reported by the NYSE and the dividends
declared by us during the quarter indicated:

M Cash Dividends
2009 Stock Price Declared
T S — $11.47 $ 505 $0.06
MAY BT ettt n e et et ee et ettt e e e aee s e e e e e s e e s e e s e s e et e e eseereneereans $11.65 §$ 473 $0.02
AUGUSE BT ettt s ettt e s e s s e e st seaneens $1424 § 8.58 $0.02
NOVEBIMBEE 30 ...ttt ee et s e e e s seeee e e e ees e ree s s s esee s s et $17.3¢6 $12.87 $0.02
2010

FEDIUGMY 28 ...t s ettt eeaseeeees e eeceese e ee e $16.78  $12.58 $0.02
MAY BT ettt et e e d ettt s aetene sttt eseteatesatenem et eneneseeeeeenser e rataseaeesearaan $16.59 $12.61 $0.02
AUGUSt BT oot ee e e st e er et e e et $1578  $12.11 $0.02
NOVEMDBEE B0 .....reoeeee et et e s o ea e esraseees et et eeeseeees e s eese e sees s eeeesesseseassaeesssaes s $19.16  $14.65 $0.02

During our second quarter of 2009, we reduced our quarterly common stock dividend from $.06 per share to $.02 per
share and we have maintained a $.02 per share dividend since that time. We expect to continue our 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. In addition, our banking regulators and
applicable banking laws and regulations may limit our ability to pay dividends. Further, as a result of 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 be limited.
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issuer Purchases of Equity Securities

The table below sets forth the information with respect to purchases of our common stock made by us or on our behalf
during the fourth quarter of our year ended November 30, 2010:

Total Number
of Shares
Purchasedas ~ Maximum Dollar
Total Part of Publicly  Value of Shares that
Number of  Average  Announced May Yet Be
Shares Price Paid  Plans or Purchased Under the
Period Purchased? per Share Programs!! Plans or Programs
September 1 - 30, 2010
Repurchase Pragromill .............cc.c i eaeeseasseseeeserecaesessaces — $ — — $1 billion
Employee fransacionsi2! .............ccoorienrermiriierieee e enceeeesseieeessaesesennsens 2,687 $15.22 N/A N/A
October 131, 2010
Repurchase Programill ... .. .....c.coiiiireieeriieeeessees e ese s ceeaeiseeseaeseseeaensenenens — $ — — $1 billion
Employee ransacionst2 ............cccuicierirreieecees et 2,970 $16.58 N/A N/A
November 1 - 30, 2010
Repurchase programill ... ........cccirri e ce et ee e senescenens — $ — — $1 billion
Employee transactionst2 301 $18.14 N/A N/A
Total
Repurchase programill .............ooriiiireiriitceeee et eaeeeeeaes — $ — — $1 billion
Employee fransacions(® ...........cccoiuriiirieeieeee ettt seceseaeeees e neeeceens 5,958 $16.05 N/A N/A

{1} On December 3, 2007, we announced that our board of directors authorized the repurchase of up to $1 billion of our outstanding stock under a new share repurchase program. This share
repurchase program expired on November 30, 2010. At November 30, 2010, we had not repurchased any stock under this program.

(2) Reflects shares withheld (under the terms of grants under employee stock compensation plans) fo offset tax withholding obligations that occur upon the delivery of outstanding shares underlying
restricted stock units or upon the exercise of stock options.



Stock Performance Graph

The following graph compares the cumulative total stockholder return {rounded to the nearest whole dollar) of our
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, 2010. The graph assumes an initial investment of $100 on July 2, 2007, the date we began “regular
way” trading on the NYSE following our spin-off. The cumulafive returns include stock price appreciafion and assume full
reinvestment of dividends. This graph does not forecast future performance of our common stock.

$100.00 1
$80.00 -
$60.00 - —8— Discover Financial Services
—&— S&P 500 Index
$40.00 - —aA— S&P 500 Financials Index
$20.00 -
$0(X) 4'_‘— T T T T -
July 2, November 30,  November 30,  November 30,  November 30,
2007 2007 2008 2009 2010
Discover  S&P S&P 500
Financial 500 Financials
Services  Index Index
JUEY 2, 2007 ettt ettt ettt et e ettt sa tanietestenaseenesn st s enraes sanseaans $100.00 $100.00 $100.00
INOVEMBEF 30, 2007 ...t seeeeeeeees e s s eeee e eeeeaesesseeeateeanes e s semesee s e e e eesemsa st eeeeeeeneasasaseresrasaeeeenens $ 6314 §$ 9748 § 84.67
INOVEMBEE 30, 2008 .......oeoeeees et e e e e e ets s s e e s eeeessas st tesemsasenesesaesesateeeae e st eeseneeeseastes —eeeiraeeeeeeanae $ 3689 § 5899 § 34.40
NOVEMBET 30, 2009 ..o aeees e et e et s tasem e et aes s e s seemeeeneeeeeres e ensmeneaneeneranm e ee e s aens $ 5663 $ 7211 § 401
NOVEMbEr 30, 2010 ...ttt ee et s tee et v st s sans 2etssssassasassasansebass st s s e neeben e b s s senee $6731 $7770 § 39.52

ltem 6.  Selected Financial Data

The following table presents our selected financial data and operating statistics. The statement of income data for each
of the years in the three-year period ended November 30, 2010 and the statement of financial condition data as of
November 30, 2010 and 2009 have been derived from our audited consolidated financial statements included elsewhere
in this annual report on Form 10-K. The statement of financial condition data as of November 30, 2008 and 2007, and
the statement of income data for the year ended November 30, 2007 have been derived from audited consolidated
financial statements not included elsewhere in this annual report on Form 10-K.

The selected financial data as of and for the year ended November 30, 2006, is for a peried prior fo our spin-off from
Morgan Stanley, and has been derived from unaudited combined financial statements. The combined basis presentation
reflects the historical combined income and financial condition of the Morgan Stanley subsidiaries that comprised its
Discover segment. Prior to our spin-off, the Discover segment consisted of Discover Financial Services, a wholly-owned
subsidiary of Morgan Stanley, and certain gther subsidiaries and assets related to credit card operations in the United
Kingdom, which are now presented as discontinued operations, that were contributed fo the Discover segment by Morgan
Stanley in conjunction with the spin-off. The combined selected financial data presented for 2006 does not reflect any
changes that have occurred in our financing and operations as a result of our spin-off and accordingly, may not be
indicative of our future performance or of the results that would have been achieved had we operated as a separate,
stand-alone entity during that period. However, the combined financial data presented for 2006 has 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
annual report on Form 10-K.



The selected financial data shown below for the year ended November 30, 2010 reflects a change in accounting
principle as a result of the consolidation of the securitization trusts, which is more fully described in Note 2: Change in
Accounting Principle to our consolidated financial statements. Selected financial data shown below for historical periods
prior to December 1, 2009 have not been refrospectively adjusted to reflect the change in accounting principle and
therefore continue to reflect the accounting standards that were applicable during those historical periods.

Discover Financial Services

Selected Financial Data
For the Years Ended November 30,
20100 2009 2008 2007 2006
(dollars in thousands, except per share amounts)
Statement of Income Data:
INBErESt INCOME. ...t ceeeiieti it et s seavee s e e e tn e e eane s eneneesnnsenrreenes $ 6,146,218 $ 3,145080 $ 2,692,563 $ 2,584,402 $ 2,209,192
INfErESt EXPEMSE ..c.eiieimiiiirtieteceeenteatrit et et seasee e en e eereen e sesnreae s aaeneeneen 1,582,988 1,251,284 1,288,004 1,223,270 836,280
Net Interest iNCOME ........ccoiiueeeriieiieeieei e eeeesre et e e e caneseeees 4,563,230 1,893,796 1,404,559 1,361,132 1,372,912
Other INCOMEI ..ot eeeee et eaeeasneens 2,094,999 4,840,595 4,264,458 3,376,682 3,368,664
Revenue net of interest EXPEMNSE ...ttt en e e et et enre e 6,658,229 . 6,734,391 5,669,017 4,737 814 4,741,576
Provision for 10an J0SSes ..o 3,206,705 2,362,405 1,595,615 733,887 606,765
Oher EXPERSE .......c.meeiieieieieeictrteeeeiete et st et sesesene e sasn s seseesrneacs 2,182,665 2,251,088 2,415,797 2,478,214 2,467 058
Income before income tax expense ..................ccocevvuereieeecnctiee e 1,268,859 2,120,898 1,657,605 1,525,713 1,667,753
INCOME FAX EXPBNISE ....ccriiiiiiiiiariin it e e et e ceesnesanee 504,071 844,713 594,692 561,514 535,563
Income from continuing OPerations ..............ceccoevmiereinivicsieriseneecseesnens 764,788 1,276,185 1,062,913 964,199 1,132,190
Loss from discontinued operations, net of taxt¥...........co.ocovviurirnnrrerieiienes — — {135,163) (375,569) (55,574)
Net incomel2 $ 764788 $ 1,276,185 $ 927750 § 588,630 $ 1,076,616
Net income allocated to common stockholders .........ocvveeeeeeevieireeieeee $ 667938 $1,20695 $ 910510 $ 572,480 $ 1,076,616
Statement of Financial Condition Data {as of):
Loan reCIVADIES ...........o..eeeeieeceeeeeeeee e reaee eaenena $48,836,413  $23,625,084 $25216,611 $20,831,117  $20,790,244
TORGLGSSEES ...ttt e s nn e s e seseasasen e s saserans $60,784,968 $46,020,987 $39,892,382 $37,376,105 $29,064,898
Total stockholders’ quity..........cc.currerreriiuriiiiicinrcie e e ereees $ 6,456,846 $ 8,435,547 § 5915823 $ 5599,422 § 5774772
Allowance for l0an 10SSes ..........cvvveveeeeeeeeeeereee et eeereeeeeeseessees $ 3,304,118 $ 1,757,899 $ 1,374,585 $ 759925 §$ 703917
Long-term borrowings.........cccceuveueueeivnuireiecitceseee e e $17,705728 $ 2,428,101 §$ 1,735383 § 2,134,093 § 819,496
Per Share of Common Stock: ‘
Basic EPS from continuing OPerations ..................ccveccereeseeneesessecenneseeiece $ 123 § 239 $ 218 § 199 § 237
Diluted EPS from continuing operafions............. v $ 122§ 238 $ 218§ 198 § 237
Weighted average shares outstanding {000's}4!..........c..cooovurrerrrrrrrrerrereene 544,058 504,540 479,335 477,328 477,236
Weighted average shares outstanding {fully diluted) (000's}4..........ooooveveee 548,760 507,907 479,357 477,988 477 236
Cash dividends declared e et eerean $ 008 $ 012 § 024 § 0.06 —
Dividend PAYOUE TAHO «.......cieteeiceieenteietenineerereeseereseececeneenereneesenacessonsas 6.52% 5.02% 11.01% 3.02% —
Rafios:
REAUIM ON GVEIIGE @GUY...-erreerreeeerr s eerrsererreereesseerseeseesesesers s 12% 17% 16% 10% 20%
REUM ON AVETAZE GSSERS .......cvvoeuraeeienirerseeaenranetoeraecnrscasesceneecaeesonns 1% 3% 3% 2% 4%
Average stockholders’ equily fo average total assefs ...............ccorruriicecinens 1% 18% 15% 15% 17%

(1} Amounts as of and for the year ended November 30, 2010 include securitized loans as a result of the consolidation of the securihzation trusts relaied to a change in accounting principle on
December 1, 2009. Amounts prior o December 1, 2009 do not include securitized loans.

(2}  The years ended November 30, 2009 and 2008 include $1.9 billion pretax ($1.2 billion after fax) and $0.9 billion pretax {$0.5 billion after tax), respectively, of income related fo the Visa and
MasterCard anfitrust fitigation settlement, which is inchuded in our Direct Banking segment. See Note 21: Lifigation fo the consolidated financial statements.

{3} 2007 indludes a $391 miflion pretax ($279 milkon after tax) non-cash impoirment charge to write-down the infangible assets and goodwill of the Goldfish business, which was sold on March 31,
2008.

{4} On June 30, 2007, Morgon Stanley distributed fo Morgan Stantey stockholders one share of our common stock for every two shares of Morgan Stanley common stock held on June 18, 2007 Asa
result, on July 2, 2007, we had 477,235,927 shares of common stock outstanding and this share amount is being utilized for the calculation of basic earnings per share {*EPS") for oll periods
presented prior o the date of the spin-off. For all periods prior to the spin-off date, the same number of shares is being used for diluted EPS as for basic EPS as none of our common stock was
traded prior o July 2, 2007 and none of our equity awards were outstanding for the prior periods.

-45-

Peasgara T



The loan receivables information show below is provided on both a GAAP basis and an “as adjusted” basis. The
as-adjusted basis assumes that the trusts used in our securitization activities were consolidated into our financial results
and excludes from results income received in connection with the antitrust litigation settlement in 2009 and 2008. For an
explanation as fo why management believes that the “as adjusted” numbers are useful to investors and for a
reconciliation of these numbers, see “Management's Discussion and Analysis of Financial Condition and Results of
Operations — Reconciliations of GAAP to As Adjusted Data.”

For the Years Ended November 30,

2010 20091 2008 2007 20061
{dollars in thousands)

Selected Statistics:
Total Loan Receivables
GAAP information:
Loan receivables ..............c.ooiiiiiiee e $48,836,413  $23,625,084 $25,216,611 $20,831,117  $20,790,244
Average loan receivables $49,909,187  $26,552,574 $21,348,493 $19,947,784 $19,252,929
Interest yield..........ooeeiecieee s s e 12.20% 11.31% 10.89% 10.73% 10.48%
Net principal charge-off rate.............co.c.ovoiivoeeeiieeeeeeeeeeee e, 7.57% 7.45% 4.59% 3.40% 3.63%
Delinquency rate {over 30 days) ..........co.ooooieiv e 3.89% 492% 4.35% 3.26% 3.05%
Delinquency rate (over 90 days) ........c..oooveviuees oo 2.04% 2.58% 2.06% 1.51% 1.43%
As adjusted information:
Loan receivables — As adjusted.................ocoooiiuiiiiee e, N/A  $50,854,146 $51,095,278 $48,180,436 $45,802,071
Average loan receivables — As adjusted...............cooooieiiiciiiiiens e N/A  $51,130,117 $49,011,148 $46,913,474 $44,409,232
Inferest yield — As adjusted ............ . oo N/A 12.40% 12.59% 12.65% 12.52%
Net principal charge-off rate — As adjusted . ... ........cooooiioiiis s e N/A 7.77% 5.01% 3.83% 3.95%
Delinquency rate {over 30 days) - As adjusted ... N/A 531% 4.56% 3.58% 3.39%
Delinquency rate {over 90 days) - As adjusted N/A 2.78% 2.17% 1.67% 1.59%
Total Credit Card Loan Receivables
GAAP information ’
Credit card loan receivables ............... coooooooeeeeeeeeeee . e $45,156,994 $20,230,302 $23,814,307 $20,579,923 $20,694,395
Average credit card loan receivables.....................coocoooiiic $45,616,791  $24,266,782 $20,566,864 $19,845880 $19,120,946
Interest yield .................. ... 12.79% 11.69% 10.92% 10.75% 10.50%
Net principal charge-off rate....... 8.08% 7.87% 4.73% 3.41% 3.64%
Delinquency rate {over 30 days) ...... 4.06% 5.52% 4.55% 3.28% 3.05%
Delinquency rate {over 90 days)....... 212% 2.92% 2.16% 1.53% 1.44%
As adjusted information:
Credit card loan receivables - As adjusted.............co.coooiviiiiieie N/A  $47,459,364 $49,692,974 $47,929,242 $45,706,222
Average credit card loan receivables — As adjusted ................coooovoovoreeen. N/A  $48,844,325 $48,229,519 $46,811,570 $44,277,249
Interest yield — As adjusted .............ocoooioeioee, N/A . 12.63% 12.63% 12.66% 12.53%
Net principal charge-off rate — As adjusted .............cococooooeiieies e - N/A 8.00% 5.07% 3.84% 3.96%
Delinquency rate over 30 days) -~ As adjusted ............cooorvvrverreririerenes N/A 5.60% 4.66% 3.59% 3.39%
Delinquency rate (over 90 days) — As adjusted ............co.ooveereeererrerirenens N/A 2.94% 2.22% 1.68% 1.59%

{1} Amounts as of and for the year ended November 30, 2010 include securitized loans as a result of the consolidation of the securitization trusts related fo a change in accounting principle on
December 1, 2009 Amounts under “GAAP information” prior to December 1, 2009 do not include securihzed loans.



ltem 7. 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 financial statements and related notes included elsewhere in this annual report on
Form 10-K. 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 annual report on Form 10-K particularly under “Risk Factors” and “Special Note Regarding
Forward-Looking Statements,” which immediately follows “Risk Factors.”

Unless otherwise specified, references to Notes to our consolidated financial statements are to the Notes to our audited
consolidated financial statements as of November 30, 2010 and 2009 and for the three-year period ended
November 30, 2010.

Introduction and Overview

Discover Financial Services is a direct banking and payment services company. We are a bank holding company
under the Bank Holding Company Act of 1956, subject to oversight, regulation and examination by the Board of
Governors of the Federal Reserve System (the “Federal Reserve”). We are dlso a financial holding company under the
Gramm-Leach-Bliley Act. Through our Discover Bank subsidiary, we offer our customers credit cards, student loans,
personal loans and deposit products. Through our DFS Services LLC subsidiary and its subsidiaries, we operate the
Discover Network, the PULSE network (“PULSE”) and Diners Club International (“Diners Club”). The Discover Network
provides credit card transaction processing for Discover card-branded and third-party issued credit cards. PULSE
operates an electronic funds transfer network, providing financial institutions issuing debit cards on the PULSE network
with access to ATMs domestically and internationally, as well as point of sale terminals at retail locations throughout the
U.S. for debit card transactions. Diners Club is a global payments network that grants rights to licensees, which are
generally financial insfitutions, to issue Diners Club branded credit cards and/or to provide card acceptance services.
Our Diners Club business also offers transaction processing and marketing services to licensees globally. Our fiscal year
ends on November 30 of each year.

Our primary revenues consist of inferest income earned on loan receivables and fees earned from customers,
merchants and issuers. The primary costs required to operate our business include funding costs (inferest expense), loan
loss provisions, customer rewards, and expenses incurred to grow, manage and service our loan receivables and
networks. Our business activities are funded primarily through the raising of consumer deposits, securitization of loan
receivables and the issuance of both secured and unsecured debt.

Change in Accounting Principle Related to Off-Balance Sheet Securitizations

Beginning with the first quarter 2010, we have included the frusts used in our securitization activities in our
consolidated financial results in accordance with the Financial Accounting Standards Board {“FASB”} Statement of
Financial Accounting Standards No. 166, Accounting for Transfers of Financial Assets — an amendment of FASB
Statement No. 140 (“Statement No. 166”) (codified under the FASB Accounting Standards Codification (“ASC”)
Section 860, Transfers and Servicing) and Statement of Financial Accounting Standards No. 167, Amendments to FASB
Inferpretations No. 46(R) {“Statement No. 167”) (codified under ASC Section 810, Consolidation), which were effective
for us on December 1, 2009, the beginning of our 2010 fiscal year.

Under Statement No. 166, the frusts used in our securifization transactions are no longer exempt from consolidation.
Statement No. 167 prescribes an ongoing assessment of our involvement in the activities of the trusts and our rights or
obligations fo receive benefits or absorb losses of the trusts that could be potentially significant in order to determine
whether those entities will be required fo be consolidated on our financial statements. Based on our assessment, we
concluded that we are the primary beneficiary of the Discover Card Master Trust | (“DCMT”) and the Discover Card
Execution Note Trust (“DCENT”) {the “trusts”) and accordingly, we began consolidating the trusts on December 1, 2009.
Using the carrying amounts of the trust assets and liabilities as prescribed by Statement No. 167, we recorded a $21.1
billion increase in total assets, a $22.4 billion increase in total liabilities and a $1.3 billion decrease in stockholders’
equity {comprised of a $1.4 billion decrease in retained eamings offset by an increase of $0.1 billion in accumulated
other comprehensive income). The significant adjustments fo our statement of financial condition upon adoption of
Statements No. 166 and 167 are outlined below:

¢ Consolidation of $22.3 billion of securitized loan receivables and the related debt issued from the trusts to third-
party investors;
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e Reclassification of $4.6 billion of certificated retained interests classified as investment securities to loan receivables;

o Recording of a $2.1 billion allowance for loan losses, not previously required under GAAP, for the newly
consolidated and reclassified credit card loan receivables;

e Derecognition of the remaining $0.1 billion value of the inferest-only strip receivable, net of tax, recorded in
amounts due from asset securitization and reclassification of the remaining $1.6 billion of amounts due from asset
securitization to restricted cash, loan receivables and other assets; and

* Recording of net deferred tax assets of $0.8 billion, largely related to establishing an allowance for loan losses on
the newly consolidated and reclassified credit card loan receivables.

Beginning with the first quarter 2010, our results of operations no longer reflect securitization income, but instead
report inferest income, net charge-offs and certain other income associated with all securitized loan receivables and
interest expense associated with debt issued from the trusts to third-party investors in the same line items in our results of
operations as non-securitized credit card loan receivables and corporate debt. Additionally, we no longer record initial
gains on new securitization activity since securitized credit card loans no longer receive sale accounting treatment. Also,
there are no gains or losses on the revaluation of the inferest-only strip receivable as that asset is not recognizable in a
transaction accounted for as a secured borrowing. Because our securifization fransactions are being accounted for under
the new accounting rules as secured borrowings rather than asset sales, the cash flows from these transactions are
presented as cash Hows from financing activities rather than as cash flows from operating or investing activities.
Notwithstanding this accounting freatment, our securitizations are structured fo legally isolate the receivables from
Discover Bank, and we would not expect to be able to access the assets of our securitization trusts, even in insolvency,
receivership or conservatorship proceedings. We do, however, continue to have the rights associated with our retained
interests in the assets of these trusts.

Reconciliations of GAAP fo As Adjusted Data .

We did not retrospectively adopt Statements No. 166 and 167 and, therefore, the consolidated financial statements
presented in this annual report as of and for the year ended November 30, 2010 reflect the new accounting
requirements, but the historical statement of financial condifion as of November 30, 2009 and statements of income and
statements of cash flows for the years ended November 30, 2009 and 2008 continue to reflect the accounting applicable
prior fo the adoption of the new accounting requirements.

To enable the reader to better understand our financial information by reflecting period-over-period data on a
consistent basis, this Management's Discussion and Analysis of Financial Condition and Results of Operations presents
our financial information as of and for the year ended November 30, 2010 as compared fo adjusted results of operations
data for the years ended November 30, 2009 and 2008, and, where necessary, we have also provided certain
information as of and for the year ended November 30, 2007 and 2006 on an as adjusted basis. Management believes
the adjusted financial information is useful to investors as it aligns with the financial information used in its decision-
making process and in evaluating the business. The as adjusted amounts:

* show how our financial data would have been presented if the trusts used in our securitization activities were
consolidated into our financial statements for such historical periods;

* remove the impact of income received in connection with the settlement of our antitrust litigation with Visa and

MasterCard during the years ended November 30, 2009 and 2008; and

o exclude the interest charge related to our dispute with Morgan Stanley regarding the special dividend agreement,
which, among other things, specified how proceeds of the antitrust litigation with Visa and MasterCard were to be
shared. g

The impacts of Statements No. 166 and 167 on our earnings summary, detail of other income and Direct Banking

segment information are reflected in two steps in the reconciliations of GAAP fo as adjusted data in the tables below.
First, we made securitization adjustments to reverse the effect of loan securitization by recharacterizing securitization
income to report interest income, expense, provision for loan losses, discount and interchange revenue and loan fee
income in the same line items as non-securitized loans. These adjustments result in a “managed basis” presentation,
which we have historically included in our quarterly and annual reports fo reflect the way in which our senior
management evaluated our business performance and allocated resources.
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Then, additional adjustments were made to reflect results as if the trusts used in our securitization activities had been

fully consolidated in our historical results. These adjustments include:

e Elimination of interest income and interest expense related to certificated retained interests classified as investment

securities and associated intercompany debt;

* An adjustment to the provision for loan losses for the change in securitized loan receivables;

* Elimination of the revaluation gains or losses associated with the interest-only strip receivable, which was

derecognized upon adoption; and

* An adjustment to reflect the income tax effects related to these adjustments.

The impacts of Statements No. 166 and 167 on our effective tax rate, loan receivables and average balance sheet
information and certain other selected financial data are reflected in one step, rather than two, in the reconciliations of
GAAP to as adjusted data set forth in the fables below as there is no meaningful difference between such information on

a historical managed basis as compared to on an as adjusted basis.

Earnings Summary and Reconciliation

For the Year Ended November 30, 2009

As Securitization Additional  As
Reporfed  Adjustments Managed  Adjustments Adjusted
{dollars in thousands)
INFErESE INCOME......ccviiiiiieiie o ceeieis et eeeeeeee oe eeeeaeeeeesereeee e reeraresreenne $3,145080  $3,315,992  $6,461,072 $ (25,920)4 $6,435,152
Inferest EXPENSE ......co.o ceiiiiiiiie ot ety e e e 1,251,284 397,136 1,648,420 (42,921)8 1,605,499
INEt INEEreSt INCOME. .....eveieiiieeie et eeee ettt ce et eerens s e e eease e 1,893,796 2,918,856 4,812,652 17,001 4,829,653
Provision For 10an 10SSes ... «.o.ovveeeeeeeeeeeseeeeeeeeeeeee e 2,362,405 1,995,936 4,358,341 764,689 5,123,030
Net interest income after provision for loan losses ..................coo.ooovvernnnne. {468,609) 922,920 454,311 {747,688) {293,377)
Antitrust lifigation setflement............. ... co.ooooee e e, 1,891,698 — 1,891,698  (1,891,498)0 —
OHer INCOME _........ oot oo ees eeeeeeeeeee e eeeeeeen 2,948,897 {922,920) 2,025,977 160,087) 2,186,064
TOMl OMEr INCOME. ... e s e s s e 4,840,595 {922,920} 3,917,675 (1,731,611} 2,186,064
Total OHher eXPEnse .......c...ocovueveies ceririieciieeereeeees eeeiesereesneeeeeesaenenseneees 2,251,088 — 2,251,088 {28,992} 2,222,096
income (loss) before income tax expense...............ccoevevrueeceeeeceeveceeeeerenes 2,120,898 — 2,120,898  {2,450,307) {329,409}
Income tax expense (benefit} ... 844,713 — 844,713 (936,838)¢  (92,125)
NEHINCOME (l0SS).... - weoeeve oo oot ceeerene e eereeereeeerenaens $1,276,185 § — $1,276,185  ${1,513,469) $ (237,284)




For the Year Ended November 30, 2008

As Securitization Additional  As
Reported  Adjusiments Managed  Adjustments Adjusted
{dollars in thousands)
INEEPESE HICOME. ... .o cee ettt e e e et ee e et e eaeeneeanan $2,692,563  $3,853,266 $6,545829 § (54,760)A $6,491,069
IEEIESE EXPENSE ....eeuieiiitieteeeieititeete ettt eee et e e en —neeeeseeaean 1,288,004 1,068,915 2,356,919 {45,595)81 2,311,324
INEt INErESE ICOME. ... et e e eeaeseeeeeneennaane 1,404,559 2,784,351 4,188,910 (9,165) 4,179,745
Provision for 10an 10SSes ................oooieieeieeee e e 1,595,615 1,472,989 3,068,604 408,040(C 3,476,644
Net inferest income after provision for loan fosses ... ......cooooiviiviiin, {191,056) 1,311,362 1,120,306 (417,205) 703,101
Antitrust litigation setlement...............o.oooiieee e 863,634 — 863,634 (863,634)D) —_
OHhEr INCOME .......vveieecee et ev e ees s s resesesesesssses eseseassens 3,400,824 {1,311,362) 2,089,462 104,322¢8 2,193,784
Total OEr iNCOME. ... eeeeee e ee e etese e eaen s e srane 4,264,458 {1,311,362) 2,953,096 {759,312} 2,193,784
Total Other @XPENSe ...............voeceeeeeeeeeeeeeeeeee e eeeanee 2,415,797 — 2,415,797 — 2,415,797
Income {loss) before income tax expense.................cocoovruerreieecenreeeecienn, 1,657,605 — 1,657,605 (1,176,517) 481,088
Income tax expense (benefit) ...t e, 594,692 — 594,692 (444,530)¢ 150,162
Income {loss) from continuing operations...................cocovovoveeeceeeeeeeeeennnn. $1,062913 § —  $1,062913 $ (731,987} $ 330,926

{A)  Elimination of inferest income on cerfificated retained interests previously dlassified as investment securifies and balance transfer fee income previously included in gain/loss on inferest-only strip
receivable.

(B Elimination of inferest expense on cerlificated retained interests previously classified as investment securities and an inferest expense adjustment related to the discount on securthzed borrowings

{C}  Prowsion for loan loss on the period to period change in securitized loans.

(D} Exclusion of settlement proceeds related to the Visa and MasterCard anhtrust litigation

(E)  Elimination of gain/loss related to revaluation of interest-only strip receivable and cash collateral accounts.

{F)  Exclusion of interest charge related to our dispute with Morgan Stanley regarding the speciol dividend agreement.

{G) Estimated income tax benefit on the pretax loss related to Stat No. 167 adjustments and exclusion of taxes on the Visa/MasterCard anhtrust lingation setflement

Other Income and Reconciliation

For the Year Ended November 30, 2009

As Securitization Additional  As
Reported  Adjusiments Managed  Adjustments Adjusted
{dollars in thousands)
SeCUNZANON INCOME........ouiieiieiee ettt ee e eaee e e e e eeaesseeseeaenn $1,879,304  $(1,879,304) $ - $ — 3 —
Discount and inferchange PEVENUE. ....cereiunrereereeeeisieeseeeintnsessasasnseeseessssnnsesenss 222,835 761,253 984,088 — 984,088
FEE PrOTUCES ...t e e 295,066 108,180 403,246 — 403,246
LOAN B8 INCOME .. ...ttt e e s s s s e e seraeesseeereas 247,267 247,038 494,305 — 494,305
Transaction processing revenue .. 125,201 - 125,201 — 125,201
Merchantfees.......occcccvvviin. e 44,248 — 44,248 — 44,248
Loss on investment securifies... {3,82¢6) — (3,826) — (3,826)
Antitrust liﬁgoﬁon setlement ..........c........... 1,891,698 —_— 1,891,698 (1,891,698)4 _—
Ohr IMCOME ...ttt e s s e et e s s s s eassesmsaeesenene 138,802 {160,087) {21,285} 160,087®! 138,802
Total Other INCOME. ...........eeeeeece et $4,840,595 § (922,920) $3,917,675 $(1,731,611) $2,186,064




For the Year Ended November 30, 2008

As Securitization Additional  As
Reported  Adjustments Managed  Adjustments  Adjusted
{dollars in thousands)
SeCUMHZONON INCOME.......veveeieieceieee ettt e aae e ene meneenes $2,429,158  $(2,429,158) $ — $ — $ —
Discount and inferchange revenue 187,657 781,903 969,560 - 969,560
Fee products............. cocevereiieiernie. 249,805 111,612 361,417 — 361,417
OGN B8 INCOME. .. ..ottt eee e eee e eee e e e eeeeeseneeseeeneeene 262,576 343,605 606,181 {15,002) 591,179
Transaction Processing FEVENUE ..........c.ec.eeveceereuiririerreceesseessenennessees <seveesens 115,914 — 115,914 — 115,914
MErChONE FBES ...ttt eeeeeeene e aeene 67,027 — 67,027 —_ 67,027
Loss On INVESIMENt SECUMHES ... ..oc.viieiiiieeeieeeieeeeieeee it e e e eeeeeeeeesaneerenneeans (50,294) — (50,294) — {50,294}
Antitrust liﬁgaﬁon SElEmMENt ... e 863,634 — 863,634 {863,634}~ —
OHhEr INCOME ..o et see e eseeeseeeeeememeseneeens 138,981 (119,324} 19,657 119,324@ 138,981
Total Other INCOME........ et eeeaens $4,264,458  $(1,311,362) $2,953,096  $(759.312) $2,193,784

(A} Exclusion of setflement proceeds reloted 1o the Visa and MasterCard antitrust litigation.
{8)  Elimination of gain/loss related o revaluation of inferest-only strip receivable and cash coflateral accounts

Direct Banking Segment Summary and Reconciliation

For the Year Ended November 30, 2009

As Securifization Additional  As
Reported  Adjustments Managed  Adjustments  Adjusted
(dollars in thousands)
[BErESt INCOME. ......ev ceeiieieeie et ceaae e e eear e eae e raeeeseeaneenneas $3,143,982  $3,315992 $6,459,974 $ (25,920) $6,434,054
INFEFESE EXPENSE ......euvivectriinireeteteter et sees b esesaesa et aeseneeneasemeesesasasasens 1,251,062 397,136 1,648,198 {42,921} ® 1,605,277
Net INtErest INCOMIE .........cvuiieiiieieeeeeeetecee e eeeeteeeseeeeaesaaeseeeeeeeennes 1,892,920 2,918,856 4811,776 17,001 4,828,777
Provision For 0an 10SSes ....... «o.oeeeeeeeees oo 2,362,405 1,995,936 4,358,341 764,689 @ 5,123,030
OhEr INCOME ... ceeevee ettt eee e e e eeeeseeeeseeeeseaneseaaa 4,600,801 {922,920) 3,677,881 (1,731,611)01 1,946,270
OHhEr EXPENSE ..........ceeeeieeeieririeteietene st saeseneeses et enenssnse st et sas st esenresennesns 2,116,962 — 2,116,962 (28,9928 2,087,970
Income (loss) before income tax expense.............o.eviererierciceeiereenans $2,014354 § —  $2,014,354  ${2,450,307)1 § (435,953)
For the Year Ended November 30, 2008
As Securitization Additional  As
Reported  Adjustments Managed  Adjustments  Adjusted
{dollars in thousands)
Interest income.... .. $2,689,398 $3,853266 $6,542,664 $ (54,760)W $6,487,904
INBEIESE BXPENSE ... .ouecveeseeiiiieireienteiiesen e eetesa et eraasessesassaaansescascesesasnrasnnnn 1,287,921 1,068,915 2,356,836 {45,595)®8 2,311,241
Net Iterest NCOME ..oeiei ittt et ear et s e e e eeannen 1,401,477 2,784,351 4,185,828 (9,165} 4,176,663
Provision for loan losses 1,595,615 1,472,989 3,068,604 408,040 © 3,476,644
Other income ................. ... 4,085,258 (1,311,362) 2,773,896 (759,312)%0 2,014,584
Oher EXPENSe ............cucviueirrieiietetetesiesceeees s sesssse st eteaseeses et sesnansesensans 2,314,926 — 2,314,926 — 2,314,926
Income {loss) from continuing operation before income tax expense................. $1,576,194 § —  $1,576,194 $(1,176,517)"n § 399,677

{A)  Elimination of interest income on certificated retoined interests previously classified as invesiment securities and balance transfer fee income previously included in gain/loss on interest-only stip

receivable.

{B)  Elimination of interest expense on certificated retuined inferests previously classified as investment securities and an inferest expense adjustment related fo the discount on securitized borrowings.

{C)  Provision for foan loss on the period-fo-period change in securifized loans.

{D}  Exclusion of setffement proceeds related to Visa/MasterCard antifrust litigation and elimination of gain/loss related to revaluation of interest-only strip receivable and cash collateral accounts

{€)  Exclusion of inferest charge related to our dispute with Morgan Stanley regarding the speciat dividend agreement

{F)  Estimated income tax on the pretax loss related to Statement No. 167 adjustments and exclusion of taxes on the Visa/MasterCard anfitrust lingation seilement.
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Loan Receivables Data and Reconciliation

As of and for the Year Ended November 30,

Total Loan Receivables 2009 2008 2007 2006
(dollars in thousands)
Loan portfolio
GAAP ..o oo oo oot . $23,625084 $25216611 $20831,117  $19,733,864
Adjustments For SIAtEMEnt INO. 187 ... oottt e eeee e reee et eaveeee e e 27,229,062  25878,667 27,349,319 26,064,459
AS ADIUSIEA. ...t ettt $50,854,146 $51,095,278 $48,180,436 $45,798,323
Loan receivables
GAAP ..ottt e e a ettt e aaenne $23,625,084 $25,216,611 $20,831,117 $20,790,244
Adiustments For SItEMENt NO. 167 ...t s st e enes e ereeeaenenas 27,229,062 25,878,667 27,349,319 25,011,827
AS ADIUSIEA. ...ttt oo ee e $50,854,146 $51,095,278 $48,180,436 $45,802,071
Allowance for loan losses (beginning of period)
GAAP .. ettt ettt et et en et ee e e $ 1374585 § 759925 § 703917 $ 795722
Adjustments for Statement No. 167 ..o et 1,379,772 971,730 928,374 1,153,101
AS ADIUSIEU. ...t $ 2,754,357 $ 1,731,655 $ 1,632,291 § 1,948,823
Provision for loan losses
GAAP ...t n ettt e ete et e tesreennn eone $ 2,362,405 $ 1,595615 $ 733887 $ 606,765
Adjustments for Statement No. 167 ... .. 2,760,625 1,881,029 1,162,866 831,981
As Adjusted..........coooovoiiiii . $5123,030 $ 3,476,644 $ 1,896,753 $ 1,438,746
Charge-offs
GAAP .ottt ettt en ettt et en e e e e aeenanan $1{2,165,653) $(1,147,241) $ (839,092) $ (852,636)
Adjustments for Statement No. 167 ... {2,208,036)  (1,713,409)  (1,366,949)  (1,331,501)
AS ADIUSIEA. ..o e e en et ee e eeneeaenn $(4,373,689) $1(2,860,650) $(2,206,041) $(2,184,137)
Recoveries
GAAP ... ettt et ettt ettt aas et e ea et e e en $ 186,562 $ 166,286 $§ 161213 § 154,066
Adjustments fOr SHAtEMENt NG, 167 .. ...t esee e ere e eeeeenseseeenes 212,100 240,422 247,439 274,793
As Adjusted $ 398662 $ 406,708 $ 408652 § 428,859
Net charge-offs
GAAP et e ettt et eeeareaee e ereeareteeeereaeenn $(1,979,091) $ (980,955) $ (677,879) $ (698,570}
Adiusfmenis For Statement NO. 167 ... .o (1,995,936) (1,472,987} {1,119,510) (1,056,708}
A ADIUSIEA. ... et $1{3,975,027) $1(2,453,942) $1(1,797,389) $(1,755,278)
Allowance for loan losses {end of period)
GAAP ... ettt e ettt b st eae st eeteanenenan $ 1,757,899 $ 1,374,585 §$ 759925 § 703917
Adiush'nen?s FOr SIAEMENEING. 167 ...t ee e eeseeeees e eeeeaeeees eeeeeen . 2,144,461 1,379,772 971,730 928,374
AS AIUSIEA. ... ettt ee et ee et et ree e $ 3,902,360 $ 2,754,357 $ 1,731,655 $ 1,632,291
Reserve Rate {end of period) %
GAAP ..ttt ettt ettt eb et s e te e anaen e eeeerearenen 7.44% 5.45% 3.65% 3.39%
Adjustments for Statement NO. 167 ..................oueeeeeeeeereeeeeeeeenseseeessceseeseseessesressesessenes 0.23 {0.06) {0.06) 0.09
ASADIUSIBA ...t a et e aan——— 7.67% 5.39% 3.59% 3.48%
Net charge-offs % ’
GAAP ...ttt et (‘ .............................................. 7.45% 4.59% 3.40% 3.63%
Adjustments for Statement No. 167 ............cooimim e et 0.32 0.42 0.43 0.32
ASADIUSIEA .ottt seeee s raseeen 7.77% 501% 3.83% 3.95%
Delinquencies {Over 30 Days)
GAAP ..ttt ettt s ettt e an et s st enner et arsarenn $ 1,161,497 $ 109,627 $ 679306 $ 633,150
. Adjustments for Statement No. 167 1,539,462 1,233,581 1,044,014 918,887
ASAIUSIEA. ...ttt et st ran e nnnesanas $ 2700959 $ 2,330,208 $ 1,723,320 $ 1,552,037




As of and for the Year Ended November 30,

Total Loan Receivables 2009 2008 2007 2006
(dollars in thousands}
Delinquencies (Over 90 Days and accruing interest)
GAAP Lt ettt e e ettt ae e ae e e e te e naeeeeeeansbaaanteaenrseaanraeaneanns $ 522190 § 444324 $ 271,227 § 244,675
Adjustments for Statement NO. 167 .......c....uoureririeenrieceseeres e veses e e iseeesssssssnsnaes 694,864 508,241 424,075 360,118
ASADIUSIEA. ..ot en s s s st enracs $ 1,217,054 § 952565 § 695302 $ 604,793
$ 190086 $§ 173,123 $ 102286 $ 110,625
248,192 193,385 154,408 151,152
$ 438,278 § 366,508 $ 256,694 $ 261,777
4.92% 4.35% 3.26% 3.05%
0.39 0.21 0.32 0.34
531% 4.56% 3.58% 3.39%
2.58% 2.06% 1.51% 1.43%
0.20 0.1 0.16 0.16
2.78% L 217% 1.67% 1.59%
2.21% 1.76% 1.30% 1.18%
0.18 0.10 0.14 o.n
2.39% 1.86% 1.44% 1.29%
Delinquency rate {Loans not accruing interest)
GAAP ... ottt ettt ettt et e e s te et e e taarae et eesbeebeanrae s eeasaesaaasaeans 0.80% 0.69% 0.49% 0.53%
Adjustments for Statement NO. 167 ...t sesee e sens s ecssesesneanes 0.06 0.03 0.04 0.04
AS AQIUSIEA ...ttt sttt s et e st eee st n e 0.86% 0.72% 0.53% 0.57%
Discover Card
Charge-offs
$(2,034,458) $(1,119,362) § (834,792} $ (848,645)
(2,208,036)  (1,713,409) (1,366,949) {1,331,501)
$(4,242,494) $(2,832,771) $(2,201,741} $(2,180,146)
$ 184383 $ 165422 $ 160,167 $ 153,006
212,100 240,422 247 439 274,793
$ 396,483 $ 405844 § 407,606 § 427,799
$19,826,153 $23,348,134 $20,345,787 $19,582,675
27,229,062 25,878,667 27,349,319 26,064,459
AS AQIUSIEA. ...ttt e r sttt ae e e ananen $47,055,215 $49,226,801 $47,695,106 $45,647,134
Allowance for loan losses (end of period)
GAAP ...ttt et et e s e enta et e e aa e tenas e e ee e beenbaatbteneaanrasananne $ 1,587,107 $ 1,285215 § 742507 § 698,945
Adjustments for Statement NO. 167 ..............oooveivieeceiceeiiereieesessessseersssees e ereseassanananen 2,144,461 1,379,771 971,730 928,375
AS AQIUSIEA. ..ottt ettt b e bttt sens $ 3,731,568 $ 2,664,986 $ 1,714,237 $ 1,627,320
Total Credit Card Loans
Loan receivables
GAAP ...ttt e e baeete et te et e eenre e ae s eeestaebanseaeteee s aeaesanaean $20,230,302 $23,814,307 $20,579,923 $20,694,395
Adjustments for Statement No. 167 27,229,062  25878,667 27,349,319 25,011,827
As Adiusied ................................................................................................................. $47,459,364 $49,692,974 $47,929,242 $45,706,222
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As of and for the Year Ended November 30,

Total Credit Card Loans 2009 2008 2007 2006
(dollars in thousands)
$(2,096,573) $(1,139,176}) $ (837,210} $ (848,645)
(2,208,036) (1,713,409}  {1,366,949}  (1,331,501)
$(4,304,609)  $(2,852,585) $(2,204,159) $(2,180,146}
$ 185616 $ 165694 § 160202 $ 153,006
212,100 240,422 247 439 274,793
$§ 397716 $ 406,116 $ 407,641 $ 427,799
$(1,910,957) $ (973,482) § (677,008} $ (695,639)
(1,995936) (1,472,987) (1,119,510} (1,056,708}
$(3,906,893)  $(2,446,469) $11,796,518)  $(1,752,347)
$1,647086 $1,317811 § 750786 § 701,162
2,144,461 1,379,772 971,730 928,374
$3,791,547 $2,697,583 $1722516 $1,629,536
7.87% 4.73% 3.41% 3.64%
Adjustments for Statement No 167 ... . 0.13 0.34 0.43 0.32
As AdIUSIEA. .. 8.00% 5.07% 3.84% 3.96%
Delinquency Rate {over 30 days)
GAAP et b ettt st e ae et s st ea et 552% 4.55% 3.28% 3.05%
Adjustments for Statement No. 167 0.08 0.11 0.31 0.34
As AIUSIEA. ... oottt eein oot en s rmrasens 5.60% 4.66% 3.59% 3.39%
Delinquency Rate (over 90 days)
GAAP ...ttt ettt cenieanas 2.92% 2.16% 1.53% 1.44%
Adjustments for Stafement NO. 187 ...........oimiieieieirirer e cere e aes s esease s 0.02 0.06 0.15 0.15
A ADIUSIEA. ...t et ne sttt 2.94% 2.22% 1.68% 1.59%




Average Balance Sheet Reconciliation

For the Year Ended November 30, 2009

For the Year Ended November 30, 2008

Average
Balances

Interest
Income/Expense  Yield Balances

Average

Interest
Income/Expense  Yield

Average restricted cash

{dollars in thousands)

{dollars in thousands)

s - 8 - —%s - $ - — %
2,438,438 18,195 075 2,770,260 95060 343
$2438438 $ 18195  075% $ 2770260 $ 95060  3.43%
$ 1581387 § 68694  434% $ 916307 § 51,345  5.60%
(1,096,270) (43464) 086 (721,633 (45993)  (2.85)
$ 485117 $ 25230  520% $ 194674 § 5352  275%
$24266782  $2835767  11.69% $20,566864  $2245719  1092%
24577543 3333536 094 27,662655 3844499 171
$48,844,325  $6,169,303  12.63% $48,229,519  $6,090,218  12.63%
$26,552,574  $3004284  11.31% $21,348,493  $2,325414  10.89%
24577543 3333536 109 27,662,655 3844499 170
$51,030,117  $6337820  12.40% $49,011,148  $6,169913  12.59%
$2338438 $ 18195  078% $ 2770260 $ 95060  3.43%
(2,338,438) (18,195)  (0.78)  (2,770,260) (95060)  (3.43)
s - 8 = —%s - 5 - —%
$39.989758  $3,145080  7.86% $33,409,965  $2692563  8.06%
23,581,273 3290072 226 26941022 3798506 270
$63,571,031  $6,435152  10.12% $60,350,987  $6,491,069  10.76%

$11,808,493) $ (887,668)
(1,741,736} (1,145,671)
$(3,550,229) $(2,033,339)
$ 4,053,270 $ 2,960,496
913,561) (438,618)
$ 3,139,709 $ 2,521,878
$42,234,535 $36,804,388
20,925,976 25,356,733
$63,160,511 $62,161,121
s - s — —%$ - 8 -~ —%
22,720,700 354215 156 26897712 1023320  3.80
$22720700  $ 354215  1.56% $26,897712  $1,023320  3.80%
$ 2486187  $ 64200  258% $ 1956807 § 88568  4.53%
22,720,700 354215 (092) 26897712 1023320  (0.69)
$25206887  $ 418415  1.66% $28,854519  $1,111,888  3.84%
$31609777  $1251,284  3.96% $27,644581  $1,288005  4.66%
22,720,700 354215 (1.00) 26897712 1023320  {0.42)
$54330477  $1,605499  2.96% $54,542,293  $2311,325  4.24%




For the Year Ended
November 30, 2009

For the Year Ended
November 30, 2008

Average Balances

{dollars in thousands, except where noted)

Average other liabilifies and stockholders’ equity (non-inferest earning)

$10,624,758 $ 9,159,807
(1,794,724) (2,609,385)
$ 8,830,034 $ 6,550,422
$42,234,535 $36,804,388
20,925,976 25,356,733
$63,160,511 $62,161,121
Ratios and Other Amounts
Net inferest margin
GAAP ..ot 7.13% 6.58%
Adjustments for SIteMENt NO. 167 ...........cuouovoeceieeee et eaeseese s ee st eenesassaesensstssssbseraness e sassessnenns 2.32 1.95
ASAGIUSIEA ...ttt r e et e e s s e na e seera et ee et naseneeen 9.45% 8.53%
Net yield on interest-earning assets
GAAP ...ttt e ettt et e et eeae e et e eateeaas s e abtast e et e A eaesa e b eesatenae s beaseaeaae st ennaranee A.74% 4.20%
Adjustments for Statement NO. 167 ..........couiioiiiieeeeiereieece et e bas et 2.86 2.73
ASAIUSIEA ... sttt 7.60% 6.93%
Interest rate spread .
GAARP ...t et et eet e e e te e aeeetteesteateestaateattenten st erteeaeasseeanteenteeetbeanaeens 3.90% 3.40%
Adjustments for SIATEmEnt NO. 167 ...........o.oooveeiieeeeeeeeeeeeeaee e ss et sease s bs st eassssasasssrasasassesssenennns ___322 3.13
AS ADIUSIE ..ot eae et ses st eeen eaeresteneesetasnns stereeseteneeianens ___7.]_6_% 6.53%
Amartization of balance transfer fees in inferest income on credit card loans
{doflars in millions)
GAAP . ettt te e e et eas e renr et et e e raent et et ent et e eneen e aeensenns $ 128 $ 70
Adjustments for SIatement NG, 167 ... et ve e s eme e ssene e sin e ____5_9 ___42
AS AIUSIEA ...ttt b sa et n e s s b b e s e sn bt eterens S;__HZ $ 115
for the Year Ended  For the Year Ended
November 30, 2007 November 30, 2006
Total average loan receivables i
GAAP ...ttt et e et eaeaat et e et et e eaeerean e e st eas et estennsereen e et e et beseensrneanranes $19,947,784 $19,252,929
26,965,690 25,156,303
$46,913,474 $44,409,232
10.73% 10.48%
1.91 2.03
12.64% 12.51%
GAAP ..ot s e et et sas s rasees $19,845,880 $19,120,946
Adjustments for SIatement NG, 167 ..o tee e et ene s seasasee s eenssanesees 26,965,690 25,156,303
AS AGIUSIE ..ottt et ea e e ta et e et s s e en e st s aeneaeserarnn $46,811,570 $44,277,249
10.75% 10.50%
1.91 2.03
12.66% 12.53%




r

2010 Highlights
* Net income in 2010 was $765 million as compared fo a reported net income of $1.3 billion in 2009 (which

included $1.2 billion of after tax income from the setflement of our antitrust litigation) and an as adjusted net loss of
$237 million in 2009.

o After peaking in the first quarter, net charge-offs declined throughout the remainder of 2010. Our over 30 day
delinquencies declined throughout 2010 after peaking in the fourth quarter of 2009. At November 30, 2010, the
twelve-month outlook for credit had improved in comparison fo the outlook at the end of 2009 resulting in a decline
in the loan loss reserve rate, which led to a $598 million reduction of our allowance for loan losses in 2010.

e Discover card sales volume increased 6% in 2010 as compared o 2009, due to higher average spend per customer
and broadened merchant acceptance. However, credit card loan receivables at November 30, 2010 were down
5%, to $45.2 billion, from November 30, 2009 as adjusted due fo a reduction in promotional rate balances and an
increase in the payment rafe.

e Our revenues were unfavorably impacted in 2010 by the implementation of CARD Act provisions, which included
limitations on our ability to reprice accounts, the elimination of overlimit fees and a reduction in the amount of
standard late fees.

* We made significant investments to strengthen the Discover brand in 2010, reflected in a 14% increase in marketing
and business development expenses as compared to 2009.

e Transaction dollar volume in our Payment Services segment was $152 billion in 2010, an increase of 8% as
compared to 2009, and the number of transactions processed on our PULSE network increased 15% during the
same period. Pretax income for the segment was $141 million in 2010, an increase of 33% from 2009, reflecting
increased volumes from new and existing clients, higher margins from transactions processed on our PULSE network
and lower operating expenses.

* Direct-fo-consumer deposits grew fo $20.6 billion at November 30, 2010, an increase of $8 billion as compared to
November 30, 2009. This increase included the acquisition of approximately $1 billion of deposits in the second
quarter 2010.

e Our total equity at November 30, 2010 was $2.0 billion lower than it was at November 30, 2009, although our
regulatory capital ratios continued to remain strong. The reduction in equity reflects a $1.3 billion reduction related
to our adoption of FASB Statements No. 166 and 167 and a $1.4 billion reduction related to our redemption of our
preferred stock and a warrant to purchase shares of our common stock that we previously issued to the U.S.
Treasury under the Capital Purchase Program. These reductions were partially offset by the addition of $765 million
of net income.

2009 and 2008 Highlights
* In 2008, we seftled our antitrust litigation with Visa and MasterCard for $2.75 billion. We received $862.5 million

from MasterCard ($535 million after tax) in the fourth quarter 2008 for its portion of the setflement. Throughout
2009, we received a total of $1.9 billion ($1.2 billion after tax) from Visa for its portion of the settlement. At the
time of our spin-off, we entered into an agreement with Morgan Stanley to determine how proceeds from the
litigation would be shared, among other things. In 2010, we paid Morgan Stanley a dividend of $775 million under
an amendment fo that agreement. For additional details, see Note 21: Litigation to our consolidated financial
statements.

* We acquired Diners Club International (“Diners Club”) for $168 million in June 2008. Diners Club has network
licensees, which are generally financial institutions, that issue Diners Club branded credit cards and/or provide card
acceptance services in over 185 countries and territories.

* We sold our United Kingdom credit card business (Goldfish) in March 2008. This business represented substantially
all of our Infernational Card segment, which is presented in discontinued operations in this report.
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Outlook

Credit performance improved throughout 2010 and we believe delinquencies and net charge-offs will continue to
improve in 2011 as compared to 2010 levels. We expect this improvement to result in further reductions of our loan loss
reserves.

In 2011, we expect the continued impact of the implementation of CARD Act provisions along with an anticipated
increase in the volume of promotional rate offers to unfavorably impact credit card yield, although we believe it will be
partially offset by continued improvement in interest charge-offs. The decline in credit card yield, together with the
addition of lower rate student loans from the acquisition of The Student Loan Corporation, discussed further below, will
lead fo a reduction in our net interest margin.

We believe that the significant investments we made in marketing and advertising in 2010 will continue to benefit
Discover card sales volumes in 2011. This along with an expected increase in the volume of promotional rate offers may
result in @ modest increase in the level of credit card loan receivables.

At November 30, 2010, we had $10.1 billion in our liquidity investment portfolio. Maturities of deposit and
securitization obligations leveled off in the second half of 2010 and we expect 2011 maturities will be relatively stable by
comparison. In 2011, the level of our liquidity investment portfolio will fluctuate primarily due to asset requirements,
maturity obligations and deposit cash flows. With respect to new funding, we expect to continue to grow
direct-to-consumer deposits in 2011 and take advantage of opportunities to issue asset-backed securities when we believe
market conditions are favorable.

We experienced strong growth in volumes in our payments business in 2010, which we expect to confinue in 2011,
Our investment in building brand awareness and global acceptance is expected to grow in 2011 compared to 2010
levels. We believe that our strategic network alliances with key card networks such as Korea’s BC Card, Japan’s JCB,
China UnionPay and Serbia’s DinaCard, along with the continued development of merchant acquirer relationships, will
be our foundation for driving global acceptance and volumes.

Recent Developments

On December 31, 2010, we acquired The Student Loan Corporation (“SLC") in a merger transaction for $600 million.
We received a purchase price closing adjustment in the form of a cash payment of approximately $234 million from
Citibank, N.A. {“Citibank”), the 80% owner of SLC before the merger, resulting in a net cash outlay of approximately
$366 million for the acquisition of SLC. In the transaction, we acquired SLC's ongoing private student loan business and
approximately $4.2 billion of private student loans and other assets, along with assuming approximately $3.4 billion of
SLC’s existing asset-backed securitization debt funding and other liabilities. We acquired the loans and other assets at an
8.5% discount, which will be applied to the balance sheet items through purchase accounting entries. SLC is now a
wholly-owned subsidiary of Discover Bank. The acquisition significantly increased the size of our private student loan
portfolio, which was $1.0 billion at November 30, 2010. In addition, the acquisition has provided us with a developed
student loan business platform, additional school relationships, experienced personnel and SLC's website.

Legislative and Regulatory Developments

Financial Regulatory Reform

In July 2010, the President signed into law the Dodd-Frank Wall Street Reform and Consumer Protection Act {the
“Reform Act’), which contains a comprehensive set of provisions designed to govern the practices and oversight of
financial institutions and other participants in the financial markets. The Reform Act, as well as other legislative and
regulatory changes, could have a significant impact on us by, for example, requiring us to change our business practices,
requiring us to meet more stringent capital, liquidity and leverage ratio requirements, limiting our ability fo pursue
business opportunities, imposing additional costs on us, limiting fees we can charge for services, impacting the value of
our assets, or otherwise adversely affecting our businesses.

The Reform Act addresses risks to.the economy and the payments system, especially those posed by large systemically
significant financial firms, including bank holding companies with assets of at least $50 billion, which would include us. It

-58-



does so through a variety of measures, including increased capital and liquidity requirements, limits on leverage,
enhanced supervisory authority {including authority to limit activities and growth), regulatory oversight of non-banking
entities, broad new powers to seize and wind down failed systemically-important financial firms, including non-bank
financial companies (and the establishment of a mechanism to recover such costs through assessments on large financial
firms), enhanced regulation of derivatives, restrictions on and additional disclosure of executive compensation, additional
corporate governance requirements, and oversight of credit rating agencies. Effective July 2011, the Reform Act requires
a bank holding company that elects treatment as a financial holding company, such as us, to be both well-capitalized
and well-managed in addition to the existing requirement that a financial holding company’s subsidiary banks be well-
capitalized and well-managed.

Additionally, the Reform Act established the Bureau of Consumer Financial Protection {the “BCFP”) within the Federal
Reserve, which will regulate consumer financial products and services. On July 21, 2011, many consumer financial
protection functions currently assigned to the federal banking and other designated agencies will shift to the BCFP. The
BCFP will have broad rulemaking authority over providers of credit, savings and payment services and products. The
BCFP will be directed to prevent “unfair, deceptive or abusive practices” and ensure that all consumers have access to
markets for consumer financial products and services, and that such markets are fair, transparent and competitive. The
BCFP will have rulemaking and interpretive authority under existing and future consumer financial services laws and
broad supervisory, examination and enforcement authority over large providers of consumer financial products and
services, such as us. State officials will be authorized to enforce consumer protection rules issued by the BCFP. For more
information regarding the BCFP and how it may affect us, see “Risk Factors.”

In addition, the Reform Act requires, effective July 21, 2011, that interchange fees paid to or charged by payment card
issuers on debit card transactions be “reasonable and proportional” to the issuer’s cost in connection with such
fransactions. The Reform Act directs the Federal Reserve to enact rules to implement this requirement and to prohibit debit
card networks and issuers from requiring debit card transactions to be processed solely on a single payment network or
two or more affiliated networks. Further, the Reform Act prohibits credit/debit network rules that restrict merchants from
offering discounts to customers in order to encourage them to use a particular form of payment, or from setting minimum
transaction amounts of $10.00 or less for use of credit cards, as long as such merchant practices do not differentiate on
the basis of the issuer or network. The impact of these provisions on the debit card market and the PULSE network will
depend upon Federal Reserve implementing regulations, the actions of our competitors, and the behavior of other
marketplace participants. The Federal Reserve issued proposed regulations in December 2010, and we are currently
evaluating the proposal. The provisions applicable to the debit card market may adversely affect PULSE's business
practices, network transaction volume, revenue, and prospects for future growth. For more information regarding the
potential impact of these provisions on us, see “Risk Factors.”

In addition, the Reform Act contains several provisions that could increase the Federal Deposit Insurance Corporation
(“FDIC") deposit insurance premiums paid by Discover Bank. See “ - FDIC Initiatives Regarding Assessments” below for
more information. Various other assessments and fees are also authorized in the legislation and others could be
authorized in the future.

As described below under “ - Asset-Backed Securities Regulations,” the Reform Act also imposes a number of
significant changes relafing to the asset-backed securities and structured finance markets, which may impact our ability
and/or desire to utilize those markets to meet funding and liquidity needs.

Many provisions of the Reform Act require the adoption of rules to implement. In addition, the Reform Act mandates
mulfiple studies, which could result in additional legislative or regulatory action. The effect of the Reform Act and its
implementing regulations on our business and operafions could be significant. In addifion, we may be required to invest
significant management time and resources to address the various provisions of the Reform Act and the numerous
regulations that are required to be issued under it. The Reform Act, any related legislation and any implementing
regulations could have a material adverse effect on our business, results of operations and financial condition.



Legislation Addressing Credit Card Practices

In May 2009, the Credit Card Accountability Responsibility and Disclosure Act of 2009 (the “CARD Act”) was enacted.
The CARD Act made numerous changes to the Truth in Lending Act, affecfing the markefing, underwriting, pricing, billing
and other aspects of the consumer credit card business. Several provisions of the CARD Act became effective in August
2009, but most of the requirements became effective in February 2010 and others became effective in August 2010.

Certain provisions of the CARD Act have required us to make fundamental changes to our business practices and
systems. We have made modifications to products, pricing, markefing strategies and other business practices designed to
be in compliance with the law, to be attractive to consumers and to provide a good return for our stockholders. Certain
CARD Act requirements, however, have reduced and will continue to reduce our inferest income and loan fee income.
See “Risk Factors” for more information. The long-term impact of the CARD Act ultimately depends upon consumer
behavior and the actions of our competitors, in addition to further Federal Reserve and BCFP inferpretation of the
provisions.

The CARD Act also requires the Federal Reserve and the Government Accountability Office to conduct various studies,
including a review of interchange fees, reasons for credit limit reductions and rate increases, “small business” cards, and
credit card terms and disclosures. Based on the results of these studies, new requirements that negatively impact us may
be introduced as future legislation or regulation.

Asset-Backed Securities Regulations

While we have capacity to issue new asset-backed securities from our credit card securitization trusts, there has been
uncertainty in the securitization market as a result of revised accounting standards and related guidance from the FDIC as
well as proposed new Securities and Exchange Commission (“SEC”) rules governing the issuance of asset-backed
securities and additional requirements contained in the Reform Act.

FDIC Rule «

The ability of issuers of asset-backed securities to obtain necessary credit ratings for their issuances has been based, in
part, on the FDIC's safe-harbor rule entitled Treatment by the Federal Deposit Insurance Corporation as Conservator or
Receiver of Financial Assefs Transferred by an Insured Depository Institution in Connection with a Securitization or
Participation, which provides that the FDIC, as conservator or receiver, will not, using its power to disaffirm or repudiate
contracts, seek to reclaim or recover assets transferred in connection with a securitization, or recharacterize them as
assets of the insured depository institution, provided such transfer meets the conditions for sale accounting treatment
under GAAP. Pursuant to FASB guidance for iransfers of financial assets, effective for us on December 1, 2009, cerfain
transfers of assets to special purpose entities (including Discover Bank's transfer of assets to the Discover Card Master
Trust) no longer qualify for sale accounting freatment.

In March 2010, the FDIC published a transitional rule that preserved the safe-harbor treatment applicable under the
original FDIC safe harbor rule for beneficial interests in securifizations of revolving assets issued on or prior to
September 30, 2010 so long as those securitizations would have complied with the original safe harbor under GAAP in
effect prior to November 15, 2009. On September 27, 2010, the FDIC approved a final rule that preserves the safe-
harbor treatment applicable to revolving trusts and master trusts that issued any securities on or prior to September 27,
2010, which includes the trusts used in our credit card securitization program. Other legislative and regulatory
developments, namely the proposed SEC Regulation AB Il, the securitization and rating agency provisions of the Reform
Act and the federal banking agencies’ notice regarding their consideration of replacement of the ratings-based approach
for assessing capital charges against securifization exposures, may, however, impact our ability and/or desire to issue
asset-backed securities in the future. See below; for additional information.

P

SEC Regulation AB Il N

In April 2010, the SEC proposed revised rules for asset-backed securities offerings (“SEC Regulation AB II”) that, if
adopted, would substantially change the disclosure, reporting and offering process for public and private offerings of
asset-backed securities, including those offered under our credit card securitization program. The proposed rules, if
adopted in their current form, would, among other things, impose as a condition for the shelf registration of asset-backed
securities a requirement that the sponsor of the asset-backed securities offering hold a minimum of 5% of the nominal
amount of each of the tranches sold or transferred fo investors {or, in the case of revolving master trusts, an originator’s
interest of a minimum of 5% of the nominal amount of the securitization exposures) and not hedge those holdings. Issuers
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of publicly offered asset-backed securifies would be required to disclose more information regarding the underlying assets
and to file a computer program that demonstrates the effect of the transaction’s waterfall of distributions. in addition, the
proposals would alter the safe-harbor standards for the private placement of asset-backed securities to impose
informational requirements similar to those that would apply to registered public offerings of such securities.

Reform Act

The Reform Act also imposes a number of significant changes relating to the asset-backed securities and structured
finance markets, including a requirement that regulators jointly adopt regulations requiring the sponsor of a securitization
fo retain, subject fo certain exemptions and exceptions, at least 5% unhedged credit risk on securitized exposures. The
Reform Act also requires the SEC to impose asset-level registration statement disclosure requirements if the data is
necessary for invesors to independently perform due diligence.

Additionally, the Reform Act nullified Rule 436(g) of the Securities Act of 1933 (the “Securities Act’) effective
immediately, which had provided that credit ratings assigned by a rating agency would not be considered part of a
registration statement prepared or certified by an expert. This change requires registrants {including issuers of asset-
backed securities) to obtain written consent of a credit rating agency in order fo include the agency’s rating in a
registration statement and subjects the rating agencies to “expert liability” under Section 11 of the Securifies Act for
misstatements or omissions of materials facts in connection with such credit rating disclosure. In response fo this measure,
the maijor credit rating agencies issued statements indicating that they would be unwilling fo provide the required consent.
In order to provide a transition period, the SEC subsequently issued a “no-action” letter in July 2010 allowing issuers of
asset-backed securities to omit credit ratings from registration statements until January 24, 2011. In November 2010, the
SEC issued a second letter extending this no-action period indefinitely. Failure to ultimately resolve this issue could impact
our ability to offer registered asset-backed securities.

Section 939A of the Reform Act requires each federal agency to review and to remove references fo external credit
ratings from their regulations that require the use of an assessment of creditworthiness of a security, and to substitute in
their place other standards of creditworthiness that the agencies determine to be appropriate for such regulations. In
response to such requirement, in August 2010, the federal banking agencies issued an advance notice of proposed
rulemaking soliciting comment on alternatives to the use of credit ratings in their risk-based capital rules for banking
organizations, including alternatives to the ratings-based approach in such rules for securitization exposures. It is not
clear what alternatives will ultimately be adopted. Any such alternatives could, among other things, significantly affect the
amount of capital that banking organizations are required to keep against such exposures.

It is uncerfain at this fime what the rules implementing the provisions of the Reform Act related to asset-backed securities
will ultimately look like and what impact they will have on our ability and/or desire to issue asset-backed securities in the
future. For instance, with respect to risk retention, we currently hold the seller’s interest in our securitization trusts as well as
certain subordinated tranches issued by these trusts, which collectively represent approximately 57% of the principal
receivables balance in our trusts as of November 30, 2010. Although we believe it likely that any final regulations
implementing the Reform Act risk retention requirements, which must be adopted on an interagency basis, will recognize
these inferests as satisfying the risk retention requirement, we will not have certainty until the proposed rules have been
promulgated. The SEC recently published a timetable for the release of its rules implementing the provisions of the Reform
Act including those impacting the issuance of asset-backed securities, which are scheduled to be released by July 2011.
However, the SEC has provided no timetable for implementing the disclosure changes in proposed SEC Regulation AB I,
as the Reform Act does not mandate the timing for adoption of those changes.

Student Loan Legislation

The Health Care and Education Reconciliation Act of 2010 (“HCERA”) requires all federal student loans originated
after July 2010 to be made directly by the federal government, rather than by private institutions through the Federal
Family Education Loan Program. Because HCERA allows financial institutions to continue offering private student loans,
we do not currently expect it to have a significant impact on our private student loan program. The Reform Act referenced
above provides for a study of private education loans and lenders and creates a private education loan ombudsman
within the BCFP. The study could lead to additional legislation or regulation in the future. In addition, legislation has been
infroduced in Congress that would make it substantially easier for borrowers to discharge private student loans in
bankruptcy, as described further below, and could be reintroduced in the next Congress.
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Bankrupicy Legislation

A bill referred to the Senate Judiciary Committee in the previous Congress would disallow claims in Chapter 7
bankruptcy based on “high cost” consumer debt and exclude consumers with such debt from the bankruptcy “means fest.”
The means test requires debtors who can afford to repay a portion of their debts through Chapter 13 repayment plan do
so, rather than discharge all indebtedness under Chapter 7. The proposed legislation, if enacted, could increase the
percentage of bankruptcy filers who obtain full debt discharges to the detriment of all unsecured lenders, and could result
in increased charge-offs of our loan receivables. It is unclear whether this legislation will be considered by the next
Congress.

Congress has also considered legislation to allow bankruptcy courts to restructure first mortgage loans (e.g., by
reducing the loan amount to the value of the collateral, a process referred to as “cramdown”). Such a change would likely
increase the number of individuals who file for bankruptcy, which would adversely impact all creditors including us.
While the House of Representatives approved a cramdown bill, the Senate did not. This or similar legislation could be
reintroduced in the next Congress.

In addition, a Congressional subcommittee in the previous Congress approved a bill that would remove current
limitations on the dischargeability of private student loan debts in bankruptcy. If enacted, the bill would make it
substantially easier for borrowers of private student loans fo obtain a discharge of their student loan debts. This bill could
be reintroduced in the next Congress. If such legislation were to be enacted into law, it could substantially increase the
credit losses of our private student loan business.

Compensation Developments

In June 2010, the Federal Reserve, together with the FDIC and the other banking agencies, issued final guidance
designed to ensure that incentive compensation practices of financial organizations take into account risk and are
consistent with safety and soundness. The Federal Reserve recently conducted a special horizontal review of compensation
practices at more than twenty large complex banking organizations, including us, with the expectation that incentive
compensation practices appropriately balance risk and financial results and avoid creafing incentives for employees fo
take imprudent risks. The Reform Act described above under “ - Financial Regulatory Reform” imposes additional
disclosures and restrictions on compensation.

FDIC Initiatives Regarding Assessments
The Reform Act contains several provisions that could increase the FDIC deposit insurance premiums paid by Discover
Bank. One provision includes a change in the assessment base for federal deposit insurance from the amount of total
deposits fo consolidated assets less tangible equity. Another provision includes an increase in the minimum reserve ratio
of the Deposit Insurance Fund from 1.15% to 1.35% of insured deposits (with the FDIC having until September 30, 2020
to meet the new minimum through assessments on insured depository insfitutions with assets of $10 billion or more) while
also removing the cap on the size of the fund. As required by the Reform Act, in October 2010, the FDIC announced its
plan to increase the required reserve ratio of the Deposit Insurance Fund to 1.35% by September 30, 2020 utilizing new
rate schedules. This was followed by two proposals issued by the FDIC in November 2010. In its first proposal, the FDIC
proposed fo implement the provision of the Reform Act that changes the assessment base for deposit insurance premiums
from one based on insured deposits to one based on average consolidated assets less tangible equity and change the
assessment rate schedules so that approximately the same amount of revenue would be collected under the new
assessment base as under the rate schedules proposed by the FDIC in October 2010. The second FDIC proposal would
revise the risk-based assessment system for all large insured depository institutions (generally, those with at least $10
billion in total assets). Any future increases in assessments would decrease our earnings and could adversely affect our
resulis of operations.

7

International Initiatives Related to Capital and Liquidity.

The Basel Committee on Banking Supervision released two consultative documents proposing significant changes to
bank capital, leverage and liquidity requirements in December 2009, commonly referred to as “Basel Ill.” The Basel
Committee considered public comments received on the December proposal, the results of a qualitative impact study and
the economic impact over the transition period. In July 2010, the Committee issued statements that reflected, among other
things, decisions reached on certain elements of the comprehensive proposals, including the overall design of the capital
and liquidity reform package.



In September 2010, the Group of Governors and Heads of Supervision, the oversight body of the Basel Committee,
announced minimum capital ratios and transition periods and endorsed the statements the Committee released in July
2010. Following endorsement of the Basel lll reform package by the Group of Twenty Finance Ministers and Central Bank
Governors {“G-20") in November 2010, in December 2010 the Basel Committee released the Basel lll rules text.

Basel Il provides that: {i) the minimum requirement for the Tier 1 common equity ratio will be increased from the
current 2% level to 4.5%, to be phased in by January 1, 2015, and {ii) the minimum requirement for the Tier 1 capital
ratio will be increased from 4% to 6%, to be phased in by January 1, 2015. The Tier 1 common equity ratio will be
calculated after applying certain regulatory deductions, including for deferred tax assets above prescribed limitations that
arise from timing differences.

In addition, Basel Ill includes a “capital conservation buffer” that requires banking organizations to maintain an
additional 2.5% of Tier 1 common equity to total risk weighted assets on top of the minimum requirement, which will be
phased in between January 1, 2016 and January 1, 2019. The capital conservation buffer is designed to absorb losses
in periods of financial and economic distress and, while banks are allowed to draw on the buffer during periods of stress,
if a bank's regulatory capital ratios approach the minimum requirement, the bank will be subject to constraints on
earnings distributions. In addition, Basel lil includes a countercyclical buffer within a range of 0% — 2.5%, which would be
implemented according to a particular nation’s circumstances.

These capital requirements are supplemented under Basel lll by a non-risk-based leverage ratio. A minimum Tier 1
leverage ratio of 3% will be tested during the parallel run period starting January 1, 2013. Based on the results of the
parallel run period, any final adjustments would be carried out in the first half of 2017.

Basel lll states that systemically important banks should have higher “loss absorbing capacity” than required by the
Basel lii standards. The Committee will complete a study of the magnitude of additional loss absorbency that global
systemically important banks should have by mid-2011. Basel il also reaffirms the Basel Committee’s intention to
introduce higher capital requirements on securitization and trading activities at the end of 2011.

The Basel lli liquidity proposals have three main elements: (i) a “liquidity coverage ratio” designed to ensure that a
bank maintains an adequate level of unencumbered high-quality assets sufficient to meet the bank’s liquidity needs over a
30-day fime horizon under an acute liquidity siress scenario, (i) a “net stable funding ratio” designed to promote more
medium and long-term funding of the assets and activities of banks over a one-year time horizon, and {iii) a set of
monitoring tools that the Basel Committee indicates should be considered as the minimum types of information that banks
should report to supervisors. After an observation period beginning in 2011, the liquidity coverage ratio will become
effective on January 1, 2015. The revised net stable funding ratio will become effective January 1, 2018.

Implementation of Basel Il in the U.S. will require implementing regulations and guidelines by U.S. banking regulators,
which may differ in significant ways from the recommendations published by the Basel Committee. It is unclear how U.S.
banking regulators will define “well-capitalized” in their implementation of Basel Hil.

The Reform Act also includes provisions related to increased capital and liquidity requirements. Such provisions would
establish minimum leverage and risk-based capital requirements on a consolidated basis for all depository institution
holding companies and insured depository institutions that cannot be less than the sirictest requirements in effect for
depository institutions as of the date of enactment of the Reform Act (i.e., July 21, 2010).

We are not able to predict at this time the precise content of capital and liquidity guidelines or regulations that may be
adopted by regulatory agencies having authority over us and our subsidiaries or the impact that any changes in
regulation would have on us. However, we expect that the new standards will generally require us or our banking
subsidiaries to maintain more capital, with common equity as a more predominant component, or manage the
configuration of our assets and liabilities in order to comply with formulaic liquidity requirements, which could
significantly impact our return on equity, financial condition, operations, capital position and ability to pursue business
opportunities.



Legislation Addressing Credit Card Practices

In May 2009, the Credit Card Accountability Responsibility and Disclosure Act of 2009 (the “CARD Act”) was enacted.
The CARD Act made numerous changes to the Truth in Lending Act, affecting the markefing, underwrifing, pricing, billing
and other aspects of the consumer credit card business. Several provisions of the CARD Act became effective in August
2009, but most of the requirements became effective in February 2010 and others became effective in August 2010.

Certain provisions of the CARD Act have required us to make fundamental changes to our business practices and
systems. We have made modifications to products, pricing, marketing strategies and other business practices designed to
be in compliance with the law, to be atfractive to consumers and to provide a good return for our stockholders. Certain
CARD Act requirements, however, have reduced and will continue to reduce our interest income and loan fee income.
See “Risk Factors” for more information. The long-term impact of the CARD Act ultimately depends upon consumer
behavior and the actions of our competitors, in addifion fo further Federal Reserve and BCFP interpretation of the
provisions.

The CARD Act also requires the Federal Reserve and the Government Accountability Office to conduct various studies,
including a review of interchange fees, reasons for credit limit reductions and rate increases, “small business” cards, and
credit card terms and disclosures. Based on the results of these studies, new requirements that negatively impact us may
be introduced as future legislation or regulation.

Asset-Backed Securities Regulations

While we have capacity to issue new asset-backed securities from our credit card securitization frusts, there has been
uncertainty in the securitization market as a result of revised accounting standards and related guidance from the FDIC as
well as proposed new Securities and Exchange Commission (“SEC”) rules governing the issuance of asset-backed
securities and additional requirements contained in the Reform Act.

FDIC Rule

The ability of issuers of asset-backed securities to obtain necessary credit ratings for their issuances has been based, in
part, on the FDIC's safe-harbor rule enfitled Treatment by the Federal Deposit Insurance Corporation as Conservator or
Receiver of Financial Assets Transferred by an Insured Depository Institution in Connection with a Securitization or
Participation, which provides that the FDIC, as conservator or receiver, will not, using its power to disaffirm or repudiate
contracts, seek to reclaim or recover assets transferred in connection with a securitization, or recharacterize them as
assets of the insured depository institution, provided such fransfer meets the conditions for sale accounting treatment
under GAAP. Pursuant to FASB guidance for transfers of financial assets, effective for us on December 1, 2009, certain
transfers of assets to special purpose entities {including Discover Bank's transfer of assets fo the Discover Card Master
Trust) no longer qualiy for sale accounting treatment.

In March 2010, the FDIC published a transitional rule that preserved the safe-harbor treatment applicable under the
original FDIC safe harbor rule for beneficial interests in securitizations of revolving assefs issued on or prior to
September 30, 2010 so long as those securitizations would have complied with the original safe harbor under GAAP in
effect prior to November 15, 2009. On September 27, 2010, the FDIC approved a final rule that preserves the safe-
harbor treatment applicable to revolving trusts and master trusts that issued any securities on or prior to September 27,
2010, which includes the trusts used in our credit card securitization program. Other legislative and regulatory
developments, namely the proposed SEC Regulation AB I, the securifization and rating agency provisions of the Reform
Act and the federal banking agencies’ nofice regarding their consideration of replacement of the ratings-based approach
for assessing capital charges against securitization exposures, may, however, impact our ability and/or desire fo issue

asset-backed securities in the future. See below for additional information.
/
SEC Regulation AB Il . ‘
In April 2010, the SEC proposed revised rules for asset-backed securities offerings (“SEC Regulation AB 11"} that, if
adopted, would substantially change the disclosure, reporting and offering process for public and private offerings of
asset-backed securifies, including those offered under our credit card securifization program. The proposed rules, if
adopted in their current form, would, among other things, impose as o condition for the shelf registration of asset-backed
securities a requirement that the sponsor of the asset-backed securities offering hold a minimum of 5% of the nominal
amount of each of the tranches sold or transferred to investors (o, in the case of revolving master trusts, an originator’s

interest of a minimum of 5% of the nominal amount of the securitization exposures) and not hedge those holdings. Issvers
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of publicly offered asset-backed securities would be required to disclose more information regarding the underlying assets
and fo file a computer program that demonstrates the effect of the transaction’s waterfall of distributions. In addition, the
proposals would alter the safe-harbor standards for the private placement of asset-backed securities to impose
informational requirements similar to those that would apply to registered public offerings of such securities.

Reform Act

The Reform Act also imposes a number of significant changes relating to the asset-backed securities and structured
finance markets, including a requirement that regulators jointly adopt regulations requiring the sponsor of a securitization
to refain, subject to certain exemptions and exceptions, at least 5% unhedged credit risk on securitized exposures. The
Reform Act also requires the SEC to impose asset-level registration statement disclosure requirements if the data is
necessary for investors to independently perform due diligence.

Additionally, the Reform Act nullified Rule 436(g) of the Securities Act of 1933 (the “Securities Act”) effective
immediately, which had provided that credit ratings assigned by a rating agency would not be considered part of a
registration statement prepared or certified by an expert. This change requires registrants {including issuers of asset-
backed securities) fo obtain written consent of a credit rating agency in order to include the agency’s rating in a
registration statement and subjects the rafing agencies to “expert liability” under Section 11 of the Securities Act for
misstatements or omissions of materials facts in connection with such credit rating disclosure. In response fo this measure,
the major credit rating agencies issued statements indicating that they would be unwilling to provide the required consent.
In order fo provide a transition period, the SEC subsequently issued a “no-action” letter in July 2010 allowing issuers of
asset-backed securities fo omit credit ratings from registration statements until January 24, 2011. In November 2010, the
SEC issued a second letter extending this no-action period indefinitely. Failure to ultimately resolve this issue could impact
our ability fo offer registered asset-backed securities.

Section 939A of the Reform Act requires each federal agency to review and to remove references to external credit
ratings from their regulations that require the use of an assessment of creditworthiness of a security, and to substitute in
their place other standards of creditworthiness that the agencies determine to be appropriate for such regulations. In
response fo such requirement, in August 2010, the federal banking agencies issued an advance nofice of proposed
rulemaking soliciting comment on alternatives to the use of credit ratings in their risk-based capital rules for banking
organizations, including alternatives to the ratings-based approach in such rules for securitization exposures. It is not
clear what alternatives will ultimately be adopted. Any such alternatives could, among other things, significantly affect the
amount of capital that banking organizations are required fo keep against such exposures.

It is uncertain at this time what the rules implementing the provisions of the Reform Act related to asset-backed securities
will ultimately look like and what impact they will have on our ability and/or desire to issue asset-backed securities in the
future. For instance, with respect to risk retention, we currently hold the seller’s interest in our securitization frusts as well as
certain subordinated tranches issued by these trusts, which collectively represent approximately 57% of the principal
receivables balance in our frusts as of November 30, 2010. Although we believe it likely that any final regulations
implementing the Reform Act risk refention requirements, which must be adopted on an interagency basis, will recognize
these interests as safisfying the risk refention requirement, we will not have certainty until the proposed rules have been
promulgated. The SEC recently published a timetable for the release of its rules implementing the provisions of the Reform
Act including those impacting the issuance of asset-backed securities, which are scheduled to be released by July 2011.
However, the SEC has provided no fimetable for implementing the disclosure changes in proposed SEC Regulation AB I,
as the Reform Act does not mandate the timing for adoption of those changes.

Student Loan Legislation

The Health Care and Education Reconciliation Act of 2010 {“HCERA”) requires all federal student loans originated
after July 2010 to be made directly by the federal government, rather than by private institutions through the Federal
Family Education Loan Program. Because HCERA allows financial institufions to continue offering private student loans,
we do not currently expect it to have a significant impact on our private student loan program. The Reform Act referenced
above provides for a study of private education loans and lenders and creates a private education loan ombudsman
within the BCFP. The study could lead to additional legislation or regulation in the future. In addition, legislation has been
infroduced in Congress that would make it substantially easier for borrowers to discharge private student loans in
bankruptcy, as described further below, and could be reintroduced in the next Congress.



Bankruptcy Legislation

A bill referred to the Senate Judiciary Committee in the previous Congress would disallow claims in Chapter 7
bankruptcy based on “high cost” consumer debt and exclude consumers with such debt from the bankruptcy “means fest.”
The means test requires debtors who can afford to repay a portion of their debts through Chapter 13 repayment plan do
so, rather than discharge all indebtedness under Chapter 7. The proposed legislation, if enacted, could increase the
percentage of bankruptcy filers who obtain full debt discharges to the detriment of all unsecured lenders, and could result
in increased charge-offs of our loan receivables. It is unclear whether this legislafion will be considered by the next
Congress.

Congress has also considered legislation to allow bankruptcy courts to restructure first mortgage loans (e.g., by
reducing the loan amount to the value of the collateral, a process referred to as “cramdown”). Such a change would likely
increase the number of individuals who file for bankrupicy, which would adversely impact all creditors including us.
While the House of Representatives approved a cramdown bill, the Senate did not. This or similar legislation could be
reintroduced in the next Congress.

In addition, a Congressional subcommittee in the previous Congress approved a bill that would remove current
limitations on the dischargeability of private student loan debits in bankruptcy. If enacted, the bill would make it
substantially easier for borrowers of private student loans to obtain a discharge of their student loan debis. This bill could
be reintroduced in the next Congress. If such legislation were to be enacted into law, it could substantially increase the
credit losses of our private student loan business.

Compensation Developments

In June 2010, the Federal Reserve, together with the FDIC and the other banking agencies, issued final guidance
designed fo ensure that incentive compensation practices of financial organizations take into account risk and are
consistent with safety and soundness. The Federal Reserve recently conducted a special horizontal review of compensation
practices at more than twenty large complex banking organizations, including us, with the expectation that incentive
compensation practices appropriately balance risk and financial results and avoid creating incentives for employees fo
take imprudent risks. The Reform Act described above under “ — Financial Regulatory Reform” imposes additional
disclosures and restrictions on compensation.

FDIC Initiatives Regarding Assessments

The Reform Act contains several provisions that could increase the FDIC deposit insurance premiums paid by Discover
Bank. One provision includes a change in the assessment base for federal deposit insurance from the amount of total
deposits to consolidated assets less tangible equity. Another provision includes an increase in the minimum reserve ratio
of the Deposit Insurance Fund from 1.15% to 1.35% of insured deposits (with the FDIC having until September 30, 2020
fo meet the new minimum through assessments on insured depository institutions with assets of $10 billion or more) while
also removing the cap on the size of the fund. As required by the Reform Act, in October 2010, the FDIC announced its
plan to increase the required reserve ratio of the Deposit Insurance Fund to 1.35% by September 30, 2020 utilizing new
rate schedules. This was followed by two proposals issued by the FDIC in November 2010. In its first proposal, the FDIC
proposed fo implement the provision of the Reform Act that changes the assessment base for deposit insurance premiums
from one based on insured deposits to one based on average consolidated assets less tangible equity and change the
assessment rate schedules so that approximately the same amount of revenue would be collected under the new
assessment base as under the rate schedules proposed by the FDIC in October 2010. The second FDIC proposal would
revise the risk-based assessment system for all large insured depository institutions {generally, those with at least $10
billion in total assets). Any future increases in assessments would decrease our eamings and could adversely affect our

results of operations. ;
r

International Initiatives Related to Capital and Liquidity .

The Basel Committee on Banking Supervision released two consuliative documents proposing significant changes to
bank capital, leverage and liquidity requirements in December 2009, commonly referred to as “Basel lll.” The Basel
Committee considered public comments received on the December proposal, the results of a qualitative impact study and
the economic impact over the transition period. In July 2010, the Committee issued statements that reflected, among other
things, decisions reached on certain elements of the comprehensive proposals, including the overall design of the capital
and liquidity reform package.



Y

In September 2010, the Group of Governors and Heads of Supervision, the oversight body of the Basel Committee,
announced minimum capital ratios and transition periods and endorsed the statements the Committee released in July
2010. Following endorsement of the Basel lll reform package by the Group of Twenty Finance Ministers and Central Bank
Governors {“G-20") in November 2010, in December 2010 the Basel Committee released the Basel lll rules text.

Basel Ill provides that: (i) the minimum requirement for the Tier 1 common equity ratio will be increased from the
current 2% level to 4.5%, 1o be phased in by January 1, 2015, and (i} the minimum requirement for the Tier 1 capital
ratio will be increased from 4% to 6%, to be phased in by January 1, 2015. The Tier 1 common equity ratio will be
calculated after applying certain regulatory deductions, including for deferred tax assets above prescribed limitations that
arise from fiming differences. ‘

In addition, Basel Ill includes a “capital conservation buffer” that requires banking organizations to maintain an
additional 2.5% of Tier 1 common equity fo total risk weighted assets on top of the minimum requirement, which will be
phased in between January 1, 2016 and January 1, 2019. The capital conservation buffer is designed to absorb losses
in periods of financial and economic distress and, while banks are allowed to draw on the buffer during periods of stress,
if @ bank’s regulatory capital ratios approach the minimum requirement, the bank will be subject to constraints on
earnings distributions. In addition, Basel Ill includes a countercyclical buffer within a range of 0% ~ 2.5%, which would be
implemented according to a particular nation’s circumstances.

These capifal requirements are supplemented under Basel llf by a non-risk-based leverage ratio. A minimum Tier 1
leverage ratio of 3% will be tested during the parallel run period starting January 1, 2013. Based on the results of the
parallel run period, any final adjustments would be carried out in the first half of 2017.

Basel lil states that systemically important banks should have higher “loss absorbing capacity” than required by the
Basel lil standards. The Committee will complete a study of the magnitude of addifional loss absorbency that global
systemically important banks should have by mid-2011. Basel lll also reaffirms the Basel Committee’s infention to
introduce higher capital requirements on securitization and trading activities at the end of 2011.

The Basel il liquidity proposals have three main elements: (i) a “liquidity coverage ratio” designed to ensure that a
bank maintains an adequate level of unencumbered high-quality assets sufficient to meet the bank’s liquidity needs over a
30-day time horizon under an acute liquidity stress scenario, (i} a “net stable funding ratio” designed to promote more
medium and long-term funding of the assets and acfivities of banks over a one-year time horizon, and {iii) a set of
monitoring tools that the Basel Committee indicates should be considered as the minimum types of information that banks
should report to supervisors. After an observation period beginning in 2011, the liquidity coverage ratio will become
effective on January 1, 2015. The revised net stable funding rafio will become effective January 1, 2018.

Implementation of Basel lll in the U.S. will require implementing regulations and guidelines by U.S. banking regulators,
which may differ in significant ways from the recommendations published by the Basel Committee. It is unclear how U.S.
banking regulators will define “well-capitalized” in their implementation of Basel Ill.

The Reform Act also includes provisions related to increased capital and liquidity requirements. Such provisions would
establish minimum leverage and risk-based capital requirements on a consolidated basis for all depository institution
holding companies and insured depository institutions that cannot be less than the strictest requirements in effect for
depository institutions as of the date of enactment of the Reform Act {i.e., July 21, 2010).

We are not able fo predict at this time the precise content of capital and liquidity guidelines or regulations that may be
adopted by regulatory agencies having authority over us and our subsidiaries or the impact that any changes in
regulation would have on us. However, we expect that the new standards will generally require us or our banking
subsidiaries to maintain more capital, with common equity as a more predominant component, or manage the
configuration of our assets and liabilities in order to comply with formulaic liquidity requirements, which could
significantly impact our return on equity, financial condition, operations, capital posifion and ability fo pursue business
opportunities.
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Results of Operations

The discussion below provides a summary of our results of operafions for the years ended November 30, 2010
compared fo our results of operations for the years ended November 30, 2009 and 2008 as adjusted. The discussion
also provides information about our loan receivables as of November 30, 2010 as compared to November 30, 2009
and 2008 as adjusted. In cerfain tables, quantitative information about our loan receivables as of November 30, 2007
and 2006 are also shown on an as adjusted basis. For a reconciliation of GAAP to as adjusted financial data, see
“ — Reconciliations of GAAP to As Adjusted Data.” All information and comparisons are based solely on continuing
operations.

Segments

We manage our business activities in two segments: Direct Banking, and Payment Services. In compiling the segment
results that follow, our Direct Banking segment bears all overhead costs that are not specifically associated with a
parficular 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 our Payment Services segment.

Direct Banking. Our Direct Banking segment includes Discover card-branded credit cards issued fo individuals and
small businesses that are accepted on the Discover Network and other consumer products and services, including student
loans, personal loans, prepaid cards and other consumer lending and deposit products offered through our Discover
Bank subsidiary.

Payment Services. Our Payment Services segment includes the PULSE network, an automated teller machine, debit and
electronic funds transfer network; Diners Club, a global payments network; and our third-party issuing business, which
includes credit, debit and prepaid cards issued on the Discover Network by third parties.

The following table presents segment data (dollars in thousands):

N For the Years Ended November 30,
2010 2009 2008

Direct Banking"
interest income..............occooeevviiniiiiee, .

$6,146,199  $6,434,054 $6,487,904
1,582,745 1605277 2,311,241

4,563,454 4,828,777 4,176,663
3,206,705 5,123,030 3,476,644
1,827,414 1946270 2,014,584
2056,685 2,087,970 2,314,926

1,127,478 (435,953) 399,677

Payment Services'

IEIESE INCOME ...ttt e et e e e ee et e e e es e ee e < eaeeeeeeeeaeenean seeeareenneeaneas 19 1,098 3,165
243 222 83
(224) 876 3,082

267,585 239,794 179,200
125,980 134,126 100,871

141,381 106,544 81,411
Total income {loss) before income fax expense ............... ettt s $1,268,859 $ (329,409) $ 481,088

{1} The 2009 and 2008 Direct Banking segment information is presented on an as adjusted basis. No adjustments have been made to the Payment Services segment. See reconciliation in
“ - Recondiliations of GAAP to As Adjusted Data *
{2} Diners Club was acquired on june 30, 2008
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The following table presents information on transaction volume (in thousands):

For the Years Ended November 30,

2010 2009 2008
Network Transaction Volume
PULSE MEIWOITK © oottt it eteiies ctriieies civee eseeianeecens oo o« e e teeis ceeane + eeeeaenerenens seeeeeaea $118,178,821 $109,302,121 $106,012,108
N O 6,802,480 5,671,555 6,398,579
D08 GBI oo oeeeeeeeee s oo oo oo oo eeeeesere eeeseeeees oee oo eee oo e eeees s e eeeeee e 27,132,901 26172977 12,685,690
Total Payment Services .. .............. 152,114,202 141,146,653 125,096,377
Discover Network — Proprietary(? 95,759,835 90,688,997 95,688,443
Total VOUME ..o oo oot et eeeee et et et aaenne $247,874,037 $231,835,6450 $220,784,820

Transactions Processed on Networks

Discover Network 1,605,114 1,513,955 1,515,368

PULSE MEIWOTK .-t e eeeee oottt eeeaes eaersna e m st et naena eae 3,308,543 2,878,720 2,682,312
TOMAL e ettt et eeaneaes teaerasaena e eeesenaes st neeteneenn reenen o 4,913,657 4,392,675 4,197,680

Credit Card Volume

Discover Card VolUumell. ... ... ..ot oo e et et en et $ 98,698,861 $ 95,592,170 $105,734,055

Discover Card Sales Volumel ) __...........c.cccocociis o oo e e s e $ 92,470,523 $ 87,460,552 $ 92,239,779

(1) Diners Club was acquired on June 30, 2008 Diners Club volume 1s derved from data provided by licensees for Diners Club branded cards issued outside North America and 1s subject to
subsequent revision or amendment

{2} Represents gross propriefary sales volume on the Discover Network

{3} Represents Discover card activily related to net sales, balance transfers, cash advances and fee-based products

{4} Represents Discover card achvity related to net sales.

Direct Banking

For the Year Ended November 30, 2010 compared to the Year Ended November 30, 2009

Our Direct Banking segment had pretax income of $1.1 billion for the year ended November 30, 2010 as compared
to a reported prefax income of $2.0 billion {which included $1.9 billion in income from the setlement of our antitrust
litigation) and an as adjusted pretax loss of $436 million for the year ended 2009.

Discover card sales volume was up for the year ended November 30, 2010 as compared to 2009 reflecting higher
average spend per customer and a continued increase in merchant acceptance. Loan receivables totaled $48.8 billion at
November 30, 2010, which was down from $50.9 billion at November 30, 2009 as adjusted, reflecting a decline in
credit card loans and federal student loans, partially offset by an increase in personal loans and private student loans.
Although sales volumes increased, credit card loans declined as a result of a reduction in promotional rate balances and
an increase in the payment rate. In 2010, we sold $1.5 billion in federal student loans to the U.S. Department of
Education and classified the remaining $788 million of federal student loan balances as held for sale.

Net interest income declined during 2010 as compared to 2009 as adjusted, largely due to a decline in the average
level of credit card loan receivables as well as a lower net interest margin. The decline in net interest margin is reflective
of the impact of legislative changes on credit card yield and an increase in the average level of lower rate student loan
balances, partially offset by higher interest rates earned on standard balances and fewer promotional rate balances.

At November 30, 2010, our over 30 days delinquency rate was 3.89% as compared fo 5.31% at November 30, 2009
as adjusted, reflective of continued improvement in credit performance. For the year ended November 30, 2010, our net
charge-off rate declined to 7.57%, compared to 7.77% for the year ended November 30, 2009 as adjusted. A reduction
in the loan loss reserve rate and a decline in the level of net charge-offs led to a decline in the provision for loan losses for
the year ended November 30, 2010 as compared to 2009 as adjusted. For a more detailed discussion on provision for
loan losses, see “ - Loan Quality — Provision and Allowance for Loan Losses.”

Other income decreased in 2010 as compared to 2009 as adjusted primarily due to the discontinuance of overlimit
fees on consumer credit card loans beginning in February 2010 and a decline in late fees beginning in August 2010 in
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connection with implementing the provisions of the CARD Act. Other income in 2010 dlso included a $23 million charge
related to the decision we made in 2010 1o sell our remaining federal student loans. This decrease was partially offset by
an increase in discount and inferchange revenue and a $19.6 million gain related to the liquidation of collateral
supporting the asset-backed commercial paper notes of Golden Key U.S. LLC (“Golden Key”).

Other expenses decreased during 2010 as compared to 2009 as adjusted as the impact of the cost containment
initiafives begun in 2009, particularly those related fo employee compensation and benefits and information processing
and communications, largely offset the impact of higher marketing expenses. Additionally, the first quarter of 2010
benefited from a $29 million expense reversal related to the payment to Morgan Stanley under an amendment to the
special dividend agreement, while the second quarter of 2009 included a $20 million restructuring charge related to a
reduction in force.

For the Year Ended November 30, 2009 compared fo the Year Ended November 30, 2008
Owr Direct Banking segment had reported pretax income of $2.0 billion in the year ended November 30, 2009 as
compared to reported pretax income of $1.6 billion in the year ended November 30, 2008. The Direct Banking segment

had an as adjusted pretax loss of $436 million in 2009 as compared to an as adjusted pretax income of $400 million in
2008.

Rising unemployment and bankruptcy levels adversely impacted customer delinquencies and charge-offs in 2009,
resulting in a 5.31% over 30 days delinquency rate at November 30, 2009 as adjusted, up from 4.56% at
November 30, 2008 as adjusted. For the year ended November 30, 2009 as adjusted, the total net charge-off rate was
7.77%, up 276 basis points from the year ended November 30, 2008 as adjusted. The provision for loan losses
increased for the year ended November 30, 2009 as adjusted compared to 2008 as adjusted, as a result of higher
charge-offs and a higher reserve rate, reflective of the economic environment during 2009.

Discover card sales volume was down for the year ended November 30, 2009 as compared to 2008 reflecting lower
gas prices and a general decline in consumer spending. Loan receivables of $50.9 billion at November 30, 2009 as
adjusted were relatively unchanged from November 30, 2008 as adjusted as lower payments from our credit card
cu'sfomers and growth in both student and personal loans were largely offset by lower balance transfer activity and sales
volume.

Net interest income increased in 2009 as adjusted compared to 2008 as adjusted due to the impact of higher interest
rates earned on standard balances, a substantial reduction in promotional rate balances and lower interest rates on
borrowings, partially offset by higher interest charge-offs.

Other income decreased during 2009 as adjusted as compared to 2008 as adjusted, primarily due a decrease in loan
fee income partially offset by increases in discount and inferchange revenue, fee product revenue and lower losses on
investment securities.

Other expense decreased during 2009 as adjusted compared to 2008, reflecting the impact of lower marketing and
litigation expenses along with cost containment initiatives, such as a reduction of headcount. Additionally, other expenses
in 2008 were lower due to a $39 million benefit related to the curtailment of our pension plan.

Payment Services

For the Year Ended November 30, 2010 compared fo the Year Ended November 30, 2009

Our Payment Services segment reported pretex income of $141 million for the year ended November 30, 2010, up
$35 million as compared to the year ended Navember 30, 2009. Revenues were up $28 million as a result of increased
volumes from new and existing clients, as well as higher margins from transactions on the PULSE network. Expenses were
down $8 million primarily due to fransaction processing cost reduction initiatives as well as a lower level of infernational
markefing investments.

Transaction dollar volume for the year ended November 30, 2010 was $152 billion, an increase of 8% compared to
the year ended November 30, 2009. The increase in transaction dollar volume was driven by higher volumes from all

three contributors of our payments business, particularly PULSE volume. The number of transactions on the PULSE network
increased by 15% for the year ended November 30, 2010 as compared to 2009.
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For the Year Ended November 30, 2009 compared to the Year Ended November 30, 2008

Our Payment Services segment reported pretax income of $107 million for the year ended November 30, 2009, up
$25 million as compared fo the year ended November 30, 2008. Revenues were up $61 million mainly driven by
increased transaction volume on the PULSE network, along with lower incentive payments and higher fee revenue.
Expenses were also up $33 million including a higher level of international marketing investments, partially offset by the
impact of cost containment initiatives. Additionally, the increase in both revenues and expenses during 2009 is due to the
inclusion of Diners Club for the full year, as compared to half a year since its acquisition in June 2008.

Transaction dollar volume for the year ended November 30, 2009 was $141 billion, an increase of 13% compared to
the year ended November 30, 2008. The increase in transaction dollar volume was driven primarily by the inclusion of
Diners Club for the full year, as compared to a half a year in 2008, in addition to higher activity from new and existing
financial institutions on the PULSE network. These were partially offset by the loss of volume from one large financial
institution along with lower third-party issuer volume as a result of lower gasoline prices and lower overall spending.

Critical Accounting Estimates

In preparing our consolidated 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 fo changes in economic or market conditions, significant changes fo 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 financial statements are appropriate. However, if actual
experience differs from the assumptions and other considerations used in estimating amounts in our consolidated
financial statements, the resulting changes could have a material effect on our consolidated results of operations and, in
certain cases, could have a material effect on our consolidated financial condition. Management has identified the
estimates related to our allowance for loan losses, the accrual of credit card customer rewards cost, the evaluation of
goodwill and other nonamortizable intangible assets for potential impairment and the accrual of income taxes as critical
accounting estimates.

Allowance for Loan Losses

We base our allowance for loan loss on several analyses that help us estimate incurred losses as of the balance sheet
date. While our estimation process includes historical data and analysis, there is a significant amount of judgment
applied in-selecting inputs and analyzing the results produced to defermine the allowance. We use a migrafion analysis
to estimate the likelihood that a loan will progress through the various stages of delinquency. The migration analysis
considers uncollectible principal, interest and fees reflected in the loan receivables. In the first quarter 2010, management
refined its ability fo estimate loss emergence by using other analyses to estimate losses incurred from non-delinquent
accounts. The considerations in these analyses include past performance, risk management techniques applied to various
accounts, historical behavior of different account vintages, current economic conditions, recent trends in delinquencies,
bankruptcy filings, account collection management, policy changes, account seasoning, loan volume and amounts,
payment rates, and forecasting uncertainties. Given the same information, others may reach different reasonable
conclusions.

If management used different assumptions in estimating incurred net loan losses, the impact to the allowance for loan
losses could have a material effect on our consolidated financial condifion and results of operations. For example, a 10%
change in management's esfimate of incurred net loan losses could have resulted in a change of approximately $330
million in the allowance for loan losses at November 30, 2010, with a corresponding change in the provision for loan
losses. See “ — Loan Quality” and Note 2: Summary of Significant Accounting Policies to our consolidated financial
statements for further details about our allowance for loan losses.

Customer Rewards Cost

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

If management used a different estimate of forfeitures, our consolidated statement of financial condition and results of
operations could have differed. For example, a 100 basis point decrease in the estimated forfeiture rate as of
November 30, 2010, could have resulted in an increase in accrued expenses and other liabilities of approximately $10
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 our consolidated financial
statements for further details about credit card rewards cost.

Goodwill and Other Nonamortizable Intangible Assets

We recognize goodwill when the purchase price of an acquired business exceeds the total of the fair values of the
acquired net assets. In addition, we have recognized certain other nonamortizable intangible assets in our acquisition of
the Diners Club business. As required by GAAP, we test goodwill and other nonamortizable intangible assets 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. Similarly, in evaluating the other
nonamortizable intangible assets for potential impairment, management estimates their fair values using discounted cash
flow models. 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 economic conditions deteriorate or other events adversely impact the assumptions used by management in these
valuations, we may be exposed fo an impairment loss that, when recognized, could have a material impact on our
consolidated financial condition and results of operations. At November 30, 2010, there were no reporting units or
intangible assets that were at reasonable risk for failing the respective impairment evaluations.

Income Taxes

We are subject to the income tax laws of the jurisdictions where we have business operations, primarily the United
States, ifs states and municipalities. 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 seftled 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 financial condition and results of
operations can be significant. See Note 17: Income Taxes fo our consolidated financial statements for additional
information about income taxes.



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

2010 vs. 2009 2009 vs. 2008
For the Years Ended November 30,  increase {decrease) increase (decrease)

2009 2008
(As (As
2010 Adjusted’)  Adjusted’} $ % $ %
InfErest INCOME ......ooveiiieieeeeeeeee e ee s . $6,146,218  $6,435,152  $6,491,069 $ (288,934) (4%} $ (55.917) (1%)
Interest expense 1,582,988 1,605,499 2,311,324 (22,511} (1%} {705,825) (31%)
Net inferest iNCoOMe ...........ooevviirieitiee e eeeeeane . 4563230 4,829,653 4,179,745 (266,423) (6%} 649,908 16%
Provision for loan fosses ...............ovoveeiuveieeeceeeeeeeeeeeer e 3,206,705 5123030 3,476,644 (1,916,325} (37%) 1,646,386 47%
Net interest income after provision for loan losses 1,356,525 {293,377} 703,101 1,649,902 NM (996,478) (142%)}
Other INCOME ... ee s eeeeeeeees 2,094,999 2,186,064 2,193,784 (91,065)  (4%) (7,720) 0%
OFher @XPENSE..........veoveieeeieeeeseesesenateneeaen s weeeeseraennasiensnees . 2,182,665 2,222,096 2,415,797 (39,431)  (2%) (193,701) (8%)
Income {loss) before income tax expense............c.ccccoooves vrveeeen. 1,268,859 {329,409) 481,088 1,598,268 NM (810,497) (168%)
Income tax expense {benefit) ..................... oo 504,071 {92,125) 150,162 596,196 NM (242,287) (161%)
Income {loss} from continuing operations ............c..ccccocoevevinrnnnn, $ 764,788 $ {237,284) $ 330,926 $1,002072 NM § (568,210) (172%)

(1} See “ ~ Reconciliations of GAAP fo As Adjusted Data *

Net Interest Income

The tables that follow this section have been provided to supplement the discussion below and provide further analysis
of net interest income, net interest margin and the impact of rate and volume changes on net inferest income. Net inferest
income represents the difference between interest income earned on our interest-earning assets and the interest expense
incurred fo finance those assets. We analyze net interest income in total by calculating net interest margin (interest
income, net of inferest expense, as a percentage of average total loan receivables). We also separately consider the
impact of the level of loan receivables and the related inferest yield and the impact of the cost of funds related to each of
our funding sources, along with the income generated by our liquidity investment portfolio, on net interest income.

Our interest-earning assets consist of: (i) loan receivables, (i) cash and cash equivalents, which includes amounts on
deposit with the Federal Reserve, highly rated certificates of deposit, and triple-A rated government mutual funds,
(iii) restricted cash, (iv) short-term investments and (v) investment securities. Our interest-bearing liabilities consist
primarily of deposits, both direct-to-consumer and brokered, and long-term borrowings, including amounts owed to
securitization investors. Net inferest income is influenced by the following:

* The level and composition of loan receivables, including the proportion of credit card loans to other consumer loans,
as well as the proportion of loan receivables bearing interest at promotional rates as compared to standard rafes;

¢ The credit performance of our loans, particularly with regard to charge-offs of finance charges, which reduce
inferest income;

* The terms of long-ferm borrowings and certificates of deposit upon initial offering, including maturity and interest
rate;

¢ The level and composition of other inferest-bearing assets and liabilities, including our liquidity investment portfolio;

e Changes in the interest rate environment, including the levels of interest rates and the relationships among interest
rate indices, such as the prime rate, the Federal Funds rate and LIBOR; and

* The effectiveness of inferest rate swaps in our interest rate risk management program.

For the Year Ended November 30, 2010 compared to the Year Ended November 30, 2009

Net interest income was $4.6 billion for the year ended November 30, 2010, a decline of 6% as compared fo the year
ended November 30, 2009 as adjusted. The decline in net interest income was primarily due to a lower average level of
credit card loan receivables as well as a decline in net interest margin. :

-69-



Net interest margin was 9.14% for the year ended November 30, 2010, down 31 basis points as compared fo the
year ended November 30, 2009 as adjusted. This reflects a greater proportion of lower-rate student loans in our loan
portfolio for much of the year, lower rates earned on higher balances in our liquidity investment portfolio and higher
rates paid on long-term borrowings, parfially offset by lower deposit funding costs and an improvement in credit card
yield. Yield on credit card loan receivables improved as a result of fewer promotional rate balances and higher inferest
rates earned on standard balances, partially offset by the impact of legislative changes related fo restrictions on
increasing interest rates on existing balances beginning in February 2010. Although the yield on credit card loan
receivables was higher for the full year 2010 as compared to 2009 as adjusted, the credit card yield during the fourth
quarter 2010 was lower than the fourth quarter 2009 as adjusted. In 2011, we expect the credit card yield to decline as
a resué; of the continued impact of the implementation of CARD Act provisions and a planned increase in promotional
rate ofters.

The level of net interest income also declined during the year ended November 30, 2010, as compared to the year
ended November 30, 2009 as adjusted, because of a decline in the average level of credit card loan receivables, which
was driven by a reduction in promotional rate balances and an increase in the payment rate. This was partially offset by
an increase in the level of student loans and a higher average level of liquidity.

Interest expense declined slightly for the year ended November 30, 2010 as compared to the year ended
November 30, 2009 as adjusted largely as a result of lower inferest expense on securitized debt and deposits offset by
higher expense associated with subordinated debt issuances in late 2009 and April 2010. Interest expense on securitized
debt declined because of a significant level of maturities in the first half of 2010. Interest expense on deposits declined as
the decline in deposit interest rates more than offset the higher level of deposit borrowings, which replaced the maturing
asset-backed securities.

For the Year Ended November 30, 2009 compared to the Year Ended November 30, 2008

Net interest income was $4.8 billion for the year ended November 30, 2009 as adjusted, an increase of 16% as
compared fo the year ended November 30, 2008 as adjusted. The increase in net interest income was primarily due to
an increase in net interest margin along with an increase in the average level of loan receivables.

Net interest margin was 9.45% for the year ended November 30, 2009 as adjusted, up 92 basis points as compared
to the year ended November 30, 2008 as adjusted. The increase was due to lower funding costs partially offset by a
lower yield on our loan receivables and liquidity investment portfolio. In 2008, interest expense was negatively impacted
by the disruptions in the capital markets, which caused the differential between LIBOR (the rate to which our securitized
borrowings are benchmarked) and the Federal Funds rate (which impacts the prime rate, the rate to which our floating
rate credit card receivables are benchmarked). By 2009, the differential between LIBOR and the Federal Funds rate had
narrowed to more normalized ranges.

The yield on loan receivables was 12.40% for the year ended November 30, 2009 as adjusted, down 19 basis points
as compared to the year ended November 30, 2008 as adjusted due to a higher level of student and personal loans,
which earn lower inferest rates. The yield on credit card loans was 12.63% in both 2009 as adjusted and 2008 as
adjusted as an increase in rates on standard balances and a reduction in promotional rate balances were offset by an
increase in finance charge charge-offs.

The increase in net interest income in 2009 as adjusted as compared to 2008 as adjusted was also due to an increase
in the average level of loan receivables. This wgs primarily atiributable to a decline in the credit card payment rate and
an increase in both student and personal loan feceivable balances, partially offset by lower balance transfer activity and
lower sales volume. <

Interest expense declined significantly for the period ending November 30, 2009 as adjusted compared to the same
period in 2008 as adjusted primarily due to a decline in funding costs related to securitized borrowings as discussed
above. Throughout 2009 we grew our deposits business, which provided a significant source of funds while the
securitization market was disrupted. Due fo the decline in benchmark deposit rates throughout 2009, our cost of funds
related to deposits improved during 2009 as compared fo 2008.
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Average Balance Sheet Analysis

2010 2009 (As Adjusted) 2008 (As Adjusted)
Average Average Average
Balance Rate Interest Balance Rate Interest Balance Rate Interest

Assets
Inferest-earning assets:

Cash and cash equivalents......................
Restricted cash ........c.ccocorvinincnininn.

Total interest-earning assets..............
Allowance for loan losses ......................

Liabilities and Stockholders’ Equity
inferest-bearing liabilifies:
Interest-bearing deposits:

Time deposits!® ............ccovrrmerrernenns
Savings deposifs ...........cvevrerrrerienenns
Other interest-bearing deposits............

Total interest-bearing depositsiél...... ....

Borrowings:

Short-ferm borrowings ............ccccevue...
Securitized borrowings ........cococeoeee..
Other long-term borrowings® .............

Total borrowings............cceeerverreennnnn

Total interest-bearing liabilities ............
Liabilities of discontinued operations........
Other liabilifies and stockholders’ equity ..

Total liabilities and stockholders’ equity

Net interest income......... ....cccooenne...

Net interest margini”)..............cccoceinrnenen
Net yield on interest-eamning assets®! ..........
Inferest rafe spread®................cccooinie.

$ 9,628,759 0.25%% 24319 $ 8,854,380 0.56%$ 50,024 $ 8,374,905
2,124,343 0.16% 3,419 2438438 0.75% 18,195 2,770,260
235,549 1.03% 2,435 662,979 0.59% 3,883 —
1,688,453 1.55% 26,222 485117 520% 25,230 194,674
45,616,791 12.79% 5,836,002 48,844,325 12.63% 6,169,303 48,229,519
4,292,396 591% 253821  2,285792 7.37% 168,517 781,629
49,909,187 12.20% 6,089,823 51,130,117 12.40% 6,337,820 49,011,148
63,586,291 9.67% 6,146,218 63,571,031 10.12% 6,435,152 60,350,987
(3,870,545) (3,550,229) {2,033,339)
3,978,625 3,139,709 2,521,878
— — 1,321,595
$63,694,371 $63,160,511 $62,161,121
$27,274,405 3.84% 1,046,108 $24,748,485 4.52% 1,117,396 $21,208,003
7262870 1.43% 104,134 4,349,107 1.59% 69,288 4,439,434
21,178  1.24% 262 25,998 1.54% 400 40,337
34,558,453 3.33% 1,150,504 29,123,590 4.08% 1,187,084 25,687,774
410 0.24% 1 837,452 0.30% 2,538 37,660
17,247,078 1.58% 272,535 22720700 1.56% 354,215 26,897,712
2736017 585% 159,948 1,648,735 374% 61,662 1,919,147
19,983,505 2.16% 432,484 25,206,887 1.66% 418,415 28,854,519
54,541,958 2.90% 1,582,988 54,330,477 2.96% 1,605,499 54,542,293
— - 968,406
9,152,413 8,830,034 - 6,650,422
$63,694,371 $63,160,511 $62,161,121
$4,563,230 $4,829,653

9.14% 9.45%

7.18% 7.60%

6.77% 7.16%

2.64%$ 220,744
3.43% 95,060

2.75% 5,352

12.63% 6,090,218
10.20% 79,695

12.59% 6,169,913
10.76% 6,491,069

501% 1,062,741
3.07% 136,271
1.05% 424

4.67% 1,199,436

0.91% 343
3.80% 1,023,320
460% 88,225

3.85% 1,111,888
4.24% 2,311,324

$4,179,745

8.53%
6.93%
6.52%

{1} Information related to restricted cash, investment securifies, credit card loan receivables, allowance for loan losses, other assets, securifized borrowings, other long-term borrowings and other
liabilities and stockholders’ equity are presented on an as adjusted basis. No adjustments have been made for cash and cash equivalents, other shori-ferm investments, other foan receivables,
interest-bearing deposits, short-term borrowings and other long-term borrowings See * — Reconciliations of GAAP to As Adjusted Data

{2)  Average balances of loan receivables include non-accruing loans, which are included in the yield calculations. If the non-accruing loan balances were excluded, there would not be a material

impact on the amounts reported above

{3)  Interest income on credit card loans includes $173 million, $187 million as adjusted and $115 million as adjusted of amortization of balance transfer fees for the years ended November 30, 2010,

2009 and 2008, respectively
{4} Includes student loans held for sale.

{5}  Includes the impact of interest rate swap agreements used to change a portion of fixed-rate funding to floating-rate funding.

{6}  Includes the impact of FDIC insurance premiums and special assessments.
{7} Net inferest margin represents net inferest income as a percentage of average total loan recevables
{8} Net yield on inferest-eaming assefs represents net interest income as a percentage of tofal interest-eaming ossets
{9} Interest rate spread represents the difference between the rate on total inferest-earning assets and the rate on total interest-bearing liabilities.



Rate/Volume Variance Analysis!!

2010 vs. 2009 2009 vs. 2008
Volume Rate Total Volume Rate Total
{in thousands)
Increase/(decrease] in net interest income due to changes in:
Interest-earning assets:
Cash and cash equivalents..............ccooiirieiiiie e $ 4045 ${29,750) $ (25705) $ 11,964 ${182,684) $(170,720}
Restricted €ash........oooiuiiieieeeeeeeeeeee et {2,085) (12,691) (14,776) {10,203) {66,662) {76,865)
Other short-term investments ......... ....ocuooeoiioecceieieeees eeeereaveeseennes {3,379) 1,931 (1,448) 3,883 — 3,883
INVESIMENE SECUITHIES. ... .. vveiereeeeteee et eeecereeaeeeeeeeeveenneeeaeaesnssaseassnnnne 28,364 (27,372) 992 12,441 7,437 19,878
Loan receivables:
*  Credit card (412,055) 78,754  {333,301) 77,653 1,432 79,085
OREr et et es et ensares 124,042 (38,738} 85,304 116,236 (27,414) 88,822
Total loan receivables (288,013) 40,016 (247,997) 193,889 (25,982) 167,907
Total inferest INCOME...........ccoviviieieeeeieeeeecieaccaereees e s eese s {261,068) (27,866} (288,934) 211,974  (267,891) {55,917)
Interest-bearing liabilities:
Interest-bearing deposits:
THME EPOSIS -.....cvovreecririereiiierenaeteeeeasis i e s e ssea s etescsessen e s enenas 107,109  {178,397) (71,288) 166,390 (111,735) 54,655
SAVINGS dEPOSIS ... vveeeceieeieticaiaciie et sttt es e eneaenene 42,380 (7,534) 34,846 (2,719) (64,264) (66,983}
Other interest-bearing deposits ...............cvceureeereierceemneernceeerieeencns {67) (71) {138) (181) 157 {24)
Total interest-bearing deposits..............cocermrerrrireerenccecireceee e 149,422  {186,002) (36,580} 163,490  (175,842) {12,352)
Borrowings:
Short-term borrowings ............ceeeirieirieirieeieieeiecs s {2,123) (414) (2,537) 2,572 (377) 2,195
Securifized BOMOWINGS .......... ovoiiiiieiieieicie s cereeinaes e cereeiens (86,431) 4,751 (81,680) (139,376) {529,729) (669,105)
Other long-term borrowings.............ccoce cvovueveveirres eieieeneres oo ceeeeene 53,016 45,270 98,286 {11,433) {15,130) {26,563)
Total BOFFOWINGS .......vieeeerieincie e ee s s eeees (35,538) 49,607 14,069  (148,237) {545,236) {693,473)
Total inferest EXPeNnse ..........c.oouevevreeeuemeiienenes cormeeereseeerneenrins ceees 113,884  (134,395) (22,511) 15,253 (721,078} (705,825)
Net interest income $(374,952) $108,529 $(266,423) $196,721 $ 453,187 $ 649,908

{1)  The rate/volume variance for each category hos 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. Calculation of rate/volume variance is based on November 30, 2009 and 2008 amounts as adjusted

Loan Quality
Loan receivables consist of the following (dollars in thousands):
For the Years Ended November 30,
2009 2008 2007 2006
2010 {As Adjusted’)  (As Adjusted’) {As Adjusted’}  (As Adjusted’)
Loans held for sale........oovoomies o e e e $ 788,101 § — $ — $ - $ 3,748
Loan portfolio:
Credit card loans:
DisCOVEr Cardilh.........oooveeeeeeieeeeeeeeeee e eee e eesenasns 44,904,267 47 055,215 49,226,801 47,695,106 45,647,134
Discover Business Card..............ooooviveeeiveeceiceeeeeseeeeeeneennen 252,727 404,149 466,173 234,136 59,088
Total credit card loans ............... oo 45,156,994 47,459,364 49,692,974 47,929,242 45,706,222
Other consumer loans:
Personal Joans ......ooooeeeeeee s e 1,877,633 1,394,379 1,028,093 165,529 24,968
Federal student loans — 1,352,587 167,749 4,380 —
Private student Joans. ........ooveeeeoeeeee et 999,322 579,679 132,180 8,440 155
Ot eeeeenene ; 14,363 68,137 74,282 72,845 66,978
Total other consumer loans 2,891,318 3,394,782 1,402,304 251,194 92,101
Total loan poﬁfoﬁo .............................................................. h 48,048,312 50,854,146 51,095,278 48,180,436 45,798,323
Total loan receivables..............ocoovovieee e, 48,836,413 50,854,146 51,095,278 48,180,436 45,802,071
Allowance for loan losses ..... {(3,304,118) {3,902,360) (2,754,357} {1,731,655) {1,632,291)
Net loan receivables $45,532,295  $46,951,786 $48,340,921 $46,448,781 $44,169,780

{1)  Discover Card koan balances and the aliowance for loan losses are presented on an as adjusted basis. No adjustments have been made to loans held for sale, Discover business card, personal

loans, federal or private student loans or other loans. See reconciliation in * — Reconciliations of GAAP fo As
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Provision and Allowance 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 influence the provision for
loan losses include:

¢ The impact of general economic conditions on the consumer, including unemployment levels, bankruptcy trends and
interest rate movements;

* Changes in consumer spending and payment behaviors;
* Changes in our loan portfolio, including the overall mix of accounts, products and loan balances within the portfolio;
* The level and direction of historical and anficipated loan delinquencies and charge-offs;

* The credit quality of the loan porifolio, which reflects, among other factors, our credit granting practices and
effectiveness of collection efforts; and

* Regulatory changes or new regulatory guidance.

In calculating the allowance for loan losses, we estimate probable losses separately for segments of the loan portfolio
that have similar risk characteristics, such as credit card and other consumer loans. For our credit card loans, we use a
migration analysis to esfimate the likelihood that a loan will progress through the various stages of delinquency. We use
other analyses to estimate losses incurred from non-delinquent accounts which broadens the identification of loss
emergence. We use these analyses together to defermine our allowance for loan losses.

For the year ended November 30, 2010, the provision for loan losses decreased $1.9 billion as compared to the year
ended November 30, 2009 as adjusted. This decrease is attributable to lower net charge-offs, discussed in “ — Net
Charge-offs” below, and a reduction in the allowance for loan losses. The reduction in the allowance for loan losses was
due to improved delinquency statistics, which resulted in lower loan loss reserve rates, as well as a $2.3 billion decline in
the level of credit card loans. More specifically, our allowance at November 30, 2010 was $3.3 billion, a decline of
$598 million as compared to November 30, 2009 as adjusted. This full-year net reduction in the allowance includes a
$305 million increase to the allowance in the first quarter 2010 upon management's consideration of refined analytics
that expanded its ability fo identify loss emergence. By comparison, the allowance for loan losses at November 30, 2009
as adjusted was $3.9 billion, an increase of $1.1 billion as compared to the prior year.

For the year ended November 30, 2009 as adjusted, the provision for loan losses increased $1.6 billion, or 47%,
compared to the year ended November 30, 2008 as adjusted, primarily due to higher net charge-offs resulting from the
deterioration in the economic environment. Additionally, because of rising delinquencies, the loan loss reserve rate
increased 228 basis points in 2009 as adjusted and we added $1.1 billion fo our as adjusted allowance for loan losses.
In comparison, the reserve rate increased 180 basis points in 2008 as adjusted and we added $1.0 billion to our as
adjusted allowance for loan losses.

For other consumer loans, we consider historical and forecasted losses in estimating the related allowance for loan
losses. At November 30, 2010, the level of the allowance related to other consumer loans decreased by $16 million as
compared to November 30, 2009. This is largely attributable to a decline in our personal loan reserve rate due to credit
improvement in that portfolio. This was partially offset by a reserve increase related to a higher level of private student
loans. At November 30, 2009, the level of the allowance related to other consumer loans increased by $54 million as
compared to November 30, 2008 mainly due fo increased personal loan and private student loan balances.



The following table provides changes in our allowance for loan losses for the years presented (dollars in thousands):

For the Years Ended November 30,
2009 2008 2007 2006
2010 {As Adjusted’)  {As Adjusted!)  {As Adjusted!)  {As Adjusted’)
Balance at beginning of year, as adjusted.............ocov e $3,902,360  $ 2,754,357 $ 1,731,655 $1,632,291 $ 1,948,823
Additions:
Provision for loan l0sses ............ocoooiimieeece e one . 3,206,705 5,123,030 3,476,644 1,896,753 1,438,746
Deductions:
Charge-off related to loans sold ...........cco.ovieeeriinrcrees (25,342) — — — —
Charge-offs:
DISCOVEr Card.......ooviveiiieieei e (4,094,236) (4,242,494) (2,832,771) {2,201,741) (2,180,146)
Discover business card ..........c.ocooiiiveeeriiieeireeeeeeeeeneens {59,986) (62,115) {19,814} {2,418} —
Total credit card 1oans ..............ccooviveveeieeeeeie e {(4,154,222) (4,304,609) (2,852,585) {2,204,159) {2,180,146)
Personal loans.................cieeiiieceeeceeee e —evereasnas (92,351) (68,590} (7,974) {1,857} {3,962}
Federal student l0ans............c.ooooeeeeeieeeeeeeeeeee e (719) — — - —
Private Student loans. .......ccooovieeeee e e e (2,783) {468) (8) — —
OREE e ettt et renanan {1,018) (22) (83) {25) (29)
Total other consumer loanS..........o.eeeeereeeeeeeeeseeeeeeeeereeeenne (96,871} {69,080) (8,065) (1,882} (3,991)
Total charge-offs ............................................................. {4,251,093) (4,373,689) (2,860,650} (2,206,041) {(2,184,137)
Recoveries:
DASCOVEE COP. ..o et eeeeeneenaeeeanane 466,548 396,483 405,844 407 606 427,799
Discover business €ord ..........ooooeeeeoeeeeeeeeeeeeeeeee e 3,549 1,233 272 35 —
Total credit card l0ans .. ......ocoooveiveeeeeiiee e 470,097 397,716 406,116 407 641 427,799
Personal 10ans..... ..c.ooooieeii e 1,307 906 576 988 974
Private student Joans.......... ...ooeeeiooeeeeeeee e 38 2 — — —
OHRET oot eb sttt eaennen s 46 38 16 23 86
Total other consumer 1oans............covevvvieiceeeecereeeeeeerenene 1,391 946 592 1,011 © 1,060
Total reCOVEries. ...... oo e s 471,488 398,662 406,708 408,652 428,859
Net charge~offs ................................................................ {3,779,605) (3,975,027) (2,453,942) (1,797,389) (1,755,278}
Balance atend of year...........ccco.ovvioueieceiecieeee e $3,304,118  §$ 3,902,360 $ 2,754,357 $1,731,655 $ 1,632,291

{1} Information related to Discover card and fotal loans is presented on an adjusted basis. No adjustments have been made for Discover business card, personal loans, federal and private student

Yoans or other loans. See reconciliation in " ~ Reconciliotions of GAAP to As Adjusted Data ”

The following table presents a breakdown of the allowance for loan losses {dollars in thousands):

for the Years Ended November 30,
2009 2008 2007 2006
2010 (As Adjusted’}  {As Adjusted’] (As Adjusted’}  (As Adjusted)

DiISCOVET €O ... oottt eaesrn e $3,182,603 $3,731,568 $2,664,986 $1,714,237 $1,627,320
Discover business card......... ...c.ooiiiioieeeeeeeeeee et 26,285 59,979 32,597 8,279 2,214
Total credit card loans ................coeuivimiiecceeec e 3,208,888 3,791,547 2,697,583 1,722,516 1,629,536
Personal Ioans .......c.ooovviiet ot !.' ....... . 76,087 95,056 51,742 8,310 2,178

Federal student loans ..... e — 968 142 4 —

Private student loans ...... 18,569 13,734 4,292 256 —
OINT <ottt ae et et tsae et e ensennanne 574 1,055 598 569 577
Total other consumer loans..............ccocvevieunenae.. SRR 95,230 110,813 56,774 9,139 2,755
Total allowance for loan 10sses «..........oveeeeeereeeeeeeeeen. $3,304,118  $3,902,360 $2,754,357 $1,731,655 $1,632,291

{1} nformation related to Discover card, credit card and tofal loan receivables is presented on an adjusted basts. No adjustments have been made for Discover business card, federal and private
student foans, personal loans or other loans. See reconciliation in “ — Reconciliations of GAAP to As Adjusted Data.”
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Net Charge-offs

Our net charge-offs include the principal amount of losses charged-off less principal recoveries and exclude
charged-off interest and fees, recoveries of interest and fees and fraud losses. Charged-off and recovered inferest and
fees are recorded in interest and loan fee income, respectively, for loan receivables while fraud losses are recorded in
other expense. Credit card loan receivables are charged-off at the end of the month during which an account becomes
180 days contractually past due. Closed-end consumer loan receivables are charged-off at the end of the month during
which an account becomes 120 days contractually past due. Generdlly, customer bankrupicies and probate accounts are
charged-off at the end of the month 60 days following the receipt of nofification of the bankruptcy or death but not later
than the 180-day or 120-day contractual time frame.

The following table presents amounts and rates of net charge-offs of loan receivables {dollars in thousands):

For the Years Ended November 30,

2009 2008 2007 2006
2010 (As Adjusted') (As Adjusted!) {As Adjusted!} (As Adjusted!)
$ % $ % $ % $ % $ %
Creditcard loans...........oocoveveereeeeeeen. $3,684,125 8.08% $3,906,893 8.00% $2,446,469 507% $1,796,518 384% $1,752,347 3.96%
Other consumer loans.............ooevveeeeeenne . 95,480 2.22% 68,134 2.98% 7473 0.96% 871 0.85% 2,931 222%
Total net charge-offs..........ccooreriirnninnen $3,779,605 7.57% $3,975027 7.77% $2,453,942 501% $1,797,389 3.83% $1,755.278 3.95%

{1} Wnformotion reloted to credit card loan recevables and total loan receivables is presented on on as adjusted basis No adjustments have been made for other consumer loan receivables See
reconciliation in “ - Reconciliations of GAAP to As Adjusted Data.”

The amount of charge-offs on credit card loans decreased for the year ended November 30, 2010 compared fo the
year ended November 30, 2009 as adjusted. The level of contractual and bankruptcy charge-offs had peaked by the end
of the first quarter of 2010 and then declined throughout 2010 as a result of improvement in the economic environment
and recoveries. However, the net charge-off rate on our credit card loans increased slightly for the year ended
November 30, 2010 compared fo the year ended November 30, 2002 as adjusted due to a lower average level of credit
card loans. The seasoning of our personal loan portfolio has led to higher charge-off amounts in other consumer loans
during the year ended November 30, 2010 as compared to 2009, but the charge-off rate for other consumer loans
declined overall due to an increase in the average level of student loans, as newly originated student loans had not yet
entered into repayment and, thus, had minimal levels of net charge-offs.

The increase in our charge-off rate and amount on our loan receivables for the year ended November 30, 2009 as
adjusted compared fo November 30, 2008 as adjusted is reflective of the weakened economic environment, including
rising unemployment, an increase in bankruptcy-related charge-offs and a decrease in the availability of consumer credit
during the period. Additionally, personal loans, which are included in other consumer loans, grew significantly in 2008
and into 2009, had seasoned and had started to experience charge-offs.

Delinquencies

Delinquencies are an indicator of credit quality at a point in time. Loan balances are considered delinquent when
contractual payments on the loan become 30 days past due. Credit card and closed-end consumer loan receivables are
placed on nonaccrual status upon receipt of notification of the bankruptcy or death of a customer or suspected fraudulent
activity on an account. In some cases of suspected fraudulent activity, loan receivables may resume accruing interest upon
completion of the fraud investigation.



The following table presents the amounts and delinquency rates of loan receivables over 30 days delinquent, loan
receivables over 90 days delinquent and accruing interest and loan receivables that are not accruing inferest, regardless
of delinquency {dollars in thousands):

At November 30,
2009 2008 2007 2006
2010 (As Adjusted') (As Adjusted) {As Adjusted’) {As Adjusted?)
$ % $ % $ % $ % $ %
Loans over 30 days delinquent................... $1,901,924 3.89% $2,700,959 5.31% $2,330,208 4.56% $1,723,320 3.58% $1,552,037 3.39%
Loans over 90 days delinquent and accruing
TNIEFESE.......cvo e $ 853757 175% $1,217,054 2.39% $ 952,565 1.86% $ 695302 1.44% $ 604,793 1.32%

$ 325900 0.67% $ 438,278 0.86% $ 366,508 0.72% $ 256,694 0.53% $ 261,777 0.57%

Loans not accruing interest

{1)  See recondiliation in “ - Reconciliations of GAAP to As Adjusted Data *

The delinquency rates of loans over 30 days delinquent and loans over 90 days delinquent and accruing interest
decreased 142 basis points and 64 basis points, respectively at November 30, 2010 as compared fo November 30,
2009 as adjusted. The decline in delinquency rates is mainly due to better credit trends as well as enhanced collection
management and underwriting processes. Loan receivables not accruing interest at November 30, 2010 decreased 19
bosi[s points to 0.67%, as compared to November 30, 2009 as adjusted, as a result of a decrease in bankruptcy
nofitications.

The delinquency rates of loans over 30 days delinquent and loans over 90 days delinquent and accruing inferest
increased 75 basis points and 53 basis points, respectively at November 30, 2009 as adjusted, as compared to
November 30, 2008 as adjusted. The increase in both measures reflected the impact of the weaker economic
environment on our customers’ ability to pay their loan balances. Loan receivables not accruing interest at November 30,
2009 increased 14 basis points to 0.86% as adjusted, as compared to November 30, 2008 as adjusted, as a result of an
increase in bankruptcy notifications.

Maturities and Sensitivities of Loan Receivables to Changes in Interest Rates
Our loan portfolio had the following maturity distribution") at November 30, 2010 (dollars in thousands):

Due After
Due One One Year
Year or Through Due After
Less Five Years Five Years  Total
Credit Card I0aNS .. ...oooivieieec oot ee et et neaeas $15138,461 $24,151916 $5866,617 $45,156,994
Other consumer loans . . 9,540 1,369,071 1,512,707 2,891,318
Total loan Portfolio . ..........c.ovoeieeieeceeeeeee e eeere e ennen o $15,148,001 $25,520,987 $7,379,324 $48,048,312

{1)  Because of the uncertainty regarding loan repayment patierns, the above amounts have been calculated using contractually required mimimum payments. Historically, actual loan repayments have
been higher than such minimum payments and, therefore, the above amounts may not necessarily be indicative of our actual loan repayments

At November 30, 2010, approximately $21.4 billion of our loan portfolio due after one year had interest rates tied to
an index and approximately $11.5 billion werg fixed rate loans.

Modified and Restructured Loans ~

We hold various credit card loans for which the terms have been modified, including some that are accounted for as
troubled debt restructurings. Our modified credit card loans include loans for which temporary hardship concessions have
been granted and loans in permanent workout programs. Eligibility, frequency, duration and offer type for both of these
programs are designed fo comply with regulatory guidelines.

Temporary hardship concessions primarily consist of a reduced minimum payment and an interest rate reduction, both
lasting for a period no longer than twelve months. These short term concessions do not include the forgiveness of unpaid

-76-



principal, but may involve the reversal of certain unpaid inferest or fee assessments. At the end of the concession period,
loan terms revert fo standard rates. These arrangements are automatically terminated if the customer makes two
consecutive late payments, at which time their account reverts back fo its original terms. In assessing the appropriate
allowance for loan loss, these loans are included in the general pool of credit cards with the allowance determined under
the contingent loss model of ASC 450-20, Loss Contingencies (guidance formerly contained in FASB Statement No. 5).
We do not consider these loans in the troubled debt restructuring (“TDR”) pool. If we applied accounting under ASC
310-40, Troubled Debt Restructurings by Creditors (guidance formerly contained in FASB Statement No. 114), to loans in
this program, there would not be a material difference in the allowance. Loans for which temporary hardship concessions
were granted comprised less than 1% of our total credit card loans at November 30, 2010 and November 30, 2009.

In contrast to temporary hardship concessions, our permanent workout programs entail more significant and
permanent concessions including changing the structure of the loan fo a fixed payment loan with a maturity no longer
than 60 months. The concessions associated with a permanent workout also include a significant reduction in interest rate
and possible waivers of unpaid interest and fees. We account for permanent workout loans as TDRs and, as a result, we
measure impairment of these loans based on the discounted present value of cash flows expected to be received on them.

Loans in permanent workout programs comprised less than 1% of our total credit card loans at November 30, 2010 and
November 30, 2009.

We dlso participate in consumer credit counseling agency (“CCCA”) programs in an effort fo assist customers fo
proactively manage their credit card balances. The vast majority of loans entering CCCA programs are not delinquent at
the time of enrollment, and our charge-off rate on these loans is comparable or less than the rate on our overall credit
card receivables portfolio. These loans continue fo be subject to original minimum payment terms and do not normally
include waiver of unpaid principal, inferest or fees. In assessing the appropriate allowance for loan loss, these loans are
included in the general pool of credit card loans with the allowance determined under the contingent loss model. We do
not consider these loans in the TDR pool. If we applied TDR accounting to loans in this program, there would not be a
material difference in the allowance. Credit card loans modified under CCCA programs comprised approximately 1.7%
of our total credit card loans at both November 30, 2010 and November 30, 2009.

Other Income
The following table presents the components of other income for the periods presented {dollars in thousands):

2010vs. 2009 2009 vs. 2008

For the Years Ended November 30, increase {decreaselincrease {decrease)
2009 2008
2010 {As Adjusted’)  (As Adjusted’)  $ % $ %
Discount and inferchange revenue@ ..............c..coovvrvreririerniinnennn. $1,055359 § 984,088 $ 969560 $ 71,271 7% $ 14,528 1%
Fee products........c.ouveeeeecenccnncrnceannnnnn. 412,497 403,246 361,417 9,251 2% 41,829 12%
LOAN FBE INCOME.......eveeeeeee et eeraeeea 339,797 494,305 591179 (154,508) (31%) (96,874) (16%)
Transaction Processing reVENUE ... ..........cvveereeenmeersensecrsecaesionns 149,946 125,201 115914 24745 20% 9,287 8%
Merchant F6es. ..o 28,461 44,248 67,027 (15787) (36%) (22,779) (34%)
19,131 {3,826) {50,294) 22,957 NM 46,468  92%
89,808 138,802 138,981 {48,994} {35%) {179) (0%}

$2,094,999  $2,186,064 $2,193,784  $ (91,065) (4%) $ (7,720) (0%)

{1} See " - Reconciliations of GAAP fo As Adiusled Dala ”
{2} Net of rewards, induding Cashback Bonus rewards, of $738 million, $670 million and $710 miflion for the years ended November 30, 2010, 2009 and 2008, respectively.

Total other income decreased in the year ended November 30, 2010 compared to the year ended November 30,
2009 as adjusted as lower loan fees and other income were partially offset by higher revenues from discount and
inferchange, transaction processing revenue and a $19.6 million gain relating fo the liquidation of collateral supportfing
the asset-backed commercial paper notes of Golden Key. These key drivers as well as other factors are discussed in more
detail below.
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Total other income decreased slightly for the year ended November 30, 2009 as adjusted, as compared to the year
ended November 30, 2008 as adjusted. This is primarily attributable to a decrease in loan fee income partially offset by
increases in fee product income and lower losses on investment securities. These key drivers as well as other factors are
discussed in more detail below.

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. We earn discount revenue from fees charged to merchants with whom we have entered
into card acceptance agreements for processing credit card purchase fransactions. We earn acquirer interchange
revenue from merchant acquirers on all Discover Network card transactions made by credit card customers at merchants
with whom merchant acquirers have entered into card acceptance agreements for processing credit card purchase
transactions. We incur an inferchange cost to card issuing entfities 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 organization’s
fransaction volume and is reported as a reduction to discount and interchange revenue. We offer our customers various
reward programs, including the Cashback Bonus reward program, pursuant to which we pay certain customers a
percentage of their purchase amounts based on the type and volume of the customer’s purchases. Reward costs are
recorded as a reduction to discount and interchange revenue.

In 2010 we had higher sales volume than 2009, which was the key driver of the increase in discount and interchange
revenue. In total, our gross discount and inferchange revenue increased by $140 million for the year ended
November 30, 2010 as compared to the year ended November 30, 2009 as adjusted, which was partially offset by a
$68 million increase in Cashback Bonus rewards earned by our customers.

Discount and interchange revenue increased slightly for the year ended November 30, 2009, as adjusted compared to
the year ended November 30, 2008, as adjusted, due to lower customer rewards costs, partially offset by lower revenues
earned on lower sales volume. Lower customer rewards costs were due fo a decline in sales volume, partially offset by
adjustments made in the third quarter of 2008 to the rewards liability for an increase in expected forfeitures of -
accumulated rewards.

Fee Products

We earn revenue related to fees received for selling ancillary products and services including debt deferment/debt
cancellation and identity theft protection services to customers. The amount of revenue recorded is generally based on
either a percentage of a customer’s outstanding balance or a flat fee and is recognized over the agreement or contract
period as earned. Fee products income increased slightly for the year ended November 30, 2010, as compared to the
year ended November 30, 2009 as adjusted primarily due to an increase in revenue from our identity theft protection
product. Fee products income increased for the year ended November 30, 2009 as adjusted, as compared to the year
ended 2008 as adjusted, largely due to an increase in the revenue from our debt deferment/debt cancellafion product
and from our identity theft protection product. Additionally, fee products income increased in 2009 as compared to 2008
due to higher balances upon which the fees are based.

Loan Fee Income

Loan fee income consists primarily of fees on credit card loans and includes late, overlimit, cash advance,
pay-by-phone and other miscellaneous fees. However, effective February 2010, as a result of legislative changes, we no
longer charge overlimit or pay-by-phone fees on consumer credit card loans. The legislative changes also resulted in
changes to our late fee policy beginning August 2010.

h)

In 2010, loan fee income decreased subsféntia"y as compared fo 2009 as adjusted, primarily due to the legislative
changes mentioned above. We had a minimal level of-overlimit fees in 2010 as compared to $82 million in 2009 as
adjusted, which was the last year in which we charged overlimit fees throughout the entire year (overlimit fees were $44
million in 2009 on a GAAP baisis). Additionally, our late fee income declined by $45 million in 2010 as compared to
2009 as adjusted. This was due in part to the legislative changes mentioned above, but also due to a higher level of late
payment incidences in 2009 as a result of the credit environment at that time. In 2009 as adjusted, loan fee income
decreased as compared to 2008 as adjusted, primarily due to deferrals of balance transfer fees and higher charge-offs
and adjustments of loan fees, partially offset by an increase in income from late fees as discussed above.



Merchant Fees

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. We have also sold small and mid-size
merchant portfolios to third-party acquirers to facilitate integrated servicing and to reduce costs. As we have moved away
from direct merchant relationships, our merchant fee income and related costs have declined from $67 million in 2008 to
$44 million in 2009 and $28 million in 2010. The lower income per transaction is generally offset by increased volume
due to broader acceptance.

Transaction Processing Revenue

Transaction processing revenue represents switch fees charged tfo financial institutions and merchants for processing
ATM, debit and point-of-sale transactions over the PULSE network, as well as various participation and membership fees.
Switch fees are charged on a per transaction basis. Transaction processing revenue increased in 2010 as compared to
2009, due to higher transaction volumes and higher margins at PULSE. Transaction processing revenue increased for
2009 as compared to 2008 primarily due to increased volumes partially offset by pricing incentives offered to financial
instifutions, which are accounted for as an offset fo transaction processing revenue.

Gain/Loss on Investment Securities

Gain/loss on investment securities includes realized gains and losses on the sale of investments as well as any write-
downs of investment securities to fair value when the decline in fair value is considered other than temporary. During the
year ended November 30, 2010, we recorded a gain of $19.6 million relating to the liquidation of collateral supporting
the asset-backed commercial paper notes of Golden Key. The investment was originally purchased in 2007 for $120.1
million, subsequently written down to $51.3 million, largely as a result of other-than-temporary impairment of $8.2
million and $49.1 million recorded in 2009 and 2008, respectively. In August 2010, this investment was liquidated for
$70.9 million. See additional information in Note 5: Investment Securities to our consolidated financial statements.

Other Income
Other income includes royalty revenues earned by Diners Club, revenues from the referral of declined applications to
certain third-party issuers on the Discover Network and other miscellaneous revenue items.

Other income decreased in both 2010 and 2009 as adjusted as compared to the prior year periods. In 2010 and
2009 as adjusted, revenue from the referral of declined applications fo third-party issuers was lower as compared to the
prior years due to a lower level of acquisition activity.

In 2010, other income also included a loss of $23 million related fo our decision in 2010 to sell our remaining federal
student loans. In 2009 as adjusted, other income was higher than 2008 as adjusted due to the inclusion of a full year of
Diners Club revenue as compared fo a half year in 2008 (Diners Club was acquired on June 30, 2008).

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

2010 vs. 2009 2009 vs. 2008

For the Years Ended November 30, increase {decrease} increase {decrease)
2009
2010 {As Adjusted?) 2008 $ % $ %
Employee compensation and benefits ...........cccooercoeueiiinccnnne $ 802649 $ 827,683 $ 845392  $(25,034) (3%) $ (17,709) (2%)
Markefing and business development ..............oocoriiicicciinnnn. 463,086 406,020 530,901 57,066 14%  (124,881) (24%)
Information processing and communications...............ccccecneueuene. 258,111 289,209 315,943 {31,098) (11%) {26,734) (8%)
Professional fees 342,648 321,329 349,484 21,319 7% (28,155) (8%)
Premises and equipment 70,274 73,014 80,394 (2,740) {4%) (7,380) (9%)
Other expense............ccc.c.n.... 245,897 304,841 293,683 {58,944)  (19%) 11,158 4%
Total other expense $2,182,665  $2,222,096  $2,415797  ${39,431) {2%) $(193,701) (8%)

{1} See " - Reconciliations of GAAP to As Adjusted Data




Total other expense decreased $39 million in 2010 as compared to 2009 as adjusted. Employee compensation and
benefits expense decreased as we benefitted from cost containment initiatives undertaken in 2009, which included
lowering headcount. Information processing and communications expense was lower in 2010 than in 2009 due to our
efforts to reduce costs associated with ongoing contracts. Other expense was lower in 2010 due to (i} a $29 million
nonrecurring benefit related to the reversal of expense that had been recorded related to the payment to Morgan Stanley
under an amendment to the special dividend agreement (see Note 21: Litigation to our consolidated financial statements);
(i) @ $20 million restructuring charge recorded during the second quarter 2009 as a result of the reduction in headcount
and (iii) a $14 million decline in costs relating fo fraud. These declines in expenses were partially offset by an increase in
marketing expenses, due to increased advertising and promotional marketing expenses and higher investments in account
acquisition, and an increase in professional fees, due to higher collection fees and advisory expenses related to the
acquisition of The Student Loan Corporation.

Total other expense decreased $194 million in 2009 as adjusted as compared to 2008. Expenses were lower overall
reflecting the impact of cost containment initiatives such as a reduction of headcount, lower markefing and lower litigation
expense. Marketing expenses decreased $125 million primarily due fo a reduction in new account acquisition. Other
expense increased $11 million due to the inclusion of a full year of Diners Club expenses compared to only six months in
2008, a $20 million charge related to a reduction in force, increased costs associated with the global expansion initiative
and a charge related to a facility closure. Addifionally, in 2008, other expense included a $39 million benefit due to the
curtailment of our pension plan. These increases in other expense were partially offset by lower postage, supplies and
credit bureau fees resulting from lower account acquisition activity and fraud costs.

Income Tax Expense

For 2010, we had tax expense of $504 million as compared to a tax benefit of $92 million for 2009 as adjusted. The
increase was the result of shiffing from an as adjusted pretax loss position in 2009 to a pretax income position in 2010.
2010 also includes $49.9 million of state tax expense which is affributable to an increase in pretax income and tax
liabilities in additional states.

For 2009 as adjusted, we had a $92 million tax benefit as compared to tax expense of $150 million in 2008 as
adjusted, as a result of shifting from an as adjusted pretax income position in 2008 fo a pretax loss position in 2009.
Included in 2009 was a $24 million valuation allowance on a tax benefit arising from the sale of the Goldfish business in
2008 that we no longer believed was redlizable. 2009 also had a higher effective state tax rate due to estimated taxes
payable in additional states.

Liquidity and Capital Resources

Funding and Liquidity

We seek to maintain diversified funding sources and a strong liquidity profile in order to fund our business and repay
or refinance our maturing obligations. In addition, we seek to achieve an appropriate maturity profile, ufilize a cost-
effective mix of funding sources and ensure that the composition of our funding sources provides appropriate
diversification. Our primary funding sources include deposits, sourced directly from consumers or through brokers, term
asset-backed securitizations, private asset-backed securitizations and long-term borrowings.

Funding Sources

Deposits. We offer deposit products, including certificates of deposit, money market accounts, online savings accounts
and Individual Retirement Account (“IRA") certificates of deposit, to customers through two channels: (i) through direct
marketing, internet origination and affinity relationships (“direct-to-consumer deposits”); and (ii) indirectly through
contractual arrangements with securities brokerage firms (“brokered deposits”). :

Since November 30, 2009, direct-to-consumer deposits have grown $8.0 billion, or 64%, which includes
approximately $1 billion of deposit accounts acquired in March 2010 from a third party. At November 30, 2010, we
had $20.6 billion of direct-to-consumer deposits and $13.7 billion of brokered deposits Since November 30, 2009, we
have deemphasized the brokered deposit channel in favor of our direct-to-consumer deposit program. Remaining
maturities of our certificates of deposit range from one month fo ten years, with a weighted average maturity of 22
months at November 30, 2010.
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The following table summarizes deposits by contractual maturity as of November 30, 2010 (dollars in thousands):

Over Six
Over Three  Months
Months Through
Three Months  Through Twelve Over Twelve

Total or Less Six Months  Months Months
Certificates of deposit in amounts less than $100,00000...................coccooevrnnn. $19,797,420  $ 1,366,419  $2,032,944 §3,813,641 $12,584,416
Certificates of deposit in amounts of $100,000 to less than $250,00001............ 4,626,792 551,400 459,137 1,226,451 2,389,804
Certificates of deposit in amounts of $250,000" or greater ........... ....... ....... 1,146,843 177,905 138,962 336,010 493,966
Savings deposits, including money market deposit accounts....................c....... 8,738,784 8,738,784 — — —
Total interest-bearing deposits ..................oeveieierrmniriee e ceeieeeas $34,309,839 $10,834,508 $2,631,043 $5,376,102 $15,468,186

{1} $100,000 represents the basic msurance amount previously covered by the FDIC. Effective July 21, 2010, the basic insurance per depositor was permanently increased to $250,000.

Credit Card Securitization Financing. We use the securitization of credit card receivables as an additional source of
funding. We access the asset-backed securitization market using the Discover Card Master Trust | {(“DCMT”) and the
Discover Card Execution Note Trust (“DCENT”}, through which we issue asset-backed securifies both publicly and through
private fransactions.

The DCMT structure utilizes Class A and Class B certificates held by third parties, with credit enhancement provided by
the subordinated Class B certificates, cash collateral accounts (discussed below) and subordinated Series 2009-CE. The
DCENT structure utilizes four classes of securities with declining levels of seniority (Class A, B, C and D), with credit
enhancement provided by the more subordinated classes of notes. Both DCMT and DCENT are further enhanced by
Series 2009-SD through its provisions to reallocate principal cash flows, thereby enhancing the excess spread, discussed

below, of both trusts. We refain significant exposure to the performance of trust assets through holdings of subordinated
securify classes of DCMT and DCENT.

The cash collateral accounts that provide credit enhancement fo certain DCMT certificates were $459 million at
November 30, 2010 and were recorded in restricted cash ~ for securitization investors in our consolidated statement of
financial condition. These cash collateral accounts were partially funded through a loan facility entered into between a
consolidated special purpose subsidiary, DRFC Funding LLC, and third-party lenders. At November 30, 2010, $306
million of the DRFC Funding LLC facility was outstanding and was recorded in long-term borrowings in our consolidated
statement of financial condition. This loan facility was repaid on December 15, 2010.

The securitization structures include cerfain features designed fo protect investors. The primary feature relates to the
availability and adequacy of cash flows in the securitized pool of receivables to meet contractual requirements, the
insufficiency of which triggers early repayment of the securities. We refer to this as “economic early amortization,” which
is based on excess spread levels. Excess spread is the amount by which income received by a frust during a collection
period, including interest collections, fees and interchange, as well as the amount of certain principal collections available
to be reallocated from Series 2009-SD exceeds the fees and expenses of the trust during such collection period, including
interest expense, servicing fees and charged-off receivables. In the event of an economic early amortization, which would
occur if the excess spread fell below 0% for a contractually specified period, generally a three-month rolling average, we
would be required to repay the affected outstanding securitized borrowings over a period of months using all available
collections received by the trust (the period of ultimate repayment would be determined by the amount and timing of
collections received). An early amortization event would negatively impact our liquidity, and require us to utilize our
available contingent liquidity or rely on dlternative funding sources, which may or may not be available at the fime. As of
November 30, 2010, the 3-month rolling average excess spread was 13.46%.

Another feature of our securifizafion structure, which is applicable only to the notes issued from DCENT, is a reserve
account funding requirement in which excess cash flows generated by the transferred loan receivables are held at the
trust. This funding requirement is triggered when DCENT's three-month average excess spread rafe decreases to below
4.50%, with increasing funding requirements as excess spread levels decline below preset levels to 0%. See Note 7:
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Credit Card Securitization Activities to our consolidated financial statements for additional information regarding the
structures of DCMT and DCENT and for tables providing information concerning investors’ inferests and related excess
spreads at November 30, 2010.

At November 30, 2010, we had $14.5 billion of outstanding public asset-backed securities, $0.5 billion of
outstanding private assef-backed securitizations and $4.6 billion of outstanding asset-backed securities that had been
issued to our wholly-owned subsidiaries. The following table summarizes expected contractual maturities of the investors’
interests in securitizations excluding those that have been issued to our wholly-owned subsidiaries at November 30, 2010
{dollars in thousands):

One Year Four Years
lessThan  Through Through After Five
Total One Year  Three Years Five Years  Years

Scheduled maturities of long-term borrowings — owed to securitization investors ....... $14,919,400 $4,825919 $7,504,684 $1,589,113 $999,684

At November 30, 2010, we had capacity to issue up to $4.7 billion in triple-A rated asset-backed securities from
DCENT without the issuance of additional Class B or Class C notes as subordination. The triple-A rating of DCENT
Class A Notes issued to date has been based, in part, on an FDIC rule which created a safe harbor that provides that the
FDIC, as conservator or receiver, will not, using its power to disaffirm or repudiate contracts, seek to reclaim or recover
assets transferred in connection with a securitization, or recharacterize them as assets of the insured depository institution,
provided such transfer meets the conditions for sale accounting freatment under previous GAAP. Pursuant to amendments
to GAAP related to transfers of financial assets, effective for us on December 1, 2009, certain transfers of assets that
previously qualified for sale accounting treatment under GAAP no longer qualify for sale accounting treatment. However,
on September 27, 2010, the FDIC approved a final rule that preserves the safe-harbor treatment applicable to revolving
trusts and master trusts as long as the securitizations would have satisfied the original FDIC safe harbor if evaluated under
GAAP pertaining to transfers of financial assefs in effect prior to December 1, 2009. Other legislative and regulatory
developments, namely the proposed SEC Regulation AB I, the securitization and rating agency provisions of the Reform
Act and the federal banking agencies’ nofice regarding their consideration of replacement of the ratings-based approach
for assessing capital charges against securitization exposures, may, however, impact our ability and/or desire to issue
asset-backed securities in the future. See  — Legislative and Regulatory Developments — Asset-Backed Securities
Regulations” for additional information.

Short-Term Borrowings. Short-term borrowings include any debt or time deposits with original maturities of 12 months
or less. We primarily access short-term borrowings through the Federal Funds market or through repurchase agreements.
In the past two years, we have rarely used short-term borrowings. In fiscal year 2010, we entered into one overnight
repurchase agreement for $50 million. At November 30, 2010 we had no outstanding short-term borrowings. However,
in December 2010, we enfered into one overnight repurchase agreement for $48 million and began accessing the
Federal Funds market. The level of short-term borrowings used by us in the future will depend on our liquidity needs and
market conditions.

Long-Term Borrowings. At November 30, 2010, we had $0.8 billion of senior unsecured notes outstanding, reflecting
two issuances of $400 million each of fixed rate senior unsecured notes, one maturing in June 2017 and the other
maturing in July 2019. These notes would require us fo offer to repurchase the notes at a price equal to 101% of their
aggregate principal amount plus accrued and'unpaid interest in the event of a change of control involving us and a
corresponding ratings downgrade fo below investment grade. As of November 30, 2010, Discover Bank had a total of
$1.2 billion in principal amount of subordinated notes outstanding, which included $700 million due in November 2019
and $500 million due in April 2020.

ECASLA. The Ensuring Continued Access to Student Loans Act of 2008 (as amended, “ECASLA”) provides originators
of Federal Family Education Loan Program {“FFELP") loans with a cost-effective source of funding and liquidity with
respect to qualifying FFELP loans. On April 12, 2010, Discover Bank financed $0.5 billion of eligible FFELP loans through
an agreement with Straight-A Funding, LLC, an asset-backed commercial paper conduit sponsored by the U.S.
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Department of Education (“DOE”) under ECASLA, which matures August 2013. The FFELP loans that secure this funding
arrangement were classified as held for sale as of November 30, 2010. This funding will be repaid upon the sale of the
financed loans.

The Student Loan Corporation Acquisition. On December 31, 2010, we acquired The Student Loan Corporation
(“SLC") in a merger transaction in which we acquired approximately $4.2 billion of private student loans and other
assets, along with assuming approximately-$3.4 billion of SLC's existing asset-backed securitization debt funding and
other liabilities. The acquisition significantly increased the size of our private student loan portfolio and long-term
borrowings owed to securitization investors.

Additional Funding Sources

Private Asset-Backed Securitizations. We have access to committed undrawn capacity through privately placed asset-
backed securitizations to support the funding of our credit card loan receivables. Under these arrangements, we had used
$0.5 billion of capacity and had an undrawn capacity of $3.3 billion at November 30, 2010.

Unsecured Committed Credit Facility. Our unsecured committed credit facility of $2.4 billion is available through May
2012. This facility serves to diversify our funding sources and enhance our liquidity. This facility is provided by a group of
maijor global banks, and is available to both Discover Financial Services and Discover Bank (Discover Financial Services
may borrow up to 30% and Discover Bank may borrow up to 100% of the total commitment). The facility is available to
support general liquidity needs and may be drawn to meet short-term funding needs from time to time. The ferms of the
credit facility 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 facility also includes customary events of default with corresponding grace periods,
including, without limitafion, payment defaults, cross-defaults to other agreements evidencing indebtedness for borrowed
money and bankruptcy-related defaults. The facility may be terminated upon an event of default. We have no outstanding
balances due under the facility.

Federal Reserve. Discover Bank has access fo the Federal Reserve Bank of Philadelphia’s discount window. As of
November 30, 2010, Discover Bank had $8.2 billion of available capacity through the discount window based on the
amount of assets pledged. We have no borrowings outstanding under the discount window.

Credit Ratings

Our borrowing costs and capacity in certain funding markets, including securitizations and senior and subordinated
debt, may be affected by the credit ratings of Discover Financial Services, Discover Bank and the securitizafion frusts.
Downgrades in these credit ratings could result in higher interest expense on our unsecured debt and asset securitizations,
as well as potentially higher fees related to borrowings under our lines of credit. In addifion to increased funding costs,
deterioration in credit ratings could reduce our borrowing capacity in the unsecured debt and asset securitization capital
markets.

We dlso have agreements with certain of our derivative counterparties that contain provisions that require Discover
Bank’s debt to maintain an investment grade credit rating from specified major credit rating agencies. If Discover Bank's
credit rating is reduced to below investment grade, we would be required fo post additional collateral, which, as of
November 30, 2010, would have been $31 million.
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A credit rating is not a recommendation to buy, sell or hold securities, may be subject to revision or withdrawal at any
time by the assigning rafing organization, and each rating should be evaluated independently of any other rating. The
credit ratings are summarized in the following table:

Discover Outlook
Financial Discover for Senior Discover Discover Card Discover Card Execution
Services Bank Unsecured Debt Bank Master Trust | Note Trust
Senior Senior
Unsecured Unsecured Subordinated
Debt Debt Debt Class A" ClassB  Class A" ClassB  Class C
Moody's Investors Service............ Bal Baa3 Stable Bal Aaasf) Al{sf) Aaalsf) Allsf)  Baal(sh
Standard & Poor's ..................... BBB- BBB Stable BBB- AAA(SF)  AA4{SF) AAA(SF) AA+{SF)  A+(SF}
Fitch Rafings .....ccvovovevineannnn. BBB BBB Stable BBB- AAAsE AAst AAASE AA-sf At

{1} An “st" in the rahing denotes an identification for structured finance product ratings that was implemented for these products by the rating agencies as of Sepfember 2010

Several rating agencies have announced that they will be evaluating the effects of the Reform Act that was enacted in
July 2010 in order to determine the extent, if any, to which financial institutions, including us, may be negatively
impacted. While we are currently unaware of any negative acfions, there is no assurance that our credit rafings could not
be downgraded in the future as a result of any such reviews. See “ ~ Legislative and Regulatory Developments” for
information regarding the Reform Act.

Liquidity

We seek to ensure that we have adequate liquidity to sustain business operations, fund asset growth and satisfy debt
obligations. In the assessment of our liquidity needs, we dlso evaluate a range of stress events that would impact our
access to normal funding sources, cash needs and/or liquidity. We maintain contingent funding sources, including our
liquidity investment portfolio, private securifizations with unused capacity, committed credit facility capacity and Federal
Reserve discount window capacity, which we could seek to utilize to safisfy liquidity needs during such stress events. We
expect to be able fo satisfy all maturing obligations and fund business operations during the next 12 months by utilizing
our deposit channels and our confingent funding sources.

We maintain policies outlining the overall framework and general principles for managing liquidity risk across the
company, which is the responsibility of the Asset and Liability Committee (the “ALCO”). We seek to balance the trade-offs
between maintaining too much liquidity, which may limit financial flexibility and be costly, with having too little liquidity
that could cause financial distress. Liquidity risk is centrally managed by the ALCO, which is chaired by our CFO and has
cross-functional membership. The ALCO monitors positions and determines any actions that need to be taken.

At November 30, 2010, our liquidity investment portfolio was comprised of cash and cash equivalents and high
quality, liquid investments. Cash and cash equivalents are invested primarily in deposits with the Federal Reserve and
AAA rated government money market mutual funds. Invesiments included highly-rated certificates of deposit, credit card
asset-backed securities of other issuers plus U.S. Treasury, U.S. government agency and AAA-rated corporate debt
obligations issued under the Temporary Liquidity Guarantee Program that are guaranteed by the FDIC, all of which are
considered highly liquid. In addition, we have the ability to raise cash through utilizing repurchase agreements and
pledging certain of these investments. The level of our liquidity investment portfolio may fluctuate based upon the level of
expected maturities of our funding sources as well as operational requirements and market condifions.

/
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At November 30, 2010, our liquidity investment porffolio was $10.1 billion, which was $4.4 billion lower than the
balance at November 30, 2009 due to funding of maturities of primarily asset-backed securities in the first half 2010.
Our undrawn credit facility capacity has increased since November 30, 2009 by $3.7 billion, primarily due fo the net
addition of $1.8 billion of private securifization capacity and through a $1.9 billion increase in collateral pledged to the
Federal Reserve discount window.

November 30, November 30,
2010 2009

{dollars in billions)

Liquidity investment porifolio
Cash and cash equivalentsi! $47 $127
Other short term investments 04 —
INVESIMENE SECUMHIES ... oot ittt et ea ettt eeee eeeeeeeteereee o eteeenee et eseeean 50 1.8
Total liquidity investment Porffolio..... ........coiiuumuiieimueierie et coieeeeeees oo oo eeeeeeeseenee 10.1 145
Undrawn credit facilities
Private asset-backed SECUMTIZARONS. ... .. . ...o.oieieiieceeeeeeeeeeeeeeeeeeeeeeee e oo seee eevenenn  oeeneees o 33 15
Committed unsecured credit Facility .............c.. o.oooiiiiies e s s e+ e e, 2.4 2.4
Federal Reserve discount Windowi2). . ... ... . ... oo s e s s e oo 6.7 48
Total undrawn credit faIRES ..ot e e e ee e e oo 124 8.7
Total liquidity investment portfolic and undrawn credit facilifies ... ... ...............o.cocooeoio s e, $225 $23.2

{1} Cash-in-process is excluded from cash and cash equivalents for liquidity purposes
{2)  Excludes $1 5 billion of investments pledged to the Federal Reserve, which is included within the hiquidity investment portfolio

Capital

Our primary sources of capital are from the earnings generated by our businesses and issuances in the capital
markets. We seek to manage capital to a level and composition sufficient to support the risks of our businesses, meet
regulatory requirements, adhere fo rating agency guidelines and support future business growth. Within these constraints,
we are focused on deploying capital in a manner that provides attractive returns to our stockholders. The level,
composition and utilization of capital are influenced by changes in the economic environment, strategic initiatives, and
legislative and regulatory developments. See “ - Legislative and Regulatory Developments ~ International Initiatives
Related to Capital and Liquidity” for a discussion of recent initiatives related to capital matters.

Under regulatory capital requirements adopted by the FDIC, the Federal Reserve and other bank regulatory agencies,
we, along with Discover Bank, must maintain minimum levels of capital. 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 limit our business activities and have a direct material effect on our financial position and results. We
must meet specific capital guidelines that involve quantitative measures of assets and liabilities as calculated under
regulatory accounting practices. Capital amounts and classification are also subject to qualitative judgments by the
regulators about components, risk weightings and other factors.

Our capital adequacy assessment also includes tax and accounting considerations in accordance with regulatory
guidance. We maintain a substantial deferred tax asset on our balance sheet, and we include this asset when calculating
our regulatory capital levels. However, for regulatory capital purposes, deferred tax assets that are dependent on future
taxable income are currently limited to the lesser of: (i) the amount of deferred tax assets we expect to realize within one
year of the calendar quarter-end date, based on our projected future taxable income for that year; or (i) 10% of the
amount of our Tier 1 capital. At November 30, 2010, no porfion of our deferred tax asset was disallowed for regulatory
capital purposes.

At November 30, 2010, Discover Financial Services and Discover Bank met the requirements for well-capitalized
status, exceeding the regulatory minimums to which they were subject. See Note 19: Capital Adequacy to our
consolidated financial statements for quantitative disclosures of our capital ratios and levels. Recent regulatory initiatives
may subject us to increased capital requirements in the future. See “ - Legislative and Regulatory Developments -
Infernational Inifiatives Related to Capital and Liquidity.”



Equity Capital. At November 30, 2010, equity was $6.4 billion as compared to $8.4 billion ot November 30, 2009.
The decline in equity is the result of adopting Statements No. 166 and 167 in the first quarter 2010, which reduced
equity by $1.3 billion, and redeeming all outstanding shares of the preferred stock that had previously been issued to the
U.S. Treasury under the Capital Purchase Program in the second quarter 2010, which reduced equity by $1.2 billion. On
July 7, 2010, we repurchased the warrant to purchase 20,500,413 shares of our common stock that we issued fo the

U.S. Treasury in connection with the issuance of our preferred stock. We repurchased the warrant from the U.S. Treasury
for $172 million.

Dividends. Our board of directors declared a dividend of $.02 per share in each quarter of 2010. The declaration
and payment of future 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, capital levels, cash requirements, future prospects and
other factors deemed relevant by our board of directors. Accordingly, there can be no assurance that we will declare and
pay any dividends in the future. In addition, our banking regulators and applicable banking laws and regulations may
limit our ability to pay dividends. Further, as a result of 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 be limited.

Guarantees

Guarantees are contracts or indemnification agreements that contingently require us fo make payments to a
guaranteed party based on changes in an underlying asset, liability, or equity security of @ guaranteed party, rafe or
index. Also included in guarantees are contracts that contingently require the guarantor to make payments to a
guaranteed party based on another entity’s failure to perform under an agreement. Our guarantees relate to transactions
processed on the Discover Network and certain transactions processed by PULSE and Diners Club. See Note 20:
Commitments, Contingencies and Guarantees to our consolidated financial statements for further discussion regarding
our guarantees.

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, 2010 include deposits, long-term borrowings, operating and capital lease

obligations and purchase obligations. Our future cash payments associated with our contractual obligations as of
November 30, 2010 are summarized below (dollars in thousands):

Payments Due By Period
One Year Four Years
Less Than Through Through More Than
Total One Year Three Years  Five Years  Five Years
DEPOSIHSI)......oeiiiiciiiieeterieees et s e ae e s nans $34,413,383 $18,945,197 $11,046,925 $3,787,177 $ 634,084
Long-term borrowings(? U 17,705,340 5,132,235 7,997,594 1,589,113 2,986,398
Capital lease obligations .............c..cocorvv i 395 395 — — —
OPErating I80SES ..........oveviveeeeeee et eeenee oo 38,884 5,843 11,216 9,732 12,093
Interest payments on fixed rate debt 1,943,815 279,638 505,494 438,400 720,283
Purchase obligationsi3) .................o.ocois oo, 497,607 220,485 181,595 91,163 4,364
Other long-term libilities ) .....................ccoovivim e e 166,146 13,274 28,027 30,223 94,622
Total contractual obligations.................cooouiviiieecieece e $54,765,570 $24,597,067 $19,770,851 $5,945,808 $4,451,844

{1}  Deposits do not include interest charges.

(2} Ses Nofe 11: Long-Term Borrowings fo the consolidated financiol stafements for further discussion Total future payment of interest charges for the floating rate nofes is estimated 1o be $163 million
as of November 30, 2010, ufilizing the current inferest rates as of that date ~

{3} Purchase obligafions for goods and services include payments under, among other things, consulting, outsourcing, data, advertising, sponsorship, software license and telecommunications
agreements. Purchase obligations also include payments under rewards program agreements with merchants. Purchase obligations at November 30, 2010 reflect the minimum purchase obligation
under legally binding contracts with contract terms that are both fixed and determinable These amounts exclude obligations for goods and services that already have been incurred and are
reflected on our consolidated statement of financial condition.

{4)  Other long-term liabilities include our expected future contributions fo our pension and postreti benefit plans.

As of November 30, 2010 our consolidated statement of financial condition reflects a liability for unrecognized tax
benefits of $373 million, and approximately $68 million of accrued interest and pendlfies. Since the ultimate amount and
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fiming of any future cash sefflements cannot be predicted with reasonable certainty, the estimated income tax obligations
about which there is uncertainty, as addressed in ASC Topic 740, Income Taxes, {guidance formerly provided by FASB
Interpretation No. 48), have been excluded from the contractual obligations table. See Note 17: Income Taxes to our
consolidated financial statements for further information concerning our tax obligations.

We extend credit for consumer and commercial loans, primarily arising from agreements with customers for unused
lines of credit on certain credit cards, provided there is no violation of condifions established in the related agreement.
During 2010, our unused commitments were reduced by $7 billion to $165 billion at November 30, 2010, as part of our
risk management strategies. 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 addifion, 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 any such guarantees are
included in our consolidated financial statements.

ltem 7A. 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 inferest rates.

Interest Rate Risk. We borrow money from a variety of depositors and institutions in order fo provide loans to our
customers, as well as invest in other assets and our business. These loans and other assets earn interest, which we use to
pay inferest on the money borrowed. Our net interest income and, therefore, earnings, will be negatively affected if the
inferest rate earned on assets increases at a slower pace than increases fo the interest rate we owe on our borrowings.
Changes in inferest rates and compefitor responses to those changes may influence customer payment rates, loan
balances or deposit account activity. We may face higher-cost alternative sources of funding as a result, which has the
potential fo decrease earnings.

Our inferest rate risk management policies are designed to measure and manage the potential volatility of earnings
that may arise from changes in interest rates by having a financing portfolio that reflects the mix of variable and fixed
rate assets. 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 23: Derivatives and Hedging Activities to our consolidated financial statements for
information on our derivatives acfivity.

We use an interest rate sensitivity simulation fo 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 rafe sensitive assefs and liabilities will be impacted by a hypothetical, immediate 100
basis point increase in interest rates as of the beginning of the period. The sensitivity is based upon the hypothefical
assumption that all relevant types of inferest rates that affect our results would increase instantaneously, simultaneously
and fo the same degree.

Our interest rate sensitive assets include our variable rate loan receivables and the assets that make up our liquidity
investment portfolio. Due to recently enacted credit card legislation, we now have restrictions on our ability to mitigate
interest rate risk by adjusting rates on existing balances. At November 30, 2010, the majority of our credit card loans
were at variable rates. Beginning in the third quarter 2010, we began using interest rate derivatives to reduce the asset
sensitivity that resulted from having a larger percentage of our loan portfolio at variable rates. Assets with rates that are
fixed at period end but which will mature, or otherwise contractually reset to a market-based indexed rate or other fixed
rate prior to the end of the 12-month period, are considered fo be 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 hypothefical 100
basis point change in the underlying market-based indexed rate or other fixed rate has been considered rather than the
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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 rate 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 sensifive 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, also are considered to be rate sensifive. For these fixed rate liabilities, earnings sensitivity is measured from the
expected repricing date.

Assuming an immediate 100 basis point increase in the interest rates affecting all interest rate sensitive assets and
liabilities at November 30, 2010, we estimate that net interest income over the following 12-month period would increase
by approximately $50 million, or 1%. Assuming an immediate 100 basis point increase in the interest rates affecting all
interest rate sensifive assets and liabilities at November 30, 2009 we estimated that net interest income over the following
12-month period would increase by approximately $84 million, or 2%.

The decline in the esfimated impact of an immediate 100 basis point increase in interest rates at November 30, 2010
as compared to November 30, 2009, was primarily driven by reducing the asset sensitivity of our balance sheet through
the use of interest rate derivatives. Specifically, beginning in the third quarter 2010, we entered info interest rate
derivative agreements under which we receive a fixed interest rate on forecasted cash flows related to variable rate credit
card receivables. We anticipate that the asset sensitivity of the balance sheet will be reduced further with continued
management of our balance sheet sensitivity and through the use of derivatives. We have not provided an estimate of any
impact on net interest income of a decrease in interest rates as many of our interest rate sensitive assets and liabilities are
tied fo interest rafes that are already at or near their minimum levels and, therefore, could not materially decrease further.



ltem 8. 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 internal control over financial reporting of Discover Financial Services (the “Company”) as of
November 30, 2010, based on criteria established in Infernal Control - Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission. The Company’s management is responsible for maintaining
effective internal control over financial reporting and for its assessment of the effectiveness of internal control over
financial reporting, included in the accompanying Management's Report on Internal Control over Financial
Reporting. Our responsibility is fo express an opinion on the Company's internal control over financial reporting based
on our audit.

We conducted our audit 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
effective infernal control over financial reporting was maintained in all material respects. Our audit included obtaining an
understanding of internal control over financial reporting, assessing the risk that a material weakness exists, testing and
evaluating the design and operating effectiveness of internal control based on the assessed risk, and performing such
other procedures as we considered necessary in the circumstances. We believe that our audit provides o reasonable basis
for our opinion.

A company’s internal control over financial reporting is a process designed by, or under the supervision of, the
company’s principal executive and principal financial officers, or persons performing similar functions, and effected by
the company’s board of directors, management, and other personnel to provide reasonable assurance regarding the
reliability of financial reporting and the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles. A company’s internal control over financial reportfing includes those policies
and procedures that (1) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of the company; (2) provide reasonable assurance that transactions are
recorded as necessary to permit preparation of financial statements in accordance with generally accepted accounting
principles, and that receipts and expenditures of the company are being made only in accordance with authorizations of
management and directors of the company; and (3) provide reasonable assurance regarding prevention or timely
detection of unauthorized acquisition, use, or disposition of the company’s assets that could have a material effect on the
financial statements.

Because of the inherent limitations of infernal control over financial reporting, including the possibility of collusion or
improper management override of controls, material misstatements due to error or fraud may not be prevented or
detected on a timely basis. Also, projections of any evaluation of the effectiveness of the internal control over financial
reporting fo future periods are subject fo the risk that the controls may become inadequate because of changes in
conditions, or that the degree of compliance with the policies or procedures may deteriorate.

In our opinion, the Company maintained, in all material respects, effective internal control over financial reporting as
of November 30, 2010, based on the criteria established in Internal Control — Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board (United
States), the consolidated statement of financial condition, and related consolidated statements of income, changes in
stockholders’ equity, and cash flows as of and for the year ended November 30, 2010 of the Company and our report
dated January 26, 2011 expressed an unqualified opinion on those financial statements and included an explanatory
paragraph relafing to the Company’s adoption of the accounting standards “Accounting for Transfers of Financial Assets
— an amendment of FASB Statement No. 140" and “Amendments to FASB Interpretation No. 46[R}” on December 1,
2009.

b /A f" TM LLP

Chicago, Hllinois
January 26, 2011



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 statements of financial condition of Discover Financial Services {the
“Company”) as of November 30, 2010 and 2009, and the related consolidated statements of income, changes in
stockholders’ equity, and cash flows for each of the three years in the period ended November 30, 2010. These financial
statements are the responsibility of the Company’s management. Our responsibility is to express an opinion on these
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. An audit includes examining, on a fest basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, such consolidated financial statements present fairly, in all material respects, the financial posifion of
Discover Financial Services at November 30, 2010 and 2009, and the results of their operations and their cash flows for
each of the three years in the period ended November 30, 2010, in conformity with accounting principles generally
accepted in the United States of America.

As discussed in Note 2 to the consolidated financial statements, the Company adopted the accounting standards,
“Accounting for Transfers of Financial Assets — an amendment of FASB Statement No. 140” and “Amendments to FASB
Interpretation No. 46(R}”, on December 1, 2009.

We have dlso audited, in accordance with the standards of the Public Company Accounting Oversight Board (United
States), the Company’s internal control over financial reporting as of November 30, 2010, based on the criteria
established in Internal Control - Integrated Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission and our report dated January 26, 2011 expressed an unqualified opinion on the Company's
internal control over financial reporting.

!
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Chicago, Winois
January 26, 2011



Discover Financial Services
Consolidated Statements of Financial Condition
November 30, November 30,
2010 2009
{dollars in thousands,
except per share amounts)
Assets
Cash and cash @qQUIVAIENES. ..........cooiuiieiiiicii ettt ettt bttt aees $ 5,098,733 $13,020,719
Restricted cash - special dividend escrow.... et ettt eb e es Sentetesenett et e s e et es bt esen et essseseee 0 643,311
Restricted cash — for securitization investors . ettt ete et ettt et et e soas et e st e seaeteeaatenens 1,363,758 0
Other ShOrEIM INVESIMENS ..........e.eieieeeeeeeeeeeeeeeet et e e s e eaeeeeeeee e eteaeteseaseesasansseasessnsanensessnensessenseesanssensesseenrennn 375,000 1,350,000
Investment securities:
Available-for-sale {amortized cost of $4,989,958 and $2,743,729 ot November 30, 2010 and 2009, respectively) ........ 5,002,579 2,645,481
Held-to-maturity {fair value of $70,195 and $1,953,990 at November 30, 2010 and 2009, respectively) ...............c...... 72,816 2,389,816
TORO INVESINENE SECUMHES ..o ettt eeee ettt eeeee e e eeeseaeessteesssasaesstenseranesanssessesaessassessesasesessessanssnneens 5,075,395 5,035,297
Loan receivables:
L0ANS REI 08 SANE ..o e ettt e s ettt et eaer et eat s s ent et eas s et e nenennaean 788,101 0
Loan porifolio:
Credit card - restricted for SeCUNZONON INVESIONS ............o.viveieeieeecereteeee et et eresseseesereeaessesreseesseneer s renenseneas 34,452,989 0
OEr CrBAIt COI ...t ee e et ea e eemea e s e e aeas b eaea s aeatanseatanssenaeeneamsasnseaennns 10,704,005 20,230,302
Total credit card loan receivables ............. oot nan 45,156,994 20,230,302
OHRET e e ettt e e e et et em et e eaean s ean et et eete bt eetenb et et s et e abeatan st enneeteenneanaenrenn 2,891,318 3,394,782
Total 10an POFFONIO ...t et ettt s 48,048,312 23,625,084
Total 0an 1CRIVADIES. .......... oo e ettt et r ettt rar s et e e neneereenans 48,836,413 23,625,084
AlloWANCe FOr 100N I0SSES ... ..o oot ee et e e ettt ea e et e en e r s nesseaae seseeanenens (3,304,118) (1,757,899}
INEHOAN FECEIVADIES ... ..ottt e ettt te et et e e aeett et sna et s eseeaesennesreannaaseans 45,532,295 21,867,185
Amounts due from asset securifization . . 0 1,692,051
Premises and QUIPMENt, NEE..........ccorries cerietiiet cetureeiee e ee e tb e bt as et sa bbb cr s nasnn 460,732 499,303
GOOAWIll ...ttt e eeeae et e et e ettt et e st e et et r e et e et et ant e st et et e Aaa e e s aesentren e e e eaeenseane . 255,421 255,421
Intangible assets, net 188,973 195,636
OHEE GSSEIS ..ot eeeeeeee —eve etee et et s e et e tatsses st esem s e eseaanssesaasateteaesra bt e s eastenen bt s en s esensasn s te et esenseterrenetens 2,434,661 1,462,064
TOMAL GSSEES ...ttt ettt e et e e st s ee e easeaes s et s s s et et e s essesea s s e b e A st ea e er et entenenseneese et aenasasesennas $60,784,968 $46,020,987
Liabilities and Stockholders’ Equity
Deposits:
Interest-bearing deposit accounts. ............. $34,309,839 $32,028,506
Non-interest bearing deposit accounts. ... 103,544 64,506
TOMA! BPOSIS -...veoe <eereereeuieiiecirins cearearieieeeeeaeee comeaniresesceetecee s emeeees s s et st eaen s srena et se e seaes 34,413,383 32,093,012
Long-term borrowings:
Long-ferm borrowings — owed 0 securifizaion INVESTONS ...........ccoiemruiuriririmrisiir it 14,919,400 0
Other long-term borrowings .................. et r ettt bR e et a Rt nens 2,786,328 2,428,101
Total long-term BOrrOWINgs .......c.cvviiiieeeciccce ettt cens ceceemetacemssieesss s er s st s sses st s s sasssnsernnnas 17,705,728 2,428,101
Special dividend ~ Morgan Stanley ... e naen 0 808,757
Accrued expenses and other BabIfIes ... e 2,209,011 2,255,570
Total liabilities..........ccooveeeeeeieen. e et tettsessstsssteestes etestesteeetesssiaseesssssssesssseesssstessreatenneetessanssnnenanennens 54,328,122 37,585,440
Commitments, contingencies and guarantees (Note 20)
Stockholders’ Equity:
Preferred stock, par value $.01 per share; 200,000,000 shares authorized, 0 and 1,224,558 issued and outstanding at
November 30, 2010 and 2009, respectively...........coicccuriiiererncicicrieinicmeisisssressass s s eas e r e snnns 0 1,158,066
Common stock, par value $.01 per share; 2,000,000,000 shares authorized; 547,128,270 and 544,799,041 shares
issued at November 30, 2010 and 2009, respectively ..........c.cimceriiiiiiiieciiini et ene s 5,471 5,448
Additional paid-in capital..........ccoooriinirarrciccrienee 3,435,318 3,573,231
Retained earnings -..........c.cccveecueuenn 3,126,488 3,873,262
Accumulated other comprehensive 105 ................cc.eueicucircunrecer e se s e enaes {82,548} (154,818)
Treasury stock, at cost; 2,446,506 and 1,876,795 shares at November 30, 2010 and 2009, respectively.............cccuvveeevc. {27,883} (19,642)
Total Stockholders’ @qQUItY ........curuurueuieeirireicreccir ettt s bbbt 6,456,846 8,435,547
Total liabilities and stockholders’ equity $60,784,968  $46,020,987
See Notes to the Consolidated Financial Statements.
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Discover Financial Services
Consolidated Statements of Income

For the Years Ended November 30,
2010 2009 2008
(dollars in thousands,
except per share amounts)
Interest income:
Credit COMA IONS ... e te e et e oo te e st et ea st ems e s ena st ss s ameseaserenssaaenenes $5,836,002 $2,835,767 $2,245719
Other loans.............. 253,821 168,517 79,695
Investiment securities ......... 26,222 68,694 51,345
Other interest income........ 30,173 72,102 315,804
Total INBEIES INCOME. ........c.ovviviieciee ettt es st sse et en s eesssessesessesaseesesesanatennssneannsesesarssas 6,146,218 3,145,080 2,692,563
Interest expense:
DIBPOSHS ....c....eeeeceiteiiei et re et e et et ee s e ss et e e s e e re s aseaees e sa e et s asan s e re st eaassessensse s sees e sasaseraneasesterann 1,150,504 1,187,084 1,199,436
ShOTHEIM DOMTOWINGS ...ttt e tem e e nae ettt saebe e eaeeneocaeaestesasseeas 1 2,538 343
LONGAEIM DOMTOWINGS..........ceeeieieiaceic sttt ettt 432,483 61,662 88,225
TOMGl INErESt EXPENSE ..........oceoeeeeeeeeecee e tee et st s st em e s eas s et ebsaeeess s ensasssaenesesnmreeasnraes 1,582,988 1,251,284 1,288,004
INEHINIEIESE INCOME .....cueveiriieeuieuiteiereetestesseresresrassesestessasessensentasansessesansassaseesansassesansassenensassasarssnnnns 4,563,230 1,893,796 1,404,559
Provision for loan losses........... 3,206,705 2,362,405 1,595,615
Net inferest income after provision for 10an l0SSes ............cc.evereriereieiinieieiriee ettt ese e 1,356,525 (468,609) {191,056)
Other income:
SECUFHIZANON TNCOME. ......veoiiiiraieiietesiees et cesr ettt esesiesesees e s esesses s et esess b et e st eseaeateseasssesemsesssnasesnasesans 0 1879304 2,429,158
Discount and interchange revenve ... 1,055,359 222,835 187,657
Fee products ......c.c.ovevvereiiecnnnn, 412,497 295,066 249,805
Loan fee income 339,797 247,267 262,576
Transaction processing revenue......... 149,946 125,201 115914
Merchant fees............coovvveeeinns e 28,461 44,248 67,027
Gaiin {l0sS) ON INVESHMENT SECURINES ... ....cocvoeeveeeeeeee e cveserass st ieess s seaessssssssaesesesesasesaesssesasasasensssnans 19,131 (3,82¢6) (50,294)
Antitrust litigation settlement.. 0 1,891,698 863,634
OREr INCOME ... oot e s v e v teseresesesemeeesaeetereseseseeeeses s easaessasesaseseaseneseesasesessesasasaranns 89,808 138,802 138,981
TOMl OthEr INCOME ...ttt et ea et ee s e et enaesees et easeseeseaeesaeesseaeeesaaesesseemsaeneenno 2,094,999 4,840,595 4,264,458
Other expense:
Employee compensation and benefils ....................oooevuiieeniiosieieisenceice it s 802,649 827,683 845,392
Markefing and business development ...................coouiioiueeeeee et ese e sa s e eenesneenans 463,086 406,020 530,901
Information Processing and COMMUNICAHONS.................c.oeeeieeueeesetesssesceseseseseseseseseseseseseseseasssesasasnseseeeesnnes 258,111 289,209 315,943
Professional fees ...........c.ooeervvvreeeaeen, 342,648 321,329 349,484
Premises and equipment.... 70,274 73014 80,394
Other expense........................ 245,897 333,833 293,683
Total OHhEr EXPENSE ..........vovveeeeeeeee e et s se s ee s e eeeeeeeeeeasaseses et ereseeen 2,182,665 2,251,088 2,415,797
Income from continuing operations before income tax eXPENSe.............ov..vverververeraerieresseeeseeeseees s saeesenns 1,268,859 2,120,898 1,657,605
INCOME X EXPEMNSE ....veeeiriuitcteieneretesecestessseesesstescssesreseesestsssaseensasessessasesseseasensasssesensensensasessasesen 504,071 844,713 594,692
Income from CONFINUING OPEIAHONS .............ovvreeeeeerieeereceeessitesessesssansesessssessssesseseecaseesesasesaseenasessmseensesas 764,788 1,276,185 1,062,913
Loss from disconfinued Operaions, NEEOF HX ...........v.eu.euersvereereeeereereeeeereeeeeeeseeeseseeseesseseseesseereseeseeessoseneseens 0 0 {135,163)
INEEIICOME ...c..cv ettt ettt ee e s eeneemetentan et aessesaeseemtoaenteaeneesaeseenseeseneaneneeneaneaereen $ 764,788 $1,276,185 $ ,927,750
Net income allocated 10 cOmMON SIOCkROIAETS ... .....veevreeereeeeers oo ree e eseeneeeeee s eeeeeneseas $ 667938 $1,206965 $ 910,510
Basic earnings per share
Income from CONtNUING OPERARONS ..............cveeueieiecieieeiecteetere s e eseetes e sase e e saesae s sessssaesaseeneeseenaes $ 123§ 239 § 2.18
Loss from disconfinued 0peraions, NEE OF KaX...............v.c.ovovueeeeeereereeeeeseeseseeseeseseeeseeseeessesseeesesseesaeeseeeeneanens 0 0 (0.28)
NEHINCOME ..ot ens y ettt e st ta et st nane e et aneteaearesannasenraraen $ 123 § 239 § 1.90
Diluted earnings per share .
Income from cONfAUING OPEGRONS ..............covvoameeieeieeseereesaess s Tateresseesesseoe s teseeasessoseseseasrseeseesene $ 1.22 § 238 § 2.18
Loss from disconfinued Operations, NEt OF FAX .............v.evmeoveeveeereeeeeeeseseecesemeeeeeereeeseesenesneesseseneeeseesmsenseenes 0 0 (0.28)
NEHNCOME ......coorreverrreree oo et as Ao reennn $ 12 238 $ 190
Dividends paid Per ShAre.................ovece et saeraseaesnas $ 0.08 012 § 024

See Notes to the Consolidated Financial Statements.
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Discover Financial Services

Consolidated Statements of Changes in Stockholders’ Equity

Balance at November 30,2007 .............................
Adoption of FASB Interpretation No. 48 {ASC 740)....
Comprehensive income:
NetinCome .......coooe e
Foreign currency franslation, net of tax...................
Redlization of foreilgn exchange franslation gains
uypon sale of Goldfish business.............cccc....c....
Adjustments related to investment securifies, net of
DX e
Adjustments related to pension and postretirement
benefis, net of tax

Other comprehensive loss

Total comprehensive income
Purchases of ireasury stock ..........cccc........

Common stock issued under employee benefit plans ..
Common stock issued and stock-based compensation

expense
Divkm\ds paid - common stock
Special dividend — Morgan Stanley .............ccocvev.n..

Balance at November 30, 2008
Adoption of the measurement date provision of ASC
715 {FASB Statement No. 158), net of fax
Comprehensive income:
NEHINCOME ....oviiniiciieicrie e e
Adijustments related to investment securities, net of

tax
Adjusiments related to pension and postrefirement
benefits, net of tax

Other comprehensive loss

Total comprehensive income...........c.coveieririnne.
Purchases of treasury stoc
Common stock issued under employee benefit plans ...
Common stock issued and stock-based compensation

issuance of common stock..........
Dividends paid — common stock..
Issuance ol Preferred stock
Accretion of preferred stock discount ..
Dividends - J;fferred stock
Special dividend — Morgan Stanley ............cc.ocuunce.

Balance ot November 30,2009 ...................coone.
Adoption of ASC 810 (FASB Statement No. 167), net
OF BOX ..ot
Comprehensive income:
Netincome ..........ooeiiiiiiiiiiiiiisiee
Adjustments related fo investment securities, net of

Other comprehensive loss

Total comprehensive income
Purchases of ireasury stock
Common stock issued under employee benefit plans
Common stock issued and stock-based compensation

GNS et
Dieidends paid - commen stock.........
Accretion of preferred stock discount..
ividends — preferred stoc
ption of preferred stock ...
Repurchase of stock warrant ..........

Special dividend - Morgan Stanley .
Balance at November 30, 2010

Accumulated
Preferred Stock Common Stock  Additional Other Totdl
Paid-in Refained Comprehensive Treasury  Stockholders
Shares A t Sh, A t Capital Earnings Income {loss)  Stock Equity
0 0 477,762 $4,777 $2,846,127 $ 2,717,905 § 32,032 $ (1,419)$ 5,599,422
0 0 0 0 0 (8,743) 0 0 {8,743)
0 0 0 0 0 927,750 0 0 927,750
0 0 0 0 0 0 {21,282) 0
0 0 0 0 0 0 (27,076) 0
0 0 0 0 0 0 (50,158) o
0 0 0 0 0 0 146 0
0 0 0 0 0 0 {98,370) 0 {98,370)
0 0 0 0 0 0 0 829,380
0 0 0 0 0 0 0 {6,838} (6,838)
0 0 1,183 12 16,621 0 0 0 16,633
0 0 1,572 16 75,909 0 0 0 75,925
0 0 0 0 0 i 116,956 0 0 }1 16,956
0 0 0 0 0 {473,000 0 0 {473,000
0 0 480,517 $4,805 $2,938,657 $ 3,046,956 $ (66,338) $ (8,257)$ 5,915,823
0 0 0 0 0 (1,110 0 0 (1,110
0 0 0 0 0 1,274,185 0 0 1,276,185
0 0 0 0 0 0 (8,527) 0
0 0 0 0 0 0 {79,953)
0 0 0 0 0 0 (88,480) 0 {88,480}
0 0 0 0 0 0 0 0 1,187,705
0 0 0 0 0 0 0 (11,385  (11,385)
0 0 135 1 1,157 0 0 0 1,158
0 0 4,093 42 42,929 120 0 0 43,091
0 0 0  (18,601) 0 0 0 {18,601}
. 0 0 60,054 600 533,222 0 0 533,822
0 0 0 0 0 {(59.877) 0 0 {59,877)
. 1,225 1,148,691 0 0 75,867 0 0 0 1,224,558
0 9,375 0 0 0 (9,375 0 0 0
0 0 0 0 {43,880 0 0 {43,880
0 0 0 0 0 (335757 0 0 (335757
1,225 $ 1,158,066 544,799 $5,448 $3,573,231 $ 3,873,262 $(154,818) $(19,642)$ 8,435,547
0 0 0 0 (1,411,117} 78,561 0 (1,332,556}
0 0 0 0 0 764,788 0 0 764,788
(] 0 0 0 0 0 {8,894) 0
2,525
0 0 0 0 0 0 78 0
0 0 0 0 0 0 {6,291) 0 {6,291)
0 0 0 0 0 0 0 0 758,497
0 0 0 0 0 0 0 (8,241) (8,241)
0 0 82 1 1127 0 0 0 1,128
0 0 2247 22 36,169 0 0 0 36,191
0 0 0 0 (3,209) 0 0 0 13,209
0 0 0 0 0 43,899 0 0 {43,899
0 66,492 0 0 0 66,492 0 0 0
0 0 0 0 23,811 0 0 23,811
(1,225} (1,224,558) 0 0 0 0 0 (1,224,558
{172,000) {172,000
0 0 0 0 33,757 0 0 33,757
0% 0 547,128 $5,471 $3,435,318 $ 3,126,488 $ (82,548) $(27,883)$ 6,456,846

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

For the Years Ended November 30,

2010 2009 2008
{dollars in thousands)
Cash flows from operating activities
NEEINCOME. . .o oottt iee ettt ee et e eeee eoitezassisessrares aree teessseesssseasssasesssanseseennseaeanneeeaaneernn $ 764788 $ 1276185 § 927,750
Adjustments fo reconcile net income to net cash provided by operating acfivities:
Net principal disbursed on loans originated for sale ................. o {142,184) 0 0
Proceeds from sales of loans originafed for sale ........ 2,67 0 0
Loss related to loans sold and held for sale............. e et e et et 23,30 0 0
{Gain) loss on investment securities ............... et te et eeeteeieeertaaerataan 2eerneeaanaen eee reeeaseaeenes (19,131) 9,239 50,294
Loss on sale of Goldfish business ... e e e e 0 165,694
(Gain)blgss on equipment............c..... et e e e 1,955 6,436 0
Stock-based compensation expense ... e s 37,081 44,249 92,558
Deferred income taxes ................. et 112,581 {61,995) (262,354
Pension CUMGIIMENE. .. ... .....co.ovvioiiiee e etea e cen e eeseees oensseass et essasens —araeseseannens weeees sesssssnresees {38,891
Depreciation and amortization on premises and equipment ... [RTS 89,166 97,930 107,151
Amortization of deferred revenuEs ................oce.ieeieereee ettt eaeaeees (194,567) (133,384) (84,174)
er depreciation and amortization.. e ettt ettt e n e eane 82,83 105,562 124,247
Provision For [oan 10SSES ........ccveueieeeee e+ s e 3,206,705 2,362,405 1,615,625
Changes in assets and liabilities:
Increase) decrease in amounts due from asset securitization 0 541,549 805,292
Increase) decrease in other assets ................ccooveererenrorenecns (201,105 }|04,724 {171,801)
Increase {decrease) in accrued expenses and other liabilities (31,519 545,560 1,172,768
Net cash provided by operafing activifies ........................ e et en— et e et aaere aeirreeasaene e 3,872,586 3,597,892 4,504,159
Cash flows from investing activities
Maturities of other short-term INVESIMENTS..............oeiieeieeeeres coveeeieeeeerens oee eeeveeans cveee e eeeaen eeees 1,350,000 919,700 0
Purchases of other shor-erm INVESIMENES .........c.ceveeieeeees oot e e eeeevenenee e e eee e ns {375,000)  (2,269,700) 0
Maturities and sales of available-for-sale investment securities .. v 723,032 423,014 0
Purchases of available-for-sale investment securities.................... . s (5,285,756) (683,980} (85,740)
Maturities of held-to-maturity investment SECUFIIES ............... vrees ceoeee corirerecircieineiaensecseemeeeeeecaeseenaes 21,587 8,286 37,200
Purchases of held-to-maturity INVesIMENt SECUMNIES ...........cce. ceee oot ereees e ene s s eaeeee e {1,099} {1,269) (33,581)
Proceeds from sale of loans held for Investment................cccoioiiiieieeee e 1,469,436 0 0
Net princiﬁo' disbursed on loans held for investment..............ccooorviioieeereceeceeeeeeeeeee e (3,089,034) (7,403,826) (11,426,755)
Proceeds from SECUMZARON. ..........eo. oot et e et ees eaeeeeeeeeseeeee e eeee —emamsensensssesenins 0 3,542,850 562,
Decrease {Increase) in restricted cash — special dividend escrow ......... ... oo 643,311 (643,311) 0
Decrease {Increase] in restricted cash — for securifizaion INVESIOrs ...... .. ..ooovoieeeeeeeeiieeieaee eeveveans {124,998) 0 0
Proceeds trom sale of eqUIPMENt ............. .o.coiiiiiie oot <eereens 245 1,249 0
Purchases of premises and eQUIDMENE..............o.oowoeieieeeeeveceveeraes + ceeeeeiee eeeeeverereeees e et eraras {54,676) (53,793) {93,532)
Proceeds from the sale of Gejdﬁgh BUSINESS ... cveveeee e et et 0 0 69,529
Payments for business and other acquisitions, net of cash acquired ...........coooorvieiirieiies s 0 0 {160,278)
Net cash used for investing GCHVIRES ...............o.ooiieieeiicececerce s ieies ceeernees en + coeaereeees eeeseeenssienns (4,722,952)  (6,160,780) {6,130,962)
Cash flows from financing activities
Pr s from issuance of preferred stock and warrant .. ..........c..oooiieroioiiin s e 0 1,224,558 0
Redemcﬁﬁon O preferred stock ..o i s (1,224,558 0 0
REPUIChOSE OF WOITANE ..o oottt ettt et et ettt et eaereenee {172,000 0 0
Proceeds from issuance of COMMON SIOCK ...........ovewevereeer oo et 1,323 533,822 0
Net (decrease) increase in short-term bo S 1 eetteeeereraeenaeanereeanen teesane besessbeesaeecseeceenurreenerens 0 {500,000) {259,314}
Proceeds from issuance of secUrZE debt . ... ..o oo et ee e e et veeeeeeeaaene 00, 0 0
Maturities of securifized debt .................. e tee e eeetreeseraaeeeeansrraaraaanns (9,310,528} 0 0
Proceeds from issuance of long-term borrowings and bank notes......... .... e 1,003,427 1,098,194 0
Repayment of long-term borrowings and bank nofes........... oo e {635,912 {404,211 (397,606
Purchases of freasury stock ............c...coooiinnnn, (8,241 {11,385 '
Net increase (decrease] in deposifs .............cocvv. civererviereimse et eeses e seescseseesesece e seneeens 1,343,673 3,572,520 3,816,157
Proceeds from acquisifion of deposi s 76,627 0 0
Dividend paid to Morgon Stanley ... e s {775,000 0 0
Dividends paid on common and preferred stock ................oovoiiiiire {70,431 {101,034) (116,956)
Net cash {used in} provided by inancing aChVIIEs .................c.coeouiveieieirmeeceeeriec e ceenens (7,071,620) 5,412,464 3,035,443
Effect of exchange rate changes on cash and cash equivalents .. e et 0 0 (24,592)
Net increase {decrease) in cash and cash equivalents (7,921,986 2,849,576 1,384,048
Cash and cash equivalents, at beginning of year ...... 13,020,719 10,171,143 8,787,095
Cash and cash equivalents, at end of year ..............cc.cc...... ettt sttt $ 5,098,733 $13,020,719 $10,171,143

SUPPLEMENTAL DISCLOSURES OF CASH FLOW INFORMArﬁON:
Cash paid during the year for:
INBErest EXPENSE. .......ouiiiiiiciiecis ittt e et et e St es saeaeeeneaneaenias

Income taxes, net OF INCOME taX TRRUNMS ........oeeeeeeeie et

Non-cash transactions:
Acquisition of certificated beneficial interests in DCENT and DCMT, net of maturifies..............c.ooeucvcernennce.

Special dividend = Morgan SIanley ..........co.oiuoioi e e et e

$ 1,452,051

$ 1,266,427

$ 1,305,554

$ 169045 § 913988 $ 670,763
$ 0 $3561,139 $ 750,000
$ 33757 § (335757) $ (473,000}

See Notes to the Consolidated Financial Statements.
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Notes to the Consolidated Financial Statements

1. Background and Basis of Presentation

Description of Business. Discover Financial Services (“DFS” or the “Company”} is a direct banking and payment
services company. The Company is a bank holding company under the Bank Holding Company Act of 1956 and a
financial holding company under the Gramm-Leach-Bliley Act. The Company is subject o oversight, regulation and
examination by the Board of Governors of the Federal Reserve System (the “Federal Reserve”). Through its Discover Bank
subsidiary, a Delaware state-chartered bank, the Company offers its customers credit cards, student loans, personal loans
and deposit products. Through its DFS Services LLC subsidiary and its subsidiaries, the Company operates the Discover
Network, the PULSE network (“PULSE”) and Diners Club International (“Diners Club”). The Discover Network is a credit
card fransaction processing network for Discover card-branded and third-party issued credit cards. PULSE operates an
electronic funds transfer network, providing financial institutions issuing debit cards on the PULSE network with access to
ATMs domestically and internationally, as well as point of sale fermindls at retail locations throughout the U.S. for debit
card transactions. Diners Club is a global payments network of licensees, which are generally financial institutions, that
issue Diners Club branded credit cards and/or provide card acceptance services.

The Company’s business segments are Direct Banking and Payment Services. The Direct Banking segment includes
Discover card-branded credit cards issued to individuals and small businesses on the Discover Network and other
consumer products and services, including personal loans, student loans, prepaid cards and other consumer lending and
deposit products offered through the Company’s Discover Bank subsidiary. The Payment Services segment includes
PULSE, Diners Club and the Company’s third-party issuing business, which includes credit, debit and prepaid cards
issued on the Discover Network by third parties.

On March 31, 2008, the Company sold its U.K. credit card business (“Goldfish”) to Barclays Bank PLC. This business
represented substantially all of the Company’s International Card segment. The Infernafional Card segment is presented in
discontinued operations in this report and except where noted, all amounts in the notes to the consolidated finanicial
statements relate solely to continuing operations.

Basis of Presentation. The accompanying consolidated 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 financial statements and related disclosures. These estimates are based on information available as of the
date of the consolidated financial statements. The Company believes that the estimates used in the preparation of the
consolidated financial statements are reasonable. Actual results could differ from these estimates.

Principles of Consolidation. The consolidated 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 voting interest in any
entity other than its wholly-owned subsidiaries in the periods presented in the accompanying consolidated financial
statements.

It is also the Company’s policy to consolidate any variable interest entity for which the Company is the primary
beneficiary, as defined by GAAP. Pursuant to amendments to GAAP that became effective for the Company on
December 1, 2009, the Company concluded that it is the primary beneficiary of the Discover Card Master Trust | and the
Discover Card Execution Note Trust (the “trusts”), and accordingly, began consolidating the trusts. The Company is
deemed to be the primary beneficiary of each of these trusts since it is, for each, the trust servicer and the holder of both
the residual interest and the majority of the most subordinated interests. Because of those involvements, the Company has,
for each trust, i) the power to direct the activities that most significantly impact the economic performance of the frust, and
ii) the obligation (or right) to absorb losses {or receive benefits) of the trust that could potentially be significant. See Note
2: Change in Accounting Principle for additional information. Each of those entities did not meet the conditions for
consolidation under GAAP standards in effect through November 30, 2009, as each was a qualified special purpose
entity through that date and therefore exempt from the variable interest entity consolidation rules in effect prior to
December 1, 2009. The Company has determined that it was not the primary beneficiary of any other variable interest
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entity during the year ended November 30, 2010 and that it was not the primary beneficiary of any variable interest
entity during the years ended November 30, 2009 and 2008 under the consolidation rules in effect during those periods.

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 equity investment is less than 20% and significant influence does not exist,
such investments are carried at cost.

Recently Issued Accounting Pronouncements
The application of the following guidance will only affect disclosures and therefore will not impact the Company’s
financial condition, results of operations or cash flows.

In July 2010, the Financial Accounting Standards Board (“FASB”) issued Accounting Standards Update {“ASU”)
No. 2010-20, Disclosures about the Credit Quality of Financing Receivables and the Allowance for Credit Losses. ASU
No. 2010-20 requires a greater level of disaggregation in disclosures relating fo the credit quality of the Company’s
financing receivables and allowance for loan losses. ASU 2010-20 also requires enhanced disclosures around
nonaccrual and past due financing receivables, impaired loans and loan modifications. The standard is effective for the
first inferim or annual reporting periods ending on or after December 15, 2010, and will apply beginning with the
Company’s Form 10-Q for the quarter ending February 28, 2011. In January 2011, the FASB announced that it was
deferring the effective date of new disclosure requirements for troubled debt restructurings prescribed by ASU 2010-20.
The effective date for those disclosures will be concurrent with the effective date for proposed ASU, Receivables (Topic
310): Clarifications to Accounting for Troubled Debt Restructurings by Creditors. Currently, that guidance is anticipated fo
be effective for interim and annual periods ending after June 15, 2011.

In January 2010, the FASB issued ASU No. 2010-06, Fair Value Measurements and Disclosures (Topic 820):
Improving Disclosures about Fair Value Measurements. ASU 2010-06 revises two disclosure requirements concerning fair
value measurements and clarifies two others. It requires separate presentation of significant transfers into and out of
Levels 1 and 2 of the fair value hierarchy and disclosure of the reasons for such transfers. It will also require the .
presentation of purchases, sales, issuances and settlements within Level 3 on a gross basis rather than a net basis. The
amendments also clarify that disclosures should be disaggregated by class of asset or liability and that disclosures about
inputs and valuation techniques should be provided for both recurring and non-recurring fair value measurements. The
Company's disclosures about fair value measurements, including the new disclosures which were applicable to the
Company beginning in 2010, are presented in Note 22: Fair Value Disclosures. The disclosures concerning gross
presentation of Level 3 activity are effective for fiscal years beginning after December 15, 2010.

2. Change in Accounting Principle

Statement of Financial Accounting Standards No. 166, Accounting for Transfers of Financial Assets-an amendment of
FASB Statement No. 140 (“Statement No. 166", codified within ASC Topic 860, Transfers and Servicing) and Statement
of Financial Accounting Standards No. 167, Amendments fo FASB Interpretation No. 46(R) (“Statement No. 167",
codified within ASC Topic 810, Consolidation) became effective for the Company on December 1, 2009.

Statement No. 166 amended the accounting for transfers of financial assets. Under Statement No. 166, the trusts used
in the Company's securitization transactions are no longer exempt from consolidation. Statement No. 167 prescribes an
ongoing assessment of the Company’s involvement in the acfivities of the trusts and the Company’s rights or obligations to
receive benefits or absorb losses of the trusts that could be potentially significant in order to determine whether those
variable interest enfifies (“VIEs”) must be consolidated in the Company’s financial statements. In accordance with
Statement No. 167, the Company concluded it is the primary beneficiary of the Discover Card Master Trust | {“DCMT”)
and the Discover Card Execution Note Trust (“DCENT”) and accordingly, the Company began consolidating the trusts on
December 1, 2009. Using the carrying amounts of the trust assets and liabilities as prescribed by Statement No. 167, the
Company recorded a $21.1 billion increase in total assets, a $22.4 billion increase in total liabilities and a $1.3 billion
decrease in stockholders’ equity (comprised of a $1.4 billion decrease in retained earnings offset by a $0.1 billion
increase in accumulated other comprehensive income). These amounts were comprised of the following transition
gdiustments, which were treated as noncash activities for purposes of preparing the 2010 consolidated statement of cash

ows:

¢ Consolidation of $22.3 billion of securitized loan receivables and the related debt issued from the trusts to third-
party investors;
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e Consolidation of $0.1 billion of cash collateral accounts and the associated debt issued from the trusts;
¢ Redlassification of $2.3 billion of held-to-maturity investment securities to loan receivables;

e Redlassification of $2.3 billion of available-for-sale investment securities fo loan receivables and reversal of $0.1
billion, net of tax, of related unrealized losses previously recorded in other comprehensive income;

* Recording of a $2.1 billion allowance for loan losses, not previously required under GAAP, for the newly
consolidated and reclassified credit card loan receivables;

e Reversal of all amounts recorded in amounts due from asset securitization through (i) derecognition of the remaining
$0.1 billion value of the interest-only strip receivable, net of tax, (ii) reclassification of $0.8 billion of cash collateral
accounts and $0.3 billion of accumulated collections to restricted cash, (i) reclassification of $0.2 billion fo unbilled
accrued interest receivable, and (iv) reclassification of $0.3 billion of billed accrued interest receivable to loan
receivables; and

e Recording of net deferred tax assets of $0.8 billion, largely related to establishing an allowance for loan losses on
the newly consolidated and reclassified credit card loan receivables.

The assets of the consolidated VIEs include restricted cash and certain credit card loan receivables, which are restricted
to seftle the obligations of those entities and are not expected to be available to the Company or its creditors. Liabilities of
the consolidated VIEs include secured borrowings for which creditors or beneficial interest holders do not have recourse
to the general credit of the Company.

Beginning with the Company’s statements of income for the year ended November 30, 2010, the Company no longer
reports securitization income, but instead reports interest income, net charge-offs and certain other income associated
with all securitized loan receivables, and interest expense associated with debt issued from the trusts to third-party
investors in the same line items in the Company’s statement of income as non-securitized credit card loan receivables and
corporate debt. Additionally, the Company no longer records inifial gains on new securitization activity since securifized
credit card loans no longer receive sale accounting treatment. Also, there are no gains or losses recorded on the
revaluation of the interest-only strip receivable as that asset is not recognizable in a fransaction accounted for as a
secured borrowing. Because the Company's securifization transactions are accounted for under the new accounting rules
as secured borrowings rather than asset sales, the cash flows from securifization transactions are presented as cash flows
from financing acfivities rather than as cash flows from operating or investing activities.

The Company's statements of income for the years ended November 30, 2009 and 2008 and its statement of financial
condition as of November 30, 2009 have not been refrospectively adjusted to reflect the amendments to ASC 810 and
ASC 860. Therefore, current period results and balances will not be comparable to prior period amounts.

3. Summary of Significant Accounting Policies

Cash and Cash Equivalents. Cash and cash equivalents is defined by the Company as cash on deposit with banks,
including time deposits and other highly liquid investments, with maturities of 90 days or less when purchased. Cash and
cash equivalents included $0.4 billion and $0.5 billion of cash and due from banks and $4.7 billion and $12.5 billion of
inferest-earning deposits in other banks at November 30, 2010 and 2009, respectively.

Restricted Cash. Restricted cash includes cash whereby the Company’s ability to withdraw funds at any time is
contractually limited. Restricted cash is generally designated for specific purposes arising out of certain contractual or
other obligations.

Short-term investments. Short-term investments include certificates of deposit with maturities greater than 90 days but
less than one year when purchased.

Investment Securities. At November 30, 2010, investment securities consisted of credit card asset-backed securities
issued by other institutions, U.S. Treasury and U.S. government agency obligations, corporate debt securities, mortgage-
backed securities issued by government agencies and state agency bonds. 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. Available-for-sale investment securities are reported at fair value with unrealized gains and losses, net
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of tax, reported as a component of accumulated other comprehensive income included in stockholders’ equity. The
Company esfimates the fair value of available-for-sale investment securities pursuant to the guidance in ASC Topic 820,
Fair Value Measurements and Disclosures (“ASC 820"). The amortized cost for each held-to-maturity and
available-for-sale investment security is adjusted for amortization of premiums or accretion of discounts, as appropriate.
Such amortization or accretion is included in interest income. The Company evaluates its unrealized loss positions for
other-than-temporary impairment in accordance with GAAP applicable for investments in debt and equity securifies and
in accordance with SEC Staff Accounting Bullefin Topic 5M. Realized gains and losses and other-than-temporary
impairments related to investment securities are defermined at the individual security level and are reported in other
income.

Loans Held for Sale. When management makes a decision fo sell loan receivables, loans will be reclassified as held for
sale. The Company includes its loans held for sale in loan receivables and carries these assets at the lower of aggregate
cost or fair value. In determining fair value, management considers the expected sale price, which is based on market
analysis. An allowance for loan losses does not apply to loans held for sale. At November 30, 2010, the Company had
$788.1 million of loans held for sale, which represented a pool of whole loans specifically designated to be sold. The
Company did not have any loans classified as held for sale at November 30, 2009.

Loan Receivables. Loan receivables consist of credit card receivables and other consumer loans and include loans
classified as held for sale. Loan receivables also include unamortized net deferred loan origination fees and costs {also
see “ — Loan Interest and Fee Income”). Credit card loan receivables include consumer credit card loan receivables and
business credit card loan receivables. Credit card loan receivables are reported at their principal amounts outstanding
and include uncollected billed interest and fees and are reduced for unearned revenue related to balance transfer fees
(also see “ - Loan Interest and Fee Income”). Other consumer loans consist of student loans, personal loans and other
loans and are reported at their principal amounts outstanding.

The Company’s loan receivables are deemed to be held for invesiment at origination because management has the
infent and ability to hold them for the foreseeable future. In determining the amount of loans that can continue to be held
for investment, management considers capital levels and scheduled maturities of funding instruments used.

Cash flows associated with loans that are originated with the intent fo sell are included in cash flows from operating
activities. Cash flows associated with loans originated for investment are classified as cash flows from investing activities,
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 porfolio. The allowance is evaluated monthly for adequacy and is maintained
through an adjustment fo the provision for loan losses. Charge-offs of principal amounts of loans outstanding are
deducted from the allowance and subsequent recoveries of such amounts increase the allowance.

The Company calculates its allowance for loan losses by estimating probable losses separately for segments of the loan
portfolio with similar loan characteristics, which generally results in segmenting the portfolio by loan product type.

For its credit card loan receivables, the Company bases its allowance for loan loss on several analyses that help
estimate incurred losses as of the balance sheet date. While the Company’s esfimation process includes historical data
and analysis, there is a significant amount of judgment applied in selecting inputs and analyzing the results produced by
the models to determine the allowance. The Coshpany uses a migration analysis to estimate the likelihood that a loan will
progress through the various stages of delinqiency. The migration analysis considers uncollectible principal, inferest and
fees reflected in the loan receivables. The Company uses other analyses to estimate losses incurred on non-delinquent
accounts. The considerations in these analyses include past performance, risk management fechniques applied to various
accounts, historical behavior of different account vintages, current economic conditions, recent trends in delinquencies,
bankruptcy filings, account collection management, policy changes, account seasoning, loan volume and amounts,
payment rates, and forecasting uncertainties. The Company does not identify individual loans for impairment, but instead
estimates its allowance for credit card loan losses on a pooled basis, which includes loans that are delinquent and/or no
longer accruing interest.
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Loan receivables that have been modified under troubled debt restructurings are evaluated separately from the pool of
receivables that is subject to the above analysis. As part of certain collection strategies, the Company may place a
cusfomer’s account in a permanent workout program under which the loan may be restructured, at which time the
customer’s future borrowing privileges are suspended. Therefore, the Company has no commitments to lend additional
funds to customers in a permanent workout program. Such modifications are accounted for in accordance with ASC
310-40, Troubled Debt Restructuring by Creditors. Credit card loan receivables modified in a troubled debt restructuring
are recorded at their present values with impairment measured as the difference between the loan balance and the
discounted present value of cash flows expected to be collected. Changes in the present value are recorded to the
provision for loan losses. All of the Company’s permanent workout loans, which are evaluated collectively on an
aggregated basis, had a related allowance for loan losses.

For its other consumer loans, the Company considers historical and forecasted estimates of incurred losses in estimating
the related allowance for loan losses. The Company may also consider other factors, such as current economic conditions,
recent frends in delinquencies and bankruptcy filings, account collection management, policy changes, account
seasoning, loan volume and amounts, payment rates and forecasting uncertainties.

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 customer’s billing statement. Delinquency is reported on loans that are 30 or more days past
due.

Credit card loans are charged off af the end of the month during which an account becomes 180 days past due.
Closed-end consumer loan receivables are charged-off at the end of the month during which an account becomes 120
days contractually past due. Customer bankruptcies and probate accounts are charged off of 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. Receivables associated with alleged or potential fraudulent transactions 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 Company’s
charge-off policies are designed to comply with guidelines established by the Federal Financial Institutions Examination
Council (“FFIEC”).

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 customers 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 customer 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. Customers may also qualify for a workout re-age when either a longer

term or permanent hardship exists. The Company's re-age practices are designed to 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 cosis 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 fo internally developed software
are capitalized in accordance with ASC Subtopic 350-40, Intangibles — Goodwill and Other: Internal Use Software.
Pursuant fo that guidance, costs are expensed as incurred during the preliminary project stage and post implementation
stage. Once the capitalization criteria as defined in GAAP have been met, external direct costs 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 infernal use are capitalized.
Amortization of capitalized costs begins when the software is ready for its intended use. Capitalized software is included
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in premises and equipment, net in the Company’s consolidated statements of financial condition. See Note 8: 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 fest at the reporting unit level each year, or more often if conditions
indicate impairment may have occurred, pursuant to ASC Topic 350, Infangibles — Goodwill and Other. The Company’s
reported goodwill relates to PULSE and the reporting unit is comprised of the PULSE business. The goodwill impairment
analysis is a two-step fest. In the first step, the fair value of the reporting unit is compared to its carrying value. If the fair
value of the reporting unit exceeds its carrying value including goodwill, goodwill is considered to be not impaired. If the
carrying value including goodwill exceeds its fair value, goodwill is potentially impaired and the second step of the test
becomes necessary. In the second step, the implied fair value of goodwill is derived and compared fo the carrying
amount of goodwill. The implied fair value of goodwill is the excess of the fair value of the reporting unit over the sum of
the fair values of all identifiable assets less the liabilifies associated with the reporting unit. If the carrying value of
goodwill allocated to the reporting unit exceeds its implied fair value, an impairment charge is recorded for the excess.

Intangible Assefs. The Company’s intangible assets consist of both amortizable and non-amortizable intangible assets.
The Company’s amortizable intangible assets consist primarily of acquired customer relationships and certain trade name
infangibles. 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, 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
intangibles in a manner that reflects the pattern in which the projected net cash inflows to the Company are expected to
occur, where such pattern can be reasonably determined, as opposed to the straight-line basis. This method of
amortization typically results in a greater porfion of the intangible asset being amortized in the earlier years of its 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 when events or conditions indicate that the carrying value
of an asset may not be fully recoverable from future cash flows. A fest 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. 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 the remaining useful lives of the assets. If an impairment write-down is recorded, the -
remaining useful life of the asset will be evaluated fo determine whether revision of the remaining amortization or
depreciation period is appropriate.

The Company’s nonamortizable infangible assets consist of the international transaction processing rights and brand-
related intangibles included in the acquisition of Diners Club. These assets are deemed to have indefinite useful lives and
are therefore not subject to amortization. All of the Company’s nonamortizable intangible assets are subject to a test for
impairment annually, or more frequently if events or changes in circumstances indicate that the asset might be impaired.
As required by GAAP, if the carrying value of a nonamortizable intangible asset is in excess of its fair value, the asset
must be written down fo its fair value through the recognition of an impairment charge to earnings. In contrast to
amortizable intangibles, there is no test for recoverability associated with the impairment test for nonamortizable
intangible assets. Y

Stock-based Compensation. Pursuant to ASC Topic 718, Compensation — Stock Compensation (“ASC 718"), the
Company measures the cost of employee services received in exchange for an award of stock-based compensation based
on the grant-date fair value of the award. The cost is recognized over the requisite service period, except for awards
granted to retirement-eligible employees, which are fully expensed by the grant date. No compensation cost is
recognized for awards that are subsequently forfeited.
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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 faxes.

Financial Instruments Used for Asset and Liability Management. The Company enters info derivative financial
instrument contracts, specifically interest rate swaps, fo manage interest rate risk arising from certain interest-rate sensitive
assets and liabilities, and it accounts for such transactions in accordance ASC Topic 815, Derivatives and Hedging.
Derivative contracts having positive net fair values, 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 fo such derivatives hedging interest-bearing deposits or
long-term debt, changes in both the fair value of the derivatives and the gains or losses on the hedged interest-bearing
deposits or long-term debt relating to the risk being hedged are recorded in interest expense and provide offset to one
another. Ineffectiveness related to these fair value hedges, if any, is recorded in interest expense. With regard to
derivatives hedging future cash flows resuliing from credit card loan receivables attributable to changes in benchmark
inferest rates, changes in the fair value of the derivatives are recorded in other comprehensive income and are
subsequently reclassified info interest income in the period that the hedged forecasted transaction affects earnings.
Ineffectiveness related to these cash flow hedges, if any, is recorded in other income.

Accumulated Other Comprehensive Income. In accordance with the requirements of ASC Topic 220, Comprehensive
Income, the Company records unrealized gains and losses on available-for-sale securities, certain pension adjustments,
changes in the fair value of cash flow hedges and foreign currency translation adjustments in accumulated other
comprehensive income on an dfter tax basis where applicable. The Company presents accumulated other comprehensive
income, net of tax, in ifs consolidated statements of changes in stockholders’ equity.

Significant Revenue Recognition Accounting Policies

Loan Interest and Fee Income. Inferest 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 credit card loans is included in
loan receivables when billed to the customer. The Company accrues unbilled interest revenue each month from a
customer’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 inferest receivable on the consolidated statements of financial condition. Interest on other consumer loan
receivables is accrued monthly in accordance with their contractual ferms and recorded in accrued interest receivable in
the consolidated statements of financial condition.

The Company recognizes fees (except annual fees, balance transfer fees and certain product fees) on loan receivables
in interest income or loan fee income as the fees are assessed. Annual fees, balance fransfer fees and certain produd fees
are recognized in inferest income or loan fee income ratably over the periods to which they relate. Balance transfer fees
are accrefed to interest income over the life of the related balance. As of November 30, 2010 and 2009, deferred
revenues related to balance transfer fees, recorded as a reduction of loan receivables, was $43.9 million and $24.9
million, respectively. Loan fee income consists of fees on credit card loans and includes annual, late, refurned check, cash
advance and other miscellaneous fees and is reflected net of waivers and charge-offs. Prior to February 2010, the
Company charged overlimit fees that were also recorded in loan fee income.

Pursuant to ASC Subtopic 310-20, Receivables — Nonrefundable Fees and Other Costs, direct loan originafion costs on
credit card loans are deferred and amortized on a straight-line basis over a one-year period and recorded in interest
income from credit card loans. Direct loan origination costs on other loan receivables are deferred and amortized over
the life of the loan and recorded in interest income from other loans. As of November 30, 2010 and 2009, the remaining
unamortized deferred costs related fo loan origination were $12.5 million and $20.2 million, respectively, and were
recorded in loan receivables.
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The Company accrues inferest and fees on loan receivables unfil the loans are paid or charged off, except in instances
of customer bankruptcy, death or fraud, where no further interest and fee accruals occur following notification. Payments
received on nonaccrual loans are allocated according to the same payment hierarchy methodology applied fo loans that
are accruing interest. 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 statements of income. Charge-offs and
recoveries of amounts which relate fo capitalized inferest on student loans are treated as principal charge-offs and
recoveries, affecting the allowance for loan losses rather than interest 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 card acceptance agreements for processing credit card purchase transactions. Discover
card transaction volume was concentrated among the Company’s top 100 merchants in 2010, with ifs largest merchant
accounting for approximately 8% of that transaction volume. The Company earns acquirer inferchange revenue from
merchant acquirers on all transactions made by credit card customers at merchants with whom merchant acquirers have
entered into card acceptance agreements for processing credit card purchase fransactions. The Company pays issuer
interchange to third-party card issuers who have entered info contractual arrangements fo issue cards on the Company’s
networks as compensation for risk and other operating cost. The discount revenue or acquirer inferchange is recognized
as revenue, net of the associated issuer inferchange cost, at the time the fransaction is captured.

Customer Rewards. The Company offers its customers various reward programs, including the Cashback Bonus reward
program, pursuant fo which the Company pays cerfain customers a reward equal to a percentage of their credit card
purchase amounts based on the type and volume of the customer’s purchases. The liability for customer rewards, which is
included in accrued expenses and other liabilities on the consolidated statements of financial condition, is estimated on an
individual customer basis and is accumulated as qualified customers make progress toward earning the reward through
their ongoing credit card purchase activity. In defermining the appropriate liability for customer rewards, the Company
estimates forfeitures of rewards accumulated but not redeemed based on historical account closure and charge-off
experience, actual customer credit card purchase activity and the ferms of the rewards program. In accordance with ASC
Subtopic 605-50, Revenue Recognition: Customer Payments and Incentives (“ASC 605-50}, the Company recognizes
customer rewards cost as a reduction of the related revenue. For the years ended November 30, 2010, 2009 and 2008,
rewards costs, adjusted for estimated forfeitures, amounted to $737.8 million, $669.5 million and $709.7 million,
respectively. At November 30, 2010 and 2009, the liability for customer rewards, adjusted for estimated forfeitures, was
$912.3 million and $815.8 million, respectively, which is included in accrued expenses and other liabilities on the
consolidated statement of financial condition.

Fee Products. The Company earns revenue related fo fees received for marketing services provided by third parties that
are ancillary to the Company’s credit card and personal loans, including debt deferment/debt cancellation contracts and
identity theft protection services, fo the Company’s customers. The amount of revenue recorded is based on the terms of
the agreements and contracts with the third parties that provide the services. The Company recognizes this income over
the agreement or contract period as earned.

Transaction Processing Revenue. Transaction processing revenue represents fees charged to financial insfifutions and
merchants for processing ATM, debit and point-of-sale transactions over the PULSE network and is recognized at the time
the transactions are processed. Transaction processing revenue also includes network participant revenue earned by
PULSE related to fees charged for maintenance, support, information processing and other services provided to financial
institufions, processors and other participants in the PULSE network. These revenues are recognized in the period that the
related transactions occur or services are rendered.

Royalty and Licensee Revenue. The Company earns-revenue from licensing fees for granting the right to use the Diners
Club brand and processing fees for providing various services to Diners Club licensees. Royalty revenue is recognized in
the period that the cardmember volume used to calculate the royalty fee is generated. Processing fees are recognized in
the month that the services are provided. Royalty and licensee revenue is included in other income on the consolidated
statements of income.

Incentive Payments. The Company makes certain incentive payments under contractual arrangements with financial
institutions, Diners Club licensees, merchants and cerfain other customers. In accordance with ASC Topic 605-50,
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payments to customers are generally classified as contra-revenue unless a specifically identifiable benefit is received by
the Company in consideration for the payment and the fair value of such benefit is determinable and measurable. If no
such benefit is identified, then the entire payment is classified as contra-revenue, and included in other income in the
consolidated statements of income in the line item where the related revenues are recorded. If the payment gives rise fo
an asset because it is expected fo directly or indirectly contribute to future net cash inflows, it is deferred and recognized
over the expected benefit period. The unamortized portion of the deferred incentive payments included in other assets on
the consolidated statements of financial condition was $45.8 million and $44.9 million at November 30, 2010 and
2009, respectively.

Significant Accounting Policies Effective Prior to the Adoption of FASB Statements No. 166 and 167 :

Loans Held for Sale. Prior fo the adoption of FASB Statements No. 166 and 167, loans held for sale generally included
the amount of credit card receivables necessary to support net new securitization transactions expected to take place over
the subsequent three-month period. The amount of existing credit card receivables that would be reclassified as held for
sale was limited to three months from the balance sheet date, as securitizations that were to occur beyond that point
involved a significant proportion of receivables that had not yet been originated, due fo customer 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 considered 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.

The amount of credit card receivables classified as held for sale was determined on a homogeneous portfolio basis,
because the seller’s interest represents an undivided interest in each loan transferred to the securitization trust. Credit card
loan receivables that were classified as held for sale were reported at their par value because management believed that
approximated their fair values as o result of the shori-term nature of the assets. An allowance for loan losses does not
apply to loans held for sale.

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

Retained Inferests 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. Prior to the
adoption of Statements No. 166 and 167, the Company’s securitization transactions were recognized as sales and
accordingly, the Company removed securitized credit card receivables from loan receivables on its consolidated
statements of financial condition. The Company retained interests in the transferred financial assets in various forms
including an undivided seller’s inferest, certificated beneficial interests in the trust assets, accrued interest and fees on
securitized credit card receivables (“accrued inferest 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 sirip receivable”).

The Company included its undivided seller’s interest within loan receivables in the consolidated statements of financial
condition. The Company classified certificated retained beneficial interests as available-for-sale or held-to-maturity
investment securities on the consolidated statements of financial condition at their estimated fair values or amortized costs,
respectively. All other retained inferests were recorded on the consolidated statements of financial condifion in amounts
due from asset securitization. Certain components of amounts due from asset securitization were short-ferm in nature and,
therefore, their carrying values approximated fair values. The remaining retained interests in amounts due from asset
securitization were accounted for like trading securities and, accordingly, were marked fo fair value each period with
changes in their fair values recorded in securitization income.

Cash flows associated with the securitization of credit card receivables that were originated for investment were
included in cash flows from investing activities. Cash flows related to credit card receivables transterred to the trust during
the term of a securitization in order to maintain a constant level of investor interest in receivables were classified as
operating cash flows, as those receivables were treated as being originated specifically for sale.
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Securitization Income. When beneficial interests in securitized receivables were issued to third-party investors, the
Company recognized a gain on the transfer of the loan receivables. The amount of the gain depended 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 was recorded in
the consolidated statements of financial condition and represented 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 transactions (“the excess spread”) from the frust over the estimated life of the securitized loan receivables.
The interest-only strip receivable was recorded at its estimated fair value with subsequent changes in fair value recorded
in securitization income. The Company estimated 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 recogpnition of securifization income from the actual net excess cash flows accrued was offset in part by
the revaluation of the interest-only strip receivable such that the interest-only strip receivable reflected only future excess
cash flows. Also included in securitization income was the annual servicing fee the Company received based on a
percentage of the investor inferest outstanding. The Company did not recognize servicing assets or servicing liabilities for
servicing rights since the servicing fee approximated adequate compensation to the Company for performing the
servicing. In addition, the Company, in accordance with governing securitization documents, allocated portions of
discount and inferchange revenue fo all credit card securitization fransactions, which was also recognized as
securitization income. Securitization transaction costs were deferred and amortized to securitization income over the life
of the related transactions.

4. Discontinued Operations

On March 31, 2008, the Company completed the sale of the Goldfish business, previously reported as the
Infernational Card segment, to Barclays Bank PLC. The aggregate sale price under the agreement was £35 million
{equivalent to approximately $70 million), which was paid in cash at closing.

The following table provides summary financial information for discontinued operations related to the sale of the
Company’s Goldfish business {dollars in thousands):

For the Year Ended
November 30,
2008
REVENUESI! ... .ottt ettt ee et e e et et et et et et et ean et eneareetteseaReese Seseesee tesseieemesseseessessesssessessessessenseenen $130,935
Income from discontinued operations. ... ......coveervevuieeeceee e $ 50,505
Loss on the sale of discontinued operafionst? (225,289)
Pretax loss from disconfinued operations................ ettt v o ——aa e ettt ease oA sseraa ettt ea s Rttt oeeanenesereeatananeneanaeetessanenstensarasetennas {174,784)
INCOME HAX BENERHA. . ..ot te e s e s s eees s s ba st e s s s s sses s mas s eban b s e s s e sea st anmtnenesaneeas (39,621)
Loss from discontinued operations, net of tax $(135,163)

(1) Revenues are the sum of net interest income and other mcome.
{2} Loss on the sale of discontinued operations for the year ended November 30, 2008 includes a $27.1 million realization of cumulative foreign currency translation adjustments which were
previously recorded net of fax. As a result, there 1s no fax impact for the year ended November 30, 2008 reloted fo the realization of cumulative foreign currency translation adjustments.
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5. Investment Securities
The Company’s investment securities consist of the following (dollars in thousands):

November 30,
2010 2009 2008
ULS. Treasuny SBOUMHES ...oooo. vttt ettt et tvavenie cee + seuetene et e ne s esr et ent e $1,575,403 $ 0 $ 0
U.S. government agency SECUMHIES .............cciee coriiiiiiriiiiiiieieis orreee ceicieieie « cu oot teaciens coe et e eeeeaenne 1,888,701 0 0
States and political subdivisions of SIS ..............cceveiiiirieis et e e s 51,774 68,553 70,290
Other securities:
Certificated retained interests in DCENT and DCMTID L.._....oooiiiiioee oot oo s eneeenen 0 4,501,108 981,742
Credit card asset-backed securities of other issuers ... 1,031,112 381,705 85,762
Corporate debt SecUrfIEs!2 ... ..o e et e 507,896 0 0
Asset-backed commercial paper NOtes ...............occoioiuiirericeiieii et e e 0 58,792 59,586
Residential morigage-backed secuUrifies............... oo s 9,800 12,929 16,495
Other debt and equity securities ..............cocc. coveerenecn. e ettt et rnees 10,709 12,210 14,069
Total other securities..... ......... 1,559,517 4,966,744 1,157,654
Total investment securities $5,075,395 $5,035,297 $1,227,944
n U‘f):" adoption of Statements No. 166 and 167, the amount outstanding at November 30, 2009 was redlassified to loan receivables. See Note 2 Change in Accounting Principle for more
information.
(2} Amount represents corparate debt abligations issued under the Temporary Liquidity Guarantee Progrom {TLGP) that are guaranteed by the Federal Deposit Insurance Corporation {FDIC)
The amortized cost, gross unrealized gains and losses, and fair value of available-for-sale and held-to-maturity
investment securities are as follows (dollars in thousands):
Gross Gross
Amortized  Unrealized Unrealized
Cost Gains Losses Fair Value
At November 30, 2010
Available-for-Sale Investment Securities(!
ULS Treasury SECUMMES .......c.c... coiiiremieniairicmasseaceeonaneses e sa e tesesees coemtssmnencenesins secarensasia $1,576,094 $ 344 $ (1,585) $1,574853
U.S government agency securities ..........c...c....... 1,888,909 1,090 (1,298) 1,888,701
Credit card asset-backed securities of other issuers ...........oococe ooeeeeeeeeeeen 1,017,183 13,983 {54 1,031,112
Corporate debt SECUHES .............coov vt e e e 507,757 24} {102) 507,896
Equity SECUMTIES ..o ittt e e 15 2 0 17
Total available-for-sale investment securifies ..............oocoveieeeeiviiceeeeciiees e $4,989,958  $15660 $ (3,039 $5002,579
Held-fo-Maturity Investment Securities(?
U.S. Treasury SeCURRESI ... .. oottt et es st resessasseeees eseustamencesraescesseaseanaansena $ 550 § o 3 0 550
States and political subdivisions of SFAtes.............cccoruiieeerieis et e e, 51,774 281 {3,771) 48,284
Residential morigage-backed securities. .............errriiuecncierri et 9,800 849 0 10,669
Other debt SECURBIBSII ...............coeviviiieeiieeic ettt eseae e e s s eaesees e sesssesesensensseanas 10,692 0 0 10,692
Total held-to-maturity investment SECURHES ................cocorre woveriees erriereis cveeee esrineecens $ 72816 $1,150 $ (3771) $ 70,195
At November 30, 2009
Available-for-Sale Investment Securitiest!)
Certificated retained interests in DCENT ...............ocovvviueieeieeieeeiees e eeneeeas e $2,330,000 § 978  $(126,009) $2,204,969
Credit card asset-backed securities of other issUers ...........co.ocov oo 362,377 19,362 (34} 381,705
Asset-backed commercial paper notes.................. 51,337 7,455 0 58,792
Equity securities ...........c...ccveueicnne. e h et ettt eas | omieaeat e e e e aeean e 15 0 0 15
Total available-for-sale investment securities ................oovieieoii e $2,743,729  $27,795  $(126,043) $2,645,481
Held-to-Maturity Investment Securities?
States and political subdivisions of States ..o $ 68553 $ 19§ 16162) $ 462,410
Certificated retained interests in DCENT and DCMT . ‘e 2,296,139 0 (430,655) 1,865,484
Residential morigage-backed securities ..............ccoiviieinceei e 12,929 972 0 13,901
Other debt SECUTIIBS! .......oteeer ettt ettt eeevee e eeeaeeere st essesssssesennssnsseaeseansarens . 12,195 0 0 12,195
Total held-to-maturity investment SECURIHES .................ieerueeerniceseerseeseneceeesecrensesceresaesanseaes $2,389816 § 991 $(436,817) $1,953,990

{1} Available-for-sale investment securifies are reported at fair value
{2) Held-lo-maturity investment securifies are reported at amortized cost

{3)  Amount represents securities pledged as collateral to a government-related merchant for which transaction setflement occurs beyond the normal 24-hour period.
{4) Included in other debt securities at November 30, 2010 and 2009 are commercial advances of $7 9 million and $9.4 million, respectively, related to the Company’s Community Reinvestment Act

sirategies.
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The following table provides information about investment securities with aggregate gross unrealized losses and the
length of time that individual investment securities have been in a continuous unredlized loss position as of November 30,
2010 and 2009 {dollars in thousands):

Less than 12 months More than 12 months

Number of
Securities ina  Fair Unrealized Fair Unrealized
Loss Position  Value Losses Vdlue Losses
At November 30, 2010
Available-for-Sale Investment Securities
U.S. Treasury SECUMHIES .....c.eveueieiieieieiee s ceeteeeeeeneeesesesseeeseaesesenenneee 17 $1,2626706 $ 1,585 § o 3 0
U.S. government agency securities 18 $1,181,148 $ 1,298 § 0 0
Credit card asset-backed securities of other iSSUETS ........vvvev oo 23 $ 238,646 § 54 § 0 $ 0
Corporate debt SeCUMHEs..............cooeviviiiiiiee et neae 5 $ 230441 § 102 § o 0
Held-to-Maturity Investment Securifies
State and polifical subdivisions of states ... 4 $ 7731 $§ 239 §$ 27603 § 3,532
At November 30, 2009
Available-for-Sale Investment Securities
Certificated retained inferests in DCENT.........c.ovvovovoereeeeeeeeeeeeeeeeeeeee e 10 $1,149,143  $115,857 $889,848  $10,152
Credit card asset-backed securities of other issuers............ococovovierivieieiereeenne 9 $ 127509 § 34 3 o $ 0
Held-to-Maturity Investment Securifies
State and polifical subdivisions of states.............. .....cococoiiiiiieiiieeens . 5 $ 0o $ 0 $51778 § 6,162
Certificated retained interests in DCENT and DCMT 3 $1,865,484 $430,655 §$ 0o $ 0

During the years ended 2010, 2009 and 2008, the Company received $744.6 million, $431.3 million and $37.2
million, respectively, of proceeds related to maturities, redemptions, liquidation or sales of investment securities.

During the year ended November 30, 2009, the Company received $72.9 million of proceeds, and recorded $5.4
million of gross realized gains and no gross redlized losses, from the sale of credit card asset-backed securifies of other
issuers. There were no sales of available-for-sale investment securities during the years ended 2010 or 2008.

The Company records gains and losses on investment securities in other income when investments are sold or
liquidated, when the Company believes an investment is other than temporarily impaired prior to the disposal of the
investment, or in certain other circumstances. During the year ended November 30, 2010, the Company recorded losses
of $0.4 million on other debt securities and a $19.6 million pretax gain related to the liquidation of collateral supporting
the asset-backed commercial paper notes of Golden Key U.S. LLC (“Golden Key”), which had invested in mortgage-
backed securities. The investment was originally purchased in 2007 for $120.1 million, subsequently written down to
$51.3 million and, in August 2010, liquidated for $70.9 million.

During the years ended November 30, 2009 and November 30, 2008, the Company recorded $9.2 million and
$50.3 million of other than temporary impairment {“OTTI"), which was recorded entirely in earnings, the majority of
which was related fo Golden Key.

The Company records unrealized gains and losses on its available-for-sale investment securities in other comprehensive
income. For the years ended November 30, 2010, 2009 and 2008, the Company recorded net unredlized losses of $6.7
million, $14.1 million and $79.3 million ($4,2 million, $8.5 million and $50.2 million affer tax), respectively, in other
comprehensive income. For the year ended November 30, 2010, the Company reversed an unrealized gain of $7.5
million ($4.7 million ofter tax) from other comprehensive income upon liquidation of the collateral supporting the Golden
Key investment. Additionally, the Company eliminated a net unrealized loss of $125.0 million ($78.6 million after tax)

upon consolidation of its securitization frusts in connection with the adopfion of Statements No. 166 and 167 on
December 1, 2009.

At November 30, 2010, the Company had $3.5 million of gross unredlized losses in a continuous loss position for
more than 12 months on its held-to-maturity investment securities in states and political subdivisions of states, compared
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to $6.2 million of gross unrealized losses at November 30, 2009. The Company believes the unrealized loss on these
investments is the result of changes in interest rates subsequent to the Company’s acquisitions of these securities and that
the reduction in value is temporary. The Company does not intend fo sell these investments nor does it expect fo be
required to sell these investments before recovery of their amortized cost bases, but rather expects to collect all amounts

due according to the contractual terms of these securities.

Maturities and weighted average yields of available-for-sale debt securities and held-to-maturity debt securifies at

November 30, 2010 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?
U.S Tredsury SECUMIHIES .....ov.cuevemeeereeroeereraeemsereeesecenes $ 201,094 $1375000 $ O § 0 $1,576,094
U.S government agency securifies 241,119 1,647,790 0 0 1,888,909
Credit card asset-backed securities of other iSsUers ..............coverivvereeeeeierecriesenas 742,832 274,351 0 0 1,017,183
Corporate debt SECUIBIES ...........cuouruiieiieriicieieii ettt e s aeae s 51,271 456,486 0 0 507,757
Total available-for-sale investment SeCUFIfies .............cooverrerrerceriicnrieice s $1,236,316 $3753627 $§ O § 0 $4,989,943
Held-to-maturity — Amortized Cost?
U.S. TrEOSUNY SECUTTHIES ....ovovoieiriciietecrstieeen e cen s cnrbe st eebaea s sestetonsaconen $ 550 $ o $ 0 ¢ 0 550
State and political subdivisions of states .. I 0 2905 5,630 43,239 51,774
Residential morigage-backed securities ............cc.occeicniiniiiniii e 0 0 0 9,800 9,800
Other debt SECUNIES .........eeeveeeeeeeeeee et es s bea s esabe st e sasesseseasnran 619 4,210 2,072 3,791 10,692
Total held-to-maturity investment SECUFIHIES .........c.c.vreerreceemimrermriremnreccireseieans $ 1,169 $§ 7115 $7702 $56,830 $ 72816
Available-for-sale ~ Fair Values"
U.S Treasury SECURHIES ..........cooueiiiiiiciiiiiccc sttt e $ 201,067 $1373786 $ O §$ 0 $1,574,853
U.S government agency securities 240,825 1,647 876 0 0 1,888,701
Credit card asset-backed securities of other issuers .............coovvverieivieviceeiciereenene, 745,410 285,702 0 0 1,031,112
Corporate debt SECUIRIES .........c.ouorrueieiiciercetcreeee et et naes 51,239 456,657 0 0 507,896
Total available-for-sale investment SECUMtES ..........oveveeeeeieieeieeeeeceeer e $1,238,541 $3764021 § O § 0 $5,002,562
Held-to-maturity - Fair Values?
U.S. Treasury SECURHES .........ccvcrirerierercacieecreicresereseeemensesmasssssssssssssnassasssnsesnes $ 550 $ o $ 0 % 0 550
State and political subdivisions of states 0 3,004 5,784 39,496 48,284
Residential mortgage-backed securities 0 ’ 0 0 10,669 10,669
OHhEr debt SECUIHES ... .o e eee e eae s esetstserseseanesensansaseasesnanas 619 4,210 2,072 3,791 10,692
Total held-to-maturity investment SECURFIES ...........oovuerruermeemnercecrerircrrcierereerecons $ 1,169 § 7214 $7856 $53956 $ 70,195

{1} Available-for-sale investment securities are reported at fair value.
{2} Held-to-maturity investment secunties are reported ot amortized cost.
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After One  Five
Year Years
One Year Through  Through
or Five Ten After Ten
Less Years Years Years Total
Available-for-sale investment securities!!
ULS. Treasury SECUMNES ........ccoceceeruuemreememeaneasesieeeentenereseanarassissessssssssssnssasssosssssssanessas 0.31% 0.82% 0.00% 0.00% 0.75%
U.S. government agency SECURNIES ...........cc.cuemieiiiiuimiciniriiiiiciniene ettt nas 0.53% 0.78% 0.00% 0.00% 0.75%
Credit card asset-backed securities of Oher ISSUETS .............covvveieeereeieereeeereseseseneresereseseserenenes 1.58% 3.00% 0.00% 0.00% 1.96%
Corporate debt SECURRIES ...........occeeereierereictii et es et eae et eaes s reaenceseacanes 0.46% 0.62% 0.00% 0.00% 0.60%
Total available-for-sale investment SECURBES ..............ceveeeerieei e ses s 1.12% 0.93% 0.00% 0.00% 0.98%
Held-to-maturity investment securities
ULS. Treasury SBCUMHIES ......c.ceeuireeieenricreaerernasissestssnnrssentanseseaseseseeseesessensansassnsesassssnisscasens 0.16% 0.00% 0.00% 0.00% 0.16%
State and political subdivisions of states ... 0.00% 4.27% 542%  4.469% A75%
Residential morigage-backed securities...... 0.00% 0.00% 0.00% 552% 5.52%
Other debt securities..........c.ooeeeeeeeeeeenen.. 4.17% 3.65% 6.16% 3.47% 4.10%

2.28% 3.90% 5.62% 475% 472%

{1) The weighted average yield for ovailable-for-sale investment securities is calculated based on the amortized cost.
The following table presents interest and dividends on investment securities (dollars in thousands):

For the Years Ended
November 30,
2010 2009 2008
TOXADIE INTEIESE ......cveeee et re et e vee e ee et e eeteases s ase e et en e reaseneetsarasentenreteerenseseetererestersenertens $23,857 $65,959 $48,787
TX @XEMPEINIEIESE. ..o iciitieietcieieteeieetetese et eaesieteteseseseesesnssesassssnsansesatessasacasesemensebenasanese et entastarereesesentosasasemeasenn 2,365 2,735 2,489
DIVIENAS ...t ee et e e e et e e et st et s e et e ae st esenees e ten et e R eansasan s et ets s e s teatas et e serea b beateseerenreres 0 0 69
Total INCOME fTOM INVESIMENE SEOUMEES .....e.eeeeeeeeeeeeeeeeeeteeeeeeeeeeseeseatestaneseeseseessnteetessaressessasessensaneasensassssasensensenens $26,222 $68,694 $51,345
6. Loan Receivables
Loan receivables consist of the following {dollars in thousands):
November 30,
2010 2009
LOANS Bl FOr SAIBIN...........eeee et eeee e ee e eemes et sasaa s s s s et s s s sassasesastas st s snastesemssansannsasaesanersnasas $ 788,101 § 0
Loan portfolio:
Credit card loans:
DISCOVEE CaNIZHI) et e ettt e e et e e aeeseeeeetesemtestenestensaaesteneateatas e sassen s bastetensstensansensanans 44,904,267 19,826,153
DiSCOVET BUSINESS GO .........oeoeoeeeeceeeeceeeneaene e teteieseeseessesseesasassssssessasasasasanssssssasssemssasasssssasnsasnnsasasssassresassssase 252,727 404,149
TOtal Credit CANA OGNS ........ovovceieeeeeeee et e e ee s s oo s s eses e besaseaeses s enensebasasseseasessarasaseasesannarane 45,156,994 20,230,302
Other consumer loans:
PErsOnGl JOONS ... eee et ee e st easesesaeneeeseeea s tasasasasnseenensaeansensasasntasnserraesearanaresarasann 1,877,633 1,394,379
Federal SudEnt loanstl . .................coovimieieeeieeeece et naeae s aes s easass s eaessa et eesarenssssa s sassebanaresansasesasennen 0 1,352,587
PrVate SIUABNE IOGNSHI ... oot eeee e eeneeseesentssasessnsessssasarassnessatseasassassrsssssasasnsatessanososeassen 999,322 579,679
BT ettt ee e et et eaee e s e et esemearesseesenseeaneanessanesesenoasesetes e A taseser oAttt et e st satasa st es et senerenenesenteteneaes 14,363 68,137
TOUa! OtMEr COMSUMET IOONS ..ot e e e e e eee e eeeeseeeame e eeeaeanseseatensamsamsnseeessarsmsenesnsasssenen 2,891,318 3,394,782
TOR OGN PO ......vvverereeistcien ettt s et ses e e s et e e s esassssesaesssessssaesstnseessensscssensncasaraene 48,048,312 23,625,084
Total loan receivables ..............ocvvveveeeeeeiiecanee Jeeere AR AR AR RS AR 48,836,413 23,625,084
Allowance for loan losses..........ccooveeeeeueeannn. e etetereratete it sas s s e e ta et ere anAe At A ana st eantes b sasanentere (3,304,118)  (1,757,899)
Net loan receivables................ccceverviiiviecececereee e eereasbeteetesteeteesteberaenteeseenrets i raeeententensetaeneearantas $45,532,295 $21,867,185

(1} Amount represents the remaining federal student loans at November 30, 2010 which indudes $500.2 million of student loan receivables, which, along with accrued interest of $1.2 million, are
pledged as collateral against a long-term borrowing.

(2)  Amounts indude $19.5 billion underdying investors’ interest in trust debt ot November 30, 2010, and $14.9 billion and $9.9 billion in seller’s interest at November 30, 2010 and 2009,
respectively. See Note 7: Credit Card Securifization Activities for further information.

{3} Upon adoption of Statements No. 166 and 167, the Company consolidated $22.3 billion of securitized loan receivables, reclassified $4 6 billion from investment securities fo loan receivables and
recorded a $2.1 billion allowance for foan losses. See Note 2: Change in Accounting Principle for more information.

{4)  Federal student loans are guaranteed by the U.S. Depariment of Education. Private student loans are made directly to the student with no govemment guaranees.
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In 2010, the Company decided to sell all of its remaining federal student loans. It sold $1.5 billion of federal student
loans to the U.S. Department of Education (“DOE”) under the Ensuring Continued Access to Student Loans Act of 2008
(“ECASLA"} and at November 30, 2010, had reclassified all remaining federal student loans as held for sale. As a result,
the iompdny recorded a loss of $23.1 million as a reduction of other income to record the loans at lower of cost or
market.

Also in 2010, the Company sold $48.1 million and $46.7 million of Discover business card loans and other loans,
respectively, fo third parties. Related to these sales, the Company charged off $25.3 million to the allowance for loan
losses.

The following table provides changes in the Company’s allowance for loan losses for the years ended November 30,
2010, 2009 and 2008 (dollars in thousands):

For the Years Ended November 30,
2010 2009 2008
Balance at beginning of year.........cc.ococciiieiiciiicn . $1757899 $1,374585 $ 759,925
Addition to allowance related to securitized receivablest! 2,144,461 0 0
Additions:
Provision FOr TN J0SSEs ... .......o.oviieeceec ettt et ettt enenene 3,206,705 2,362,405 1,595,615
Deductions:
Charge-off related to loans Sold............... c.oooieiiioie et s (25,342) 0 0
Charge-offs:
DASCOVET AN ... ettt eeeee oot et e e e e eae e nes e e st e eeaseseenare s ameeaaneenaen (4,094,236) (2,034,458) (1,119,362)
Discover business card (59,986) {62,115) (19,814)
TOtG CrEAit COPIOOMS ... e eee e e e e ereneeneaneeeseeaeneeeeseneasseeaeaneas (4,154,222) {2,096,573) {1,139,176)
PErSONGl IOGNS ........oeceeeeceeceee ettt ettt e (92,351} {68,590) {7,974)
Federal SIUEnt JOONS ... et eee e e e e e teee et e e eneeraneeneanen (719) 0 0
Private student loans {(2,783) (468) {8)
BRIttt ettt ettt s et er e e s st retea e te st retenssae s bt s antsbseneasneaen (1,018) (22) (83)
Total Other CONSUMET JOONS ..ottt e st eebre s s vss st eeeeseneneesmeaeaenaeneeene (96,871) {69,080) (8,065)
Total chargeoffs .......ovviieeceeeeccs ettt bbbttt et (4,251,093) {2,165,653) (1,147,241}
Recoveries:
DISCOVEE AN ...ttt ettt ettt oot a s e s st ensesonsasasesaasssssameseseas et smaatosseensnssreatons 466,548 184,383 165,422
Discover business card...... 3,549 1,233 272
Total credit card loans 470,097 185,616 165,694
Personal loans................. .- 1,307 906 576
Private SIUARNE OGNS ...........oenieeieececce ettt s na s e e et st eesenea 38 2 0
L0 SR e 46 38 16
Total Other CONSUMET OGNS ...ttt ete et es e st eas st s evo e e neaaeeeenenns 1,391 946 592

471,488 186,562 166,286
Net charge-offs (3,779.605)  (1,979,091)  (980,955)
BalaNCe at €nd Of YO .....cocvieit ettt ettt ns sttt b n b sa s bt enerans $3,304,118 $1,757,899 $1,374,585

Total recoveries

{1} Upon adoption of Stafements No. 166 and 167, the Company recorded a $2.1 billion allowance for loan losses related to newly consolidated and reclassified credit card foan receivables. See
Note 2: Change in Accounting Principle for more information.

-109-



Net charge-offs of principal are recorded against the allowance for loan losses, as shown in the table above.
Information regarding net charge-offs of inferest and fee revenues on credit card loans is as follows (dollars in

thousands):

For the Years Ended
November 30,
2010 2009 2008
Interest and fees accrued subsequently charged off, net of recoveries {recorded as a reduction of interest income............. $934,077 $465,283 $257,543
Fees accrued subsequently charged off, net of recoveries (recorded as a reduction to other income)............cccc.ooeevvnnnnnne $272,805 $176,662 $108,976

{1} The amounis at November 30, 2010 include securitized loans as a result of the consolidation of the securitization frusts upon adoption of Statement No 167 on December 1, 2009 See Note 2:
Change in Accounting Principle for more information

Information regarding nonaccrual, past due and restructured loan receivables is as follows (dollars in thousands):

November 30,

20100 2009
LOONS MOt GECTUING INMEIESE. ... eveietes ittt ee e e e raas s ee s tebes et ssenteteeeeesseeassearabesasesesesssssesenssnssnaseresenssesnnnn $325,900 $190,086
Loans over 90 days delinquent and GCCrUING INIBIESE.................c..ovvereeieeeeirerieeesrssssensesassssaessssasse s issss st ssrsssssss o sansesensersonssrsenes $853,757  $522,190
RESHUCHUIE JOANSIZI ...ttt eee et r et s bt ts e st et ssan st et ene e st rne st sss s ene et seseeness et neenas $305344 $ 72,924

{1} The amounts at November 30, 2010 include securitized loans as a result of the consolidation of the securitization frusts upon adoption of Statement No 167 on December 1, 2009. Ses Note 2:
Change in Accounting Principle for more information

{2} Restructured loans include $35 0 million and $9 7 million for the years ended November 30, 2010 and 2009, respectively, that are also included in foans over 90 days delinquent and accruing
interest

At November 30, 2010 and 2009, the Company had included $113.8 million and $28.0 million, respectively, in its
allowance for loan losses for loans in its permanent workout program that were accounted for in accordance with ASC
310-40, Troubled Debt Restructuring. Interest income on these loans is accounted for in the same manner as other
accruing loans. Cash collections on these loans are allocated according to the same payment hierarchy methodology
applied to loans that are not in such programs. Additional information about loans in the Company’s permanent workout
program is shown below (dollars in thousands):

For the Years Ended
November 30,
2010 2009 2008
Average recorded investment in JOONS ...ttt ettt e et st eaeesesaenemnanaens $260,251  $79,165 $47,204
Interest income recognized during the fime within the period these loans were impaired? ..o, $ 2946 § 937 § 549
Gross inferest income that would have been recorded in accordance with the original termsi ...............cooiiiiicriiernen $ 39917 $10,454 $ 6,619

{1} The amounts ot November 30, 2010 include securitized loans as a result of the consolidation of the securitization trusts upon adoption of Statement No. 167 on December 1, 2009. See Note 2:
Change in Accounting Principle for more information.

{2)  The Company does not separately track interest income on loans in its permanent workout program. Amounts shown are estimated by applying an average inferest rate to the average loans in the
permanent workout program.

{3)  The Company does not separately track the amount of gross inferest income that would have been recorded if the loans in its permanent workout programs had not been restructured and interest
had instead been recorded in accordance with the original ferms. Amounts shown are estimated by applying the difference between the average inferest rate eamed on credit card accounts and
the average interest rate earned on loans in the permanent workout proga;’qm to the average loans in the permanent workout program.

-
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Geographical Distribution of Loans
The Company originates credit card and other consumer loans throughout the United States. The geographic
distribution of the Company’s loan receivables was as follows {dollars in thousands):

November 30, 2010  November 30, 2009
$ % $ %
CAFOIMIT .ottt e et e eee et e e eeeeeseeee e e et eseemeaeeeseeateme e seeassasseeasasesenaseaneaseneseseasan $ 4,473,200 92% $ 2,394,844 10.1%
.................................. 3,848,684 7.9 1,757 449 7.4
............................. 3,259,953 6.7 1,560,028 6.6

................................ 2,902,083 59 1,485,592 63
2,747,706 5.6 1,248,441 53

2,540,852 5.2 1,188,116 50

2,147,238 4.4 987,649 4.2

New Jersey 1,823,938 3.7 860,802 3.4

MICRIGON ..ot ettt e s sas e e s s s en s teseenaesesennseseanansnan et eeeeeeenens 1,555,896 3.2 768,993 33

Georgia 1,466,863 30 725,391 3.1

Other states 22,070,000 45.2 10,647,779  45.1
Total 1oan POrFOlIO ........veveiveieiieeeietsice et et eee s st sa s s s sn b steean st sresnan $48,836,413 100.0% $23,625,084 100.0%

7. Credit Card Securitization Activities

The Company accesses the term asset securitization market through DCMT and DCENT, which are trusts into which
credit card loan receivables are transferred (or, in the case of DCENT, into which beneficial interests in DCMT are
transferred) and from which beneficial interests are issued to investors.

The DCMT debt structure consists of Class A, friple-A rated certificates and Class B, single-A rated certificates held by
third parties. Credit enhancement is provided by the subordinated Class B certificates, cash collateral accounts, and more
subordinated Series 2009-CE certificates that are held by a wholly-owned subsidiary of Discover Bank. The DCENT debt
structure consists of four classes of securities (DiscoverSeries Class A, B, C and D notes), with 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 or more
highly subordinated classes of notes. The maijority of these more highly subordinated classes of notes are held by
subsidiaries of Discover Bank. In addition, there is another series of certificates (Series 2009-SD) issued by DCMT which
provides increased excess spread levels fo all other outstanding securities of the trusts. The Series 2009-SD certificates are
held by a wholly-owned subsidiary of Discover Bank. In January 2010, the Company increased the size of the Class D
(2009-1) note and Series 2009-CE certificate to further support the more senior securities of the trusts. The Company was
not contractually required fo provide this incremental level of credit enhancement but was permitted to do so pursuant fo
the trusts’ governing documents.

Beginning on December 1, 2009, the Company’s securitizations are accounted for as secured borrowings and the
frusts are freated as consolidated subsidiaries of the Company under ASC 810 and ASC 860. Accordingly, beginning on
this date, all of the assets and liabilities of the frusts are included directly on the Company’s consolidated statement of
financial condition. Trust receivables underlying third-party investors’ interests are recorded in credit card loan
receivables — restricted for securitization investors, and the related debt issued by the trusts is reported in long-term
borrowings — owed to securitization investors. Additionally, beginning on December 1, 2009, certain other of the
Company's refained interests in the assets of the trusts, principally consisting of investments in DCMT certificates and
DCENT notes held by subsidiaries of Discover Bank, now constitute intercompany positions, which are eliminated in the
preparation of the Company’s consolidated statement of financial condition. Trust receivables underlying the Company’s
various retained interests, including the seller’s interest in trust receivables, are recorded in credit card loan receivables -
restricted for securitization investors.

Upon transfer of credit card loan receivables to the trust, the receivables and certain cash flows derived from them
become restricted for use in meeting obligations to the trusts’ creditors. The trusts have ownership of cash balances that
also have restrictions, the amounts of which are reporfed in restricted cash — for securitization investors. Investment of trust
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cash balances is limited to investments that are permitted under the governing documents of the trusts and which have
maturities no later than the related date on which funds must be made available for distribution fo trust investors. With the
exception of the seller’s interest in frust receivables, the Company’s interests in trust assets are generally subordinate to the
inferests of third-party investors and, as such, may not be realized by the Company if needed to absorb deficiencies in
cash flows that are allocated to the investors in the trusts’ debt. The carrying values of these restricted assets, which are
presented on the Company’s statement of financial condition as relating to securitization activities, are shown in the table
below {dollars in thousands):

November 30,
2010

Cash COTMEIAY AECOURISIY ... oot eta et e tess e e s eeseseaeseaeenesseeeeseeaeeeseseemeeesemessesasesasesseseensasasesnensenen $ 459,474
Collections and inferest FUNAING GCCOUNS .............uooviiiiiecerieceiies et et sas et as e ss e st eae s sesses s st ra s sesesaeseessess 904,284
Restricted COsh — fOr SECUMZANON IMVESIONS .........eovteeeereeieeeeee et eeeeeeeeereteeesetas et saeasassassessms st eseatoseaensseensssasesanensanetemeanssesensasasansaans 1,363,758
Investors’ inferests held by third-party investors .............ccc..oooueveveveriniieeiesens 14,921,057
Investors’ interests held by wholly owned subsidiaries of Discover Bank 4,608,210
SllEr'S INMEIESE. .......v.ieeertitereisieetiecs et e caee et s aets e ceeesaessassess s nansesamebesese et et eessas et seaeseea b m s e eestarasesen s seaesenna s st esesasaes s en e s renas 14,923,722
Loan receivables — restricted For SecUrItiZARON INVESIONSI2) ... ....oovoviveieeiees ceeieeeeai s eesee et e s eeseee e eeee e essaaese et emem e eetes s s e sesenes 34,452,989
Allowance for loan losses allocated to securitized [0an rECEIVABIESIZ .............oievireeer ettt ete e eeseereeeeeeeese e e seeeeeseeaeaseeaseseeas 2,431,399
INEEIOON 1ECEIVADIES. ..ottt e e ettt s em st an et se st ee e enenen et eramet et e anteasa e eteaeeeneeen 32,021,590
O ..ottt te et ee ettt et en ettt et eeeeeneseneesaaeem e e ettt eet e reee s e et ee et st et e st e s eeeeeseeeeeenetessrenaeereseeeseeseanaasea 24,083
Carrying value of assets of consolidated variable inferest @nfEs ..........c.cvuiururieiiiieeiireeieie ettt es et ensss s ssesenssee $33,409,431

{1} Amount pledged as collateral against a long-term borrowing.
(2} The Company maintains its allowance for loan losses at an amount sufficient fo absorb probable losses inherent in all foan receivables, which includes all loan receivables in the trusts. Therefore,
credit risk associated with the transferred receivables is fully reflected on the Company’s statement of financial condition in accordance with GAAP

The debt securities issued by the consolidated VIEs are subject to credit, payment and interest rate risks on the -
transferred credit card loan receivables. To protect investors, the securifization structures include certain features that
could result in earlier-than-expected repayment of the securities. The primary investor protection feature relates to the
availability and adequacy of cash flows in the securitized pool of receivables to meet contractual requirements. Insufficient
cash flows would trigger the early repayment of the securities. This is referred to as the “economic early amortization”

feature.

Investors are allocated cash flows derived from activities related fo the accounts comprising the securifized pool of
receivables, the amounts of which reflect finance charges billed, certain fee assessments, allocations of merchant discount
and interchange, and recoveries on charged-off accounts. From these cash flows, investors are reimbursed for charge-offs
occurring within the securitized pool of receivables and receive a contractual rate of return and Discover Bank is paid a
servicing fee as servicer. Any cash flows remaining in excess of these requirements are reported to investors as excess
spread. An excess spread rate of less than 0% for a contractually specified period, generally a three-month average,
would trigger an economic early amortization event. In such an event, the Company would be required fo seek immediate
sources of replacement funding. Apart from the restricted assets related fo securitization acfivities, the investors and the
securitization frusts have no recourse to the Company’s other assets or credit for a shortage in cash flows.

The Company is required fo maintain a contractual minimum level of receivables in the trust in excess of the face value
of outstanding investors’ interests. This excess js referred to as the minimum seller’s interest requirement. The required
minimum seller’s inferest in the pool of trust receivables, which is included in credit card loan receivables restricted for
securitization investors, is set at approximately 7% in excess of the total investors’ interests {which includes interests held
by third parties as well as those certificated interests held by the Company). If the level of receivables in the trust was to
fall below the required minimum, the Company would be required to add receivables from the unrestricted pool of
receivables, which would increase the amount of credit card loan receivables restricted for securitization investors. A
decline in the amount of the excess seller’s interest could occur if balance repayments and charge-offs exceeded new
lending on the securitized accounts or as a result of changes in total outstanding investors” interests. If the Company could
not add enough receivables to satisfy the requirement, an early amortization {or repayment) of investors’ interests would

be triggered.
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Another feature of the Company’s securitization structure that is designed to protect investors’ interests from loss, which
is applicable only to the notes issued from DCENT, is a reserve account funding requirement in which excess cash flows
generated by the transferred loan receivables are held at the trust. This funding requirement is triggered when DCENT's
three-month average excess spread rate decreases to below 4.50%, with increasing funding requirements as excess
spread levels decline below preset levels to 0%.

In addition fo performance measures associated with the transferred credit card loan receivables, there are other
events or conditions which could trigger an early amortization event. As of November 30, 2010, no economic or other
early amortization events have occurred.

The tables below provide information concerning investors’ interests and related excess spreads at November 30,
2010 (dollars in thousands):

Investors’ # of Series
Inferests)  Outstanding

DISCOVET €A MOASIEN TRUSE] .ottt ee et e eee e e ee e eea e e e eeeeeeaessesteassetansseneentensanssessensseasensasesnsenssentensesnsessensensennen $ 7,696,865 12

Discover Card Execution Note Trust {DiscoverSeries notes) 11,832,402 21
TOMAl INVESIONS’ FIEIESES ... veeeeee et et eeeeieaeeaeeseessatasenseesessasansessesansesessassessaneasesbaseaseseesaseensamsassassssnsesesatensees $19,529,267 33

{1} lnvestors’ interests include third-party interests and subordinated i held by wholly-owned subsidiaries of Discover Bank.
3-Menth Rolling
Average Excess
Spreqdmm

GrOUD XCESS SPrEAA PEICENIAGE ... cexvevecerereeetererseeaesesseasasseameseeeeeseseseesaeseseceeresses et ecasteemt et eseataesotesntasas et easanstecteesaeseaesresssteracs 13.46%

DiscoverSeries eXCess SPret PErCEMTIGE ... v v verurreuereeeeecreseeeeeetecereracstacereesecssaeeestcmtasemesasecssseeseeassenssesesessesctemstacaceeensssacssine 12.97%

{1)  DCMT certificates refer o the higher of Group excess spread or their applicable senes excess spread [not shown) and DiscoverSeries notes refer fo the higher of Group or DiscoverSeries excess
spread in assessing whether an economic early amortization has been triggered

{2) Discount Series {DCMT 2009-SD) makes principal collections available for reallocation to other series to cover shortfalls in interest and servicing fees and to reimburse charge-offs. Three-month
rolling average excess spread rates reflect the availability of these collections.

The Company continues to own and service the accounts that generate the loan receivables held by the frusts. Discover
Bank receives servicing fees from the trusts based on a percentage of the monthly investor principal balance outstanding.
Although the fee income to Discover Bank offsets the fee expense to the trusts and thus is eliminated in consolidation,
failure to service the transferred loan receivables in accordance with contractual requirements could lead to a termination
of the servicing rights and the loss of future servicing income.

The following disclosures apply fo securitization activities of the Company prior fo December 1, 2009, when transfers
of receivables to the trusts were treated as sales in accordance with prior GAAP. At November 30, 2009, the Company’s
retained interests in credit card securitizations were accounted for as follows (dollars in thousands):

November 30,
2009
Available-for-sale investment securifies ...............ccooeeverieeirerennns e $ 2,204,969
Held-to-maturity investment securities ... . 2,296,139
Loan receivables (seller’s interest)!) _..............coooviiieiiiieeeeeierens eteeeeettesirseeessteseessesessseesssseseasisesesseseiesssreesetiasetesneeeseieineeeiase 9,852,352
Amounts due from asset securitization:
Caash COllIErAl GECOUNISIZ ...ttt e e e e eete st eataseer e s eesesessesess e s et nenseaassessesesesnessesebestes s et st ensasantansan st ensasasessneres 822,585
ACCIUEA IEIESE FECEIVADIR ...ttt et e et enes it eseses e sas et as e sasssaasenasessesssasensasasaseasensas et esasasasensastatsassesansnsises 519,275
Interest-only StP rECEIVADIE.............iuieirieieee ettt s 117,579
Other sUbOIAINGed relINE IMEIESIS ... .e.eeeeeeeeeeeeee et ereeeee et eeeeseeeessnseses et sasesansesesensasssessasasentassssmbaseasnrasessasssssensanesetesssnsnsesen 220,288
OB ettt ettt et s e e s et eau s ea e ea e e s oAt easebate R asesrabentestesaabessasaeantessessekeasestntearensestestatesbens et eateseaeaneseeen et earat et ensas 12,324
AMounts U FrOm GSSEE SECUMNZONON ..........c.oveuiiieeieieeeeeeeeeeeseeessesesassseessaeassaesnt et esenasesasesssnassesasssssnasensesssanssssasesesatenssenssssesesssnse 1,692,051
TOMGE FEIOIEA INIEIESIS ... eceeeeeee ettt eeteeteeeeteaesetesessestensesssensasensansassasessas st smsens aassasbet st sbesbassesssassesbesesessrsenssrnnsssnnnnssen $16,045,511

{1)  Loan receivables net of allowance for loan losses were $9.1 billion at November 30, 2009.
{2)  $0.8 billion was pledged as security agoinst a long-ferm borrowing.
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Retained interests classified as available-for-sale investment securities at November 30, 2009 were carried at amounts
that approximated fair value with changes in the fair value estimates recorded in other comprehensive income, net of tax.
Retained interests classified as held-to-maturity investment securifies were carried at amortized cost. All other retained
interests in credit card asset securitizations were recorded in amounts due from asset securitization at amounts that
approximated fair value.

Key estimates and sensitivities of reported fair values of certain retained interests to immediate 10% and 20% adverse
changes in those estimates were as follows (dollars in millions):

November 30,
2009
Interest-only receivable strip {carrying amount/fair value) . $ 18
Weighted average life (in months)............cccoocovivrieriennne 35
Weighted average payment rate (rate per month) ...... 18.70%
Impact on fair value of 10% adverse change ......... $
Impact on fair value of 20% adverse change .................. $ @
Weighted average principal charge-offs {rate per annum} ... 9.91%
Impact on fair value of 10% adverse chanGE ...............ocu it siaecme s sassess s ase s n e sases s s s anss s snnaes $ (4¢)
impact on fair value of 20% adverse change ............ oo eeeermeeecnecisere s caress e sasssecsesscass b sess s e ns e sa s e e anss $ (81)
Weighted average discount rate (rate per annum) 16.50%
Impact on fair value of 10% adverse change ...........c.c.cvriveenenemnecrineneicnraninnne $ 0
Impact on fair value of 20% adverse change ...............cveveeecerenreeieencrencnenes $ (1)
Cash collateral accounts (carrying amount/fair value) ... $ 823
Weighted average discount rate {rate per annumy........... 1.99%
impact on fair value of 10% adverse change .......... $ ©
impact on fair value of 20% adVerse chNGE .............coc ettt e s $
Certificated retained beneficial interests reported as available-for-sale investment securities (carrying amount/fair value) $2,205
Weighted average discount rate {rate per QnRUM) .............ococueeeueceeinimernimiicmsincaicncrsa st ens s re bbb s bass s s sness 6.58%
Impact on fair value of 10% aAVerse change ..............ccuorvieeiurireremrieeaeieeecaeasceaecaren et e s st ss s ass s rs s be bbb sbs e sa s $ (14)
Impact on fair value of 20% adVerse ChaNGE ............c....eruererierecerrer ettt recaeeeeciesaesiessesseas e saes st s s s ss s s s s sassns s $ (27)

The sensitivity analyses of the interest-only strip receivable, cash collateral accounts and certificated retained beneficial
inferests are hypothetical and should be used with caution. Changes in fair value based on a 10% or 20% variation in an
estimate generally cannot be extrapolated because the relationship of the change in the estimate to the change in fair
value may not be linear. Also, the effect of a variation in a parficular estimate on the fair value of the interest-only strip
receivable, specifically, is calculated independent of changes in any other estimate; 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 sensifivity analyses do not
consider any action that the Company may take to mitigate the impact of any adverse changes in the key estimates.

During the years ended November 30, 2009 and 2008, the Company recognized a net revaluation of its subordinated
retained inferests, principally the interest-only strip receivable, consisting of losses of $160.1 million and $119.3 million,
respectively, in securitization income in the consolidated statements of income. Included in these amounts are $16.7
millilon E?d $71.9 million, respectively, of initial gains on new securitization transactions, net of issuance discounts, as
applicable.
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The following table summarizes certain cash flow information related to the securitized pool of loan receivables (dollars
in millions):

For the Years Ended
November 30,
2009 2008
Proceeds from third-party investors in new credit card seCURBZAONS. ..........cccriiiremiecioimic et on $ 3543 § 5562
Proceeds from collections reinvested in previous credit card securitizations ... $46,753  $57,495
Contractual servicing fees received.............covirriecrneincei e e $ 490 $§ 556

Cash flows received from retained Inferests.................oeveuieeerieieencciererereseererereenes e $1,980 § 2777
Purchases of previously transferred credit card receivables {securitization maturities) $ 5739 $ 7739

Key estimates used in measuring the fair value of 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,
2009 2008
e 1 o 18-48 30-5.1
Payment rate (rate Per MONH) ..........co.oiiuiruiire et reeceeeuecraneea e ese s saes e s easin e senbesa et s saese s anse st secceis 17.18%-18.16% 18.85% - 19.80%
Principal charge-offs {Fate per aRnUM) ..ottt 9.66%-9.83%  5.10%-5.65%
Discount rate {rate Per QNNUM) ..........coou ettt en ettt et ces st r e aea st naees s sms s er e eenes 16.00% - 17.00% 12.00%

The tables below present quantitative informafion about delinquencies, net principal charge-offs and components of
managed credit card loans, which includes owned and securitized credit card loans {dollars in millions):

November 30,
2009
Loans Outstanding:
MANAGEd CrEdit CON IOANS. .. ... cvoceeee ettt ee et e ee s em e e enec e cecesemeseteceeescanene st eom e e eansctentsssreacatssaes st en e sanes $47,465
Less: Securitized Credit COd OaNS. ..........c.cuivieeeceeeeeeeeee ettt ettt et ree e tes s e s sa s sassaeseme e asa s e e em et st ea s et s te e s st r et netneeete 27,235
OWNEA CrEit GO IOONS ettt ettt eeeameesasas et ee e ssnsasenrs Sasessnseseaseasensaseasessanmmssesersasessasasessasseseasensssensernrenn $20,230
Loans Over 30 Days Delinquent: .
Managed credit card loans..........ccecieerennnen . $ 2,657
Less: Securitized credit card loans 1,540
OWNEA Credit COA IOONS ... veee et e ae e eeeeteeeseeeesteuenesesasesaaseneatsnsaneasasessensas sesesaasssssasesbansasensnessasasensassnsenseneassssasen $ 1,117
For the Year Ended
November 30, 2009
Average Loans:
Managed Credit GO 0TS ........cvorierureeririerieeci ittt crsee e ieae e eets st a et s ese e sa s asa s e b $48,855
Less: Securifized Credit COrd IOTNS.........c...iieeieiie it eas et s et st st et rea e ea bt nen 24,588
Owned credit card loans $24,267
Net Principal Charge-offs:
MANOGEd CrEdit CONdIOANS. ...t ettt res et s e e bm et et e s ees s ettt saas s eeaesessssas b st sa et $ 3,907
Less: SECUMHZET GOt COPA JONS ... eeeeeeeeeee e eeeeeetsvsereevavsintenesesasasnestasesesebesasasemsasaseserasasesesasasessantsasansetsbensassasessaneeee 1,996
OWNEA CrETit COMAIOONS ..ot et eeeeeeevesasseessatesaseatsebesesssanesenssussessenees st eamnsesensmsaseseasensartaseserasassaeesesescass $ 1,91
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8. Premises and Equipment
A summary of premises and equipment, net is as follows {dollars in thousands):

November 30,
2010 2009
LON ettt et e et m et s e st et as A e At ee e e s e esesans e e ee e enen et eaenea st et emeneasneneaseeeeeeann oen $ 41816 $ 41816
Buildings and improvements........................... 496,352 494,511
Capitalized equipment leases ..................... 3,962 7132
Fumiture, fixtures and equipment 508,599 490,594
SOPWGIE ...ttt e et e e s s e se e e e eemeee +aresmreseseseee et ea e s eeeneeees et et re e e s st e et ettt eee e s s renrn aeeraneran 300,018 276,298
Premises QNG @QUIPIMENE..............oovveeeteeaee e cee et ieeses s et ssess e seesassesessssesssesassesasessasess et sessanesenseasaesssssesemneenas 1,350,747 1,310,351
Less: AcUMUIOIET dEPTECiNON ............co.iveieiveieieeceecee et cee et oo eee s aess s e et esa et seessstessseseeseseesaeensssensassarens (647,256)  1593,295)
Less: Accumulated amortization of SORWAPE ...........o.ovoveeeeeeeeeee e eeeeeeeeaeens et ettt ee et en et e et et en e eneaea (248,877)  (223,871)

Premises and equipment held for investment, net ... 454,614 493,185
Premises and equipment held for sale, net..................c.ccoovverveeciinna 6,118 6,118

Total premises and €QUIPMENE, Mt ..............ovoiuuivuiiiereereeeiecsenae e eeee e eetessseseeseses s eas st ess st s satessaes  ssaressessessessssaneens $ 460,732 $ 499,303

{1} On November 12, 2009, the Company announced plans to dlose one of its processing centers. As such, this properly was classified as held for sale, and the Company recorded a loss in 2009 of
$5.6 million, which is included in other in the consolidated statement of income The property was sfill classified os held for sale at November 30, 2010.

XD

Depreciation expense, including amortization of assets recorded under capital leases, was $64.0 million, $72.7 million
and $75.8 million for the years ended November 30, 2010, 2009 and 2008, respectively. This includes depreciation
expense associated with held-for-sale property of $0.8 million for the years ended November 30, 2009 and 2008.
Amortization expense on capitalized software was $25.2 million, $24.9 million and $24.7 million for the years ended
November 30, 2010, 2009 and 2008, respectively.

9. Goodwill and Intangible Assets

Goodwill

As of November 30, 2010 and 2009, the Company had goodwill of $255.4 million recorded in connection with its
acquisition of PULSE in January 2005, which was allocated to the Payment Services segment. Subsequent to the
acquisition date, no adjustments have been made to the Company’s goodwill balance. The Company conducted its
annual goodwill impairment festing on June 1, 2010 and 2009, at which times management concluded that goodwill
was not impaired.

Intangible Assets

The Company’s amortizable intangible assets consist primarily of acquired customer relationships and trade name
infangibles recognized in the acquisition of PULSE in January 2005, and its non-amortizable intangible assets consist of
infernational transaction processing rights and trade name intangibles recognized in the acquisifion of Diners Club in
June 2008. 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.
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The following table summarizes the Company’s intangible assets {dollars in thousands):

November 30, 2010 November 30, 2009
Weighted
Average Gross Net Gross
Amortization Carrying  Accumulated  Book Carrying  Accumulated  Net Book
Period Amount  Amortization Value Amount  Amortization Value
Amortizable infangible assets:
Customer relationships........ ....coceerieerrirornnrnrceeneeas 15 years $ 69,400 $37,786 $ 31,614 $ 69,400 $31,431 $ 37,969
Trade name and ofher .........ccoceicviieieece e 25 years 7,700 1,368 6,332 7,700 1,060 6,640
Total amortizable intangible assets 77,100 39,154 37,946 77,100 32,491 44,609
Non-amortizable intangible assets:
TrOAE NAME ..ot creeeeeeneessaeeneeas N/A 127,980 0 127,980 127,980 0 127,980
International transaction processing rights ..............c..... N/A 23,047 0 23,047 23,047 0 23,047
Total non-amortizable intangible assefs ... 151,027 0 151,027 151,027 0 151,027
Total intangible assets ...........c.ccovernnernns cerieciaans $228,127 $39,154 $188,973 $228,127 $32,491 $195,636

Amortization expense related to the Company’s infangible assets was $6.7 million, $7.7 million and $7.5 million for
the years ended November 30, 2010, 2009 and 2008, respectively.

The following table presents expected intangible asset amortization expense for the next five years based on intangible
assets at November 30, 2010 (dollars in thousands):

Amount

$6,576
$5,742
$4,770
$3,992
$3,386

10. Deposits

The Company offers its deposit products, including certificates of deposit, money market accounts, online savings
accounts and Individual Retirement Account {IRA) certificates of deposit to customers through two channels: {i) through
direct marketing, internet origination and affinity relationships (“direct-to-consumer deposits”); and {ii) indirectly through
contractual arrangements with securities brokerage firms {“brokered deposits”). In March 2010, the Company acquired
approximately $1 billion of direct-to-consumer deposit accounts from a third party. As of November 30, 2010 and
November 30, 2009, the Company had approximately $20.6 billion and $12.6 billion, respectively, of

direct-to-consumer deposits and approximately $13.7 billion and $19.5 billion, respectively, of brokered deposits.

A summary of interest-bearing deposit accounts is as follows (dollars in thousands):

November 30,

2010 2009
Certificates of deposit in amounts less than $100,000001............cciriiiieiirieinnin st $19,797,420 $22,587,898
Certificates of deposit from amounts of $100,000(1 to less than $250,0001...........ooooiiiiriiiiiiiiii e 4,626,792 2,918,004
Certificates of deposit in amounts Of $250,00001 OF GreQter.........cvucuruerenrmimeie ittt 1,146,843 1,129,945
Savings depoasits, including money market deposit GECOUNES..............cv.rvusruesieresserre ittt 8,738,784 5,392,659
Total INterest-Dearing AEPOSIS ...........c.reeuerrieerirrcersiaeiasrmmrsisressanras st i s ek bs st $34,309,839 $32,028,506

AVerage anNUGL INEIESE FALE.............c.eveueueuriieaemieiamein s e a e i b se s eb et e e st aan 3.12% 3.94%

{1} $100,000 represents the basic insurance amount previously covered by the FDIC. Effective July 21, 2010, the basic insurance per depositor was permanently increased to $250,000.
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At November 30, 2010, certificates of deposit maturing over the next five years and thereafter were as follows (dollars
in thousands):

Year Amount

$10,102,869
$ 6,391,277
$ 4,655,648
$ 1,983,618
$ 1,803,559
$ 634,084

11. 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 30,2010  November 30, 2009

Interest Interest  Inferest Rate
Ovutstanding Rate  Outstanding Rate  Terms Maturity
Discover Card Master Trust | and Discover Card
Execution Note Trust
Fixed rate asset-backed securities™ .................... $ 2,598,343 5.47% $ 0 0.00% 5.10%to Various April 2011 -
5.65% fixed September 2017
Floating rate asset-backed securitiest................. 10,621,057 0.75% 0 0.00% 1-month LIBOR® + Various December
3 to 130 basis points 2010
— September 2015
Floating rate asset-backed securities(l................. 1,250,000 0.63% 0 0.00% 3-month LIBOR2 + December 2012
34 basis points
Floafing rafe asset-backed securifies and other 450,000  0.98% 0 Commercial Paper Various January 2011
borrowingsii).......c.covioeeeerieiin e 0.00% rate + 70-74 basis points - April 2013
Total Long-Term Borrowings — owed fo
securitization investors ............ccocoeeeoeeerenn.. 14,919,400 0
Discover Financial Services {Parent Company}
Floating rafe senior nofes.................coccercrenann. 0 0.00% 400,000 0.83% 3-month LIBOR?2 June 2010
+ 53 basis points
Fixed rate senior notes due 2017
399,467 6.45% 399,385 6.45% 6.45% fixed June 2017
(7,888) 0
391,579 399,385
Fixed rate senior notes due 2019 .............coooo..... 400,000 10.25% 400,000 10.25% 10.25% fixed July 2019
Discover Bank
Subordinated bank notes due 2019 ................... 698,382 8.70% 698,202 8.70% 8.70% fixed November 2019
Subordinated bank notes due 2020 ................... 496,753 7.00% 0 0.00% 7.00% fixed April 2020
Floating rate secured borrowingl...................... 93,980 0.79% 528,246 0.74% Commercial Paper December 201014
rate + 50 basis points
Floating rafe secured borrowing..................... 212,336  0.70% 0 0.00% 1-month LIBOR® December 20101
+ 45 basis points
Floafing rafe secured borrowing®...................... 492910  0.66% -0 0.00%  Commercial Paper August 201315
rate + 50 basis points
Capital lease obligations...................c..occvemeeenn... 388 6.26% 2,268 6.26% 6.26% fixed Various
Total Other Long-Term Borrowings......................... 2,786,328 2,428,101
Total fong-term borrowings..............c...c........ $17,705,728 $2,428,101

_——

~

{1} Upon adoption of Statements No. 166 and 167 on December 1, 2009, the Company consolidated $22.3 billion of securitized loan receivables and the related debt issued from the trusts fo third-
party investors See Note 2- Change in Accounting Principle for more information. Asset-backed securities are collateralized by loan receivables as described in Note 7- Credit Card Securtization
Activities.

{2) tondon Interbank Offered Rate (*LIBOR")

{3) The Company uses interest rate swaps to hedge this long-term borrowing against changes in fair value attributable fo changes in LIBOR. See Note 23: Derivatives and Hedging Acfivities.

(4)  This loan facility was entered into to fund ca co“c?ero?accounts, which provide credit enhancement to certain DCMT certificates. Repayment 1s dependent upon the available balances of the cash
collateral accounts at the various maturities of underlying securitization fransactions, with final maturity in December 2010 The focility has two funding agents, one of which re-priced from
commercial paper conduit costs fo IBOR-based pricing effective in July 2010

{5)  Under a program established by the U.S. C:roﬁmem of Education, this loan facility was entered into to fund certain federal student loans, which were held for sale at November 30, 2010.
Pl:cncigllu 'H'::s' po):’menfs on the underlying student loans will reduce the balance of the secured borrowing over fime, with final maturity in August 2013. However, upon sale of the loans, this

in facility will be repaid.
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Maturities. Long-term borrowings had the following maturities at November 30, 2010 (dollars in thousands):

Discover Financial Discover Financial

Services Services

{Consolidated) {Parent Company Only)
DUE I 20T T oottt es ettt e s ettt ettt b e b s er s st et raetsansnas s baressrannns $ 5,132,623 $ 0
Duein2012.....ooooeeeen e, 3,325,989 0
Duein2013 oo, 4,671,605 0
Duein 2014 ... - 989,294 0
Duein2015 ..., 599,819 0
TREIEAMET ... e e e et e ettt en emssaraanen teveerees seeent oeerrereneas 2,986,398 791,579

TOMAL et eeeeis e e Seeee st et e e et e enens $17,705,728 $791,579

The Company has an unsecured credit agreement that is effective through May 2012. The agreement provides for a
revolving credit commitment of up to $2.4 billion (of which the Company may borrow up o 30% and Discover Bank may
borrow up to 100% of the total commitment). As of November 30, 2010, the Company had no outstanding balances due
under the facility. The credit agreement provides for a commitment fee on the unused portion of the facility, which can
range from 0.07% 1o 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 Euro Interbank Offered 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 commitment may be terminated upon an event of default.

The Company also has access to committed undrawn capacity through private securitizations fo support the funding of
its credit card loan receivables. As of November 30, 2010, the total commitment of secured credit facilities through
private providers was $3.8 billion, of which $0.5 billion had been used and was included in long-term borrowings -
owed fo securitization investors at November 30, 2010. Access to the unused porfions of the secured credit facilities
expires in 2012 and 2013. Borrowings outstanding under each facility bear interest at a margin above LIBOR or the
asset-backed commercial paper costs of each individual conduit provider. The terms of each agreement provide for a
commitment fee to be paid on the unused capacity, and include various offirmative and negative covenants, including
performance metrics and legal requirements similar fo those required to issue any term securitization transaction.

12. Stock-Based Compensation Plans
The Company has two stock-based compensation plans: the Discover Financial Services Omnibus Incentive Plan and
the Discover Financial Services Directors’ Compensation Plan.

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, restricted stock
units (“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 fransactions 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 granted with an exercise price equal to the fair market value of one share of the Company’s
common stock 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, which are set at the discretfion of the Compensation Committee of the
Company’s Board of Directors, or cancellation under specified circumstances. Stock awards also may be subject to similar
restrictions determined at the time of grant under this plan. Certain opfion and stock awards provide for accelerated
vesting if there is a change in control or upon certain terminations (as defined in the Omnibus Plan).
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Directors” Compensation Plan. The Discover Financial Services Directors’ Compensation Plan (the “Directors’
Compensation Plan”), which is stockholder-approved, permits the grant of 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 (i) 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 may be authorized but
unissued shares, treasury shares or shares that the Company acquires in the open market. Annual awards for eligible
directors are calculated by dividing $125,000 by the fair market value of a share of stock on the date of grant and are
subject to a restriction period whereby 100% of such units shall vest on the first anniversary of the date of grant.

Salary Paid In Shares. The Company paid a portion of certain employees’ annual base salary in shares. During the
year ended November 30, 2010, a fotal of 454 thousand shares were granted to fund $6.8 million of salary expense.
Shares were fully vested at the date of grant and were subject to transfer restrictions which lapse between June 30, 2011
and June 30, 2013 according to the salary stock grant date.

Stock-Based Compensation. The following table details the compensation cost, net of forfeitures, related to each of the
above plans (dollars in thousands):

For the Years Ended
November 30,
2010 2009 2008
Restricted stock Units .........o.eoveeeeeereeeeeeeerenn, . $30,245 $42,733 $73,020
Salary paid in shares 6,820 0 0
SHOCK OPHONS <...ev ettt et ee e e e et ee et e ee e e eeee et eereaeeereseeaeeseaseseemeeaeeseseeneensesreeannsreraneneen 16 156 1,084
Total stock-based COmMPENSAHON EXPENSE...............c.uomeiieceeeeeceee e es s eeeans $37,081 $42,889 $74,104
INCOME BAX BENERE ..........eeeieece e ee e ee e et eeeseses e sse s sesereseseeemen s resreseesaneees $13,762 $16,006 $27,874

On July 2, 2007, the Company issued “Founder’s Grants” of RSUs fo 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 $8.8 million, $22.9 million and
$53.2 million, net of estimated forfeitures, for the years ended November 30, 2010, 2009 and 2008, respectively.

Restricted Stock Unit Activity. The following table sets forth the activity concerning vested and unvested RSUs during the
year ended November 30, 2010.

Weighted-Average Aggregate

Number  Grant-Date Intrinsic Value
of Shares  Fair Value {in thousands}
5,471,225 $18.70
1,353,797 $15.08
{1,789,664) $19.55
(170,424) $15.65
4,864,934 $17.48 $88,931
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The following table sets forth the activity concerning unvested RSUs during the year ended November 30, 2010:

Weighted-Average
Number Grant-Date
of Shares  Fair Value

Unvested restricted stock units at November 30, 20091 4,575,914 $17.64
Granted.... e 1,353,797 $15.08
Vested...... {2,600,562) $17.93
FOMFRHEA ...ttt ettt ee et et eten s st s be st e b aassesstanseneasesenssesassasesa s eseee b b s s aaaesenrasesesse e ese s etearabantanees (170,424} $15.65
Unvested restricted stock units at November 30, 2010 .......c.ocoiiiiiiiiiiieriececeeeesassereeaeas b e essssesaraessssesnobesasassasasses 3,158,725 $16.41

(1) Unvested restricted shack units represent awards where recipients have yet fo satisly either explicit vesting ferms or retirement-eligibility requirements.

Compensation cost associated with restricted stock units is determined based on the number of units granted and the
fair value on the date of grant. The fair value is amortized on a straight-line basis, net of estimated forfeitures over the
requisite service period for each separately vesfing tranche of the award. The requisite service period is generally the
vesting period.

The following table summarizes the total intrinsic value of the RSUs converted to common stock and the total grant date
fair value of RSUs vested (dollars in thousands):

For the Years Ended
November 30,
2010 2009 2008
Intrinsic value of RSUS converted t0 COMMON SIOCK .......ve.voveeeeeeeeeereseeseeeeseeeeeseeeeeeresssssraeseessaeeneeseseesesemssatessateeensenesteseaes $25,727 $34,868 $21,400
Grant date fair value of RSUs vested $46,620 $64,973 $55,355
Weighted average grant date fair value of RSUs granted..............cc.evvecuricinimiminin et reeseees $ 1508 $ 1036 $ 1596

As of November 30, 2010, there was $16.8 million of total unrecognized compensation cost related fo non-vested
RSUs. The cost is expected to be recognized over a total period of 3.4 years and a weighted average period of 1.1
years.

Stock Option Activity. The following table sets forth the activity concerning stock opfion activity during the year ended
November 30, 2010: :

Weighted-
Average
Weighted- Remaining
Average  Contraclual Aggregate

Number  Exercise Term Intrinsic Value

of Shares  Price (in years} {in thousands}
Options outstanding at November 30, 2009 .........ccccovewrimiiiiinimninuccnsimrnnnss s msensss s saenas 4,287,065  $19.64 3.24

0

EXEICISOU. ......eeeeeeeeeee et et eteete e seeeaaesesessesbensseseereasasssessennassensanteraeseseeaseeaeantensernnase (13,182} $14.73
EXIEA w.rreeererceeesseseeressmes e sseresesmreesesnesseseers s ssse s ssres s e (361,484)  $21.43
Options outstanding at November 30, 2010..........c.cccoveurenemiuiirenceemersiensisinsscasrssesessssnenneas 3,912,399 $19.49 2.52 $2,557
Vested and exercisable ot November 30, 201020..........cooiveviieieetteeeeeennenensae et ernansnseas 3,912,399  $19.49 2.52 $2,557

{1]  No skock options have been granted by the Company since its spin-off from Morgan Stanley.
(2)  incudes 111,916 shares that vested during fiscal year 2010 with a grant date fair value of $26.91.

Cash received from the exercise of stock options was $194 thousand and the income tax benefit realized from the
exercise of stock opfions was $72 thousand for the year ended November 30, 2010.
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The following table summarizes the total intrinsic value of options exercised and total fair value of options vested
(dollars in thousands):

For the Years Ended
November 30,
2010 2009 2008
Intrinsic Value of OPHIONS XErCISEd. .........co.ooevueitce et e s s ss s se et senes $29 $ 17 $ 733
Grant date fair value of OPHONS VESIEA....................oeoueieeeerereeeeeereeseeeeeeese et seeseeseeeeseseeeeeseeeesessesteseetasesseeemseseasesesseseesesesens $844 $4,245 $5,273

As of November 30, 2010, there was no unrecognized compensation cost related to non-vested stock options granted
under the Company’s Omnibus Plan.

The Company utilized the Black-Scholes pricing model to estimate the fair value of each option ot its date of grant. The
fair value was amortized on a straight-line basis, net of estimated forfeitures, 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. Since all options were granted prior to the Company’s spin-off from
Morgan Stanley, the expected option life of stock options and the expected dividend yield of stock were determined
based upon Morgan Stanley’s historical experience. The expected stock price volatility was determined based upon
Morgan Stanley’s historical stock price data over a time period similar fo the expected option life. The risk-free interest
rate was based on U.S. Treasury Strips with a remaining ferm equal fo the expected life assumed at the date of grant.

13. Employee Benefit Plans

The Company sponsors the Discover Financial Services Pension Plan, which is a non-contributory defined benefit plan
that is qualified under Section 401(a) of the Infernal Revenue Code (the “Qualified Plan”), for eligible employees in the
U.S. The Company also sponsors an unfunded supplementary plan (the “Supplemental Plan”) that covers certain
executives and the Discover Financial Services 401(k) Plan (the “Discover 401(k) Plan”) for its eligible U.S. employees.
However, effective December 2008, the Qualified Plan and the Supplemental Plan were amended to discontinue the
accrual of future benefits.

Defined Benefit Pension and Other Postretirement Plans. The Qudlified and Supplemental 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 ot least the amounts sufficient to meet minimum funding
requirements under the Employee Retirement Income Security Act of 1974 (“ERISA”). For the Supplemental Plan, the
Company'’s policy is to fund benefits when amounts are paid to the beneficiaries. The Company also participates in an
unfunded postretirement benefit plan that provides medical and life insurance for eligible U.S. retirees and their
dependents. All information related to the Qualified Plan and the Supplemental plan in this footnote is presented on an
aggregate basis, unless otherwise specified.

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,
2010 2009 2008 2010 2009 2008

Service cost, benefifs earmed during the Period................. feeooeresoesessessesrsoe $ 0 $ 102 $16825 $1,05% $ 777 $1,075
Interest cost on projected benefit obligation eeeeeeee e et eeeaes e e et e e e e e e eeseeeen 20,858 20,189 19,991 1,386 1,575 1,444
Expected return on plan Gssets..................oc.veeeeeeeeeceniererireeresens : (23,295) (24,107) {24,037) 0 0 0
Net OMOMIZAHON .....c.couereieeiieieceeeeeceeeeete et eee e s e seessanes 1,625 30 {2,239) {3) (150) (465)
Net setflements and cutilmentsil..................ooomoeeee e esee s reeeen 223 64 (38,891) 0 0 0
Net periodic benefit (icOMe) COst ..........ocovmvreeereeereeeeeeeee e eere e rees $ (589) $ {2,802) $(28,351) $2,439 $2,202 $2,054
{1} In December 2008, the Qualified Plon and the Supplemental Plon were ded fo disconfinue the accrual of future benefits. This was considered a curtoilment and resulted in the acceleration of a

deferred benefit that resulted from a 2004 change in the Qualified Plan,
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Accumulated Other Comprehensive Income. As of November 30, 2010, 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

PrOT SEIVICE {COSH) CIBUIE. ...ttt ee et eee et et te e et e e e aeee bt em st ee e e e e m e nn et s enes 2eaeaens 2atmerarereseseseseeeas $ 10,619 $ 27
INEE(IOSS) GIN oottt et ss e e e R e erans Saneeaaeese et {163,012 5,511
0RO e e e et et tea e aeaaattaaatntoaataraueteaassoantee ettt eaneeeeAteannseeesseseasraeeeraeeeeaeeteseseeentaserreeees $(152,393) $5,538

The estimated portion of the prior service (cost) credit and net {loss) gain above that is expected to be recognized as a
component of net periodic benefit cost in 2011 is shown below (dollars in thousands):

Pension Postretirement

Prior service (cost) credit .. $1,054 $ 2
INEE(LOSS] GUIN ...t et e s sacecaeemeas emseaecaemans Castesssassansa et s s e ras e Sebsnaniens (2,417) 200

........................................................................................................................................................................ $(1,363) $_2_(_)3

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,

2010 2009 2010 2009

Reconciliation of benefit obligation:
Benefit obligation at beginning of year

Service cost

$256,414  $24,360 $20,404
6,430 1,055 1,169

Interest cost 20,189 1,386 1,575
Actuarial (gain) loss 101,410 {3,725) 2,740
SEHIBMENIS ...t eete ettt e st e et e ee e teeteeseseeaesse s e s e sae s ses e s et ratennee Seeianeibeeeceneenaeeneeaneaneaen (826) {204) 0 0
Plan amendmentsi!) {10,882) 0 0 0
Benefits paid (13,020) (25,072) {1,209) {1,528)

Benefit obligation at end of year $376,291  $359,167 $21,867 $24,360

Reconciliation of fair value of plan assets:

Fair value of plan assets at beginning of year $305,634 $324,637 $ 0% "o

Actual return on plan assefs ...........c.ccocceenceee. 28,374 6,069 0 0
Employer contributions 826 204 1,209 1,528
Settlements..........c.ccon..... (826) {204) 0 0
Benefits POt ........c.vcoter ettt bbb S (13,020)  {25,072) {1,209} {1,528)

Fair value of plan assets at end of Year................courecurcuiemrircce et $320,988 $305,634 $ 0 $ 0
Funded status {recorded in accrued expenses and other liabilities)............c.oocrmeri s $1(55,303) $1(53,533) $(21,867} $(24,360)

{1} In 2010, the Qualified Plan amended the basis used in computing flump sum benefits The Plan formerly used the rafe of inferest on 30-year Treasury securines, which was subsequently changed to
the rafe of inferest based on the corporate bond yield curve.
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Assumptions. The following fable presents the assumptions used to determine benefit obligations:

Pension Postretirement
For the Years Ended  For the Years Ended
November 30, November 30,
2010 2009 2010 2009
DISCOUNE LU ... ..ottt e e et s e e e s eeaseeeeeeeraen e aeee aan 5.64% 592% 5.64% 5.92%

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

Pension Postretirement
For the Years Ended November 30,  For the Years Ended November 30,
2010 2009 2008 2010 2009 2008

DiISCOUNE FAME ...ttt et o nes s ne e 5.92% 8.08% 6.36% 5.92% 8.08% 6.36%
Expected long-term rate of return on plan assets 6.75% 6.75% 6.75% N/A N/A N/A
Rate of future compensation INCrEases ....... ........oeveeervereeeerreeeeesereneeeseens N/A N/A 4.53% N/A N/A N/A

For the Qualified Plan, the expected long-term rate of refurn on plan assets 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. Asset class return assumptions are created by infegrating information on past capital market performance,
current levels of key economic indicators, and the market insights of investment professionals. Individual asset classes are
analyzed as part of a larger system, acknowledging both the inferaction between asset classes and the influence of larger
macroeconomic variables such as inflation and economic growth on the entire siructure of capital markets. Medium and
long-term economic outlooks for the U.S. and other major industrial economies are forecast in order to understand the
range of possible economic scenarios and evaluate their likelihood. Historical relationships between key economic
variables and asset class performance patterns are analyzed using empirical models. Finally, comprehensive asset class
performance projections are created by blending descriptive asset class characteristics with capital market insight and the
initial economic analyses. The expected long-term refurn on plan assets is a long-term assumption that generally is
expected to remain the same from one year fo the next but is adjusted when there is a significant change in the target
asset allocation, the fees and expenses paid by the plan.

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

For the Years Ended
November 30,
2010 2009
Health care cost trend rate assumed for next year:
MELICAL ..ottt ettt ta oo s e e eeee s e eeeset e een e e s e e eeeeeeee 7.00%-7.70% 7.00% - 7.90%
Prescriphion .........c.oiiiiicceecert ettt et eenea 9.20% 9.60%
Rate to which the cost frend rafe is assumed to decline (ultimate trend rate) 5.00% 5.00%
Year that the rate reaches the Ultimate rend rate ................coooouoooieoee e ee e ees s sees oo 2027 2027

Assumed health care cost frend rates can hate a significant effect on the amounts reported for the Company’s
postretirement benefit plans. As of November 30, 2010,-a one-percentage point change in assumed health care cost
irend rates would have the following effects (dollars in thousands):

One Percentage  One Percentage
Point Increase  Point Decrease

Effect on total of service and IIErest COSt ... v v e oo see s e ee s s eeee e $ 32 $(12)
Effect on postretirement benefit ObHGANON .................v.vuoereree s eeees et eee e se e eess s s ees s s esees e s s seese s sessseon $194 $(170)
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Qualified Plan Assefs. The targeted asset allocation for 2011 by asset class was 35%, 65% and 0% for equity
securities, fixed income securities and other investments, respectively. The asset allocation for the Qualified Plan at
November 30, 2009 was 60% for fixed income securities, 38% for equity securities and 2% for other securities.

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
Qudlified 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 term.

The asset mix of the Qudlified 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 refurn enhancement and/or other potential benefit to
the plan. Allocations fo alternative asset classes will be made based upon an evaluation of particular attributes and
relevant considerations of each asset class.

Derivative instruments are permitted in the Qualified Plan’s portfolio only fo 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:

e 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-fo manage risk of the portfolio.

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

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

* 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 allocafions and credit quality. The purpose of the use of derivatives is to enhance
investment in the underlying assets, not to circumvent portfolio restrictions.

Fair Value Measurements. The Qualified Plan’s assets are stated at fair value. Quoted market prices in active markets
are the best evidence of fair value and are used as the basis for the measurement, if available. If a quoted market price is
not available, the estimate of the fair value is based on the best information available in the circumstances. The table
below presents information about the Qualified Plan assets and indicates the level within the fair value hierarchy, as
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defined by ASC 820, with which each item is associated. For a description of the fair value hierarchy, see Note 22: Fair
Value Disclosures. {Dollars in thousands):

For the Year Ended November 30, 2010

Asset
level 1 Llevel2  level3 Total Allocation

Long-duration U.S. fixed income fund ................oooooooiiiioiiiiii s e e $ 0 $205,695 $0 $205,695 64%

Registered Investment Company ~ International equity fund ............coooeerirerrinnreen 19,400 0 0 19,400 6%
Common Collective Trusts:

Infernational equity FUNd .........cc.coiumiiiee s 0 18,062 0 18,062 6%

Domestic large cap equity Fund............covurieiimiiniire e 0 68,624 0 68,624 21%

Domestic small cap equity Fund.........c..ooooooiiiiieiec s i 0 9207 0O 9,207 _ 3%

TOMAL ...t ettt bbb nss s st ena e s s nee s $19,400 $301,588 $_0 $320,988 E%

The investments that are categorized as Level 2 assets primarily consist of common collective trusts, and group annuity
contract consisting of a domestic equity fund and a stable value product. The common collective trusts and the d%mestic
equity fund are public investment vehicles valued using the Net Asset Value (“NAV”) provided by the administrator of the’
fund. The NAV is quoted on a private market that is not active; however, the unit price is based on underlying investments
thafh aﬁe traded on an active market. The fair value of the stable value product is calculated as the present value of future
cash flows.

Cash Flows. The Company expects fo contribute approximately $1.5 million to its postretirement benefit plans for
2011.

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

20T T e e ettt et eeeea e et et e et eeteteeaae et e s en e et et e et et et e et et eeteaneee + teoeeseeanteaaesarreaaeen $11,805 $1,469
20T e et e e et e eae et ee et eent et et —eteeaetetae e taeater e et ae et s tae s e reearraeaaeans $12,233 $1,520
20 3 et ettt et et ee et e et et e ea et et eee et e ue e s tee e et et e et et e et s anteeeeentoee ettt et eeee et e eaeeasereeneeneanes $12,699 $1,575
2004 et e ettt ete et e et eeeae s et e e et et et eae s eeteaneensetse et aetenn et et eeaeeaeneesaaaes $13,224 $1,607
20T ettt e et ettt eatane e tent e et ate eteetent et eeaeeere st eente et e te et et e emeean e e eenteseeaes $13,739 $1,653
Following five years thereaer. .. ............o.oo. oo et ee e et e ee et reseneseeerenen $84,964 $9,658

Discover 401(k) Awards. Under the Discover 401k} Plan, eligible U.S. employees of the Company receive 401(k)
matching contributions. Effective January 1, 2009, eligible employees also receive fixed employer contributions and, if
eligible, employer transition credit contributions. The pretax expense associated with the 401{k) match for the years
ended November 30, 2010, 2009 and 2008 was $31.7 million, $33.7 million and $15.4 million, respectively.

14. Common and Preferred Stock

On March 13, 2009, the Company issued and sold to the United States Depariment of the Treasury (the “U.S.
Treasury”) under the Capital Purchase Program (i) 1,224,558 shares of the Company’s Fixed Rate Cumulative Perpetual
Preferred Stock, Series A (the “senior preferred'stock”) and i) a ten-year warrant to purchase 20,500,413 shares of the
Company’s common stock, par value $0.01 per share, (the “warrant”) for an aggregate purchase price of $1.225
billion. The senior preferred stock paid a cumulative dividend rate of 5% per year for the first five years. The warrant had
a 10-year term and was immediately exercisable upon issuance, with an exercise price equal to $8.96 per share of
common stock. Of the aggregate amount of $1.225 billion received, approximately $1.15 billion was attributable to the
senior preferred stock and approximately $75 million was attributable to the warrant, based on the relative fair values of
these instruments on the date of issuance. The value of the warrant was initially scheduled to accrete over a period of five
years through a reduction fo retained earnings on an effective yield basis. The Company used a discounted cash flow
analysis to determine the fair value of the senior preferred stock, which included the following key assumptions: (i) a
discount rate of 15%, (i) a dividend rate for the first five years of 5% and {iii) a dividend rate after five years of 9%. The

-126-



Company used a binomial lattice model to determine the fair value of the warrant, which included the following key
assumptions: (i) volatility of 50%, {ii) an exercise price of $8.96, {iii) a dividend yield of 2.57% and (iv) the ten-year
risk-free rate of 3.5%. The resulting fair values of the preferred stock and stock warrants were used to allocate the
aggregate purchase price of $1.225 billion on a pro rata basis. The Company used the effective interest rate method to
amortize the discount and the senior preferred stock.

On April 21, 2010, the Company complefed the repurchase of all the outstanding shares of the senior preferred stock
for $1.2 billion, at which fime the Company also accelerated the accretion of the remaining discount on the senior
preferred stock of $61 million. On July 7, 2010, the Company repurchased the warrant from the U.S Treasury for $172

million.

During the year ended November 30, 2009, the Company raised approximately $534 million in capital through the
issuance of 60,054,055 shares of common stock, par value of $0.01, at a public offering price of $9.25 per share
($8.89 per share net of underwriter discounts and commissions). This included 6,000,000 shares sold pursuant fo the
over-allotment option granted to the underwriters.

15. Changes in Accumulated Other Comprehensive Income (Loss)
Changes in each component of accumulated other comprehensive income (loss) were as follows (dollars in thousands):

Net Adjustments
Unrealized Related to
Gains Foreign Pension and Accumulated
(Losses) Currency  Other Post Other
on Translation  Refirement Comprehensive
Securities  Adjustment Benefits Derivafives Income (Loss)
Balance at November 30, 2007 ................ooooiiiiiiieceeeeee e enenenene $ (3,061) $ 48,358 ${13,265) $ 0 $ 32,032
Net unreglized losses on investment securities, net of tax benefit of
2902400 s et neneeneeen {50,158} 0 0 0 {50,158}
Foreign currency translation, net of tax{?! ...............cocoeris wviviinineniccienn e 0 (21,282) 0 0 (21,282)
Redlization of foreign currency translation upon sale of Goldfish business....... 0 (27,076) 0 0 (27 ,07¢6)
Amortization of losses related to pension and postrefirement benefits, net of
BOXI) ettt e e e e e e s et areaeeaeenanee eeenasaneee ceaenee 0 0 146 0 146
Balance at November 30, 2008 ................ocoooiiii e {53,219} 0 (13,119} 0 (66,338}
Net unrealized losses on investment securifies, net of tax benefit of
5,540 . oottt eateesanne ceeeees {8,527) 0 0 0 (8,527)
Amortization of losses related to pension and postretirement benefits, net of
tax benefit of $46,3355)........ocios e 0 0 {79,953) 0 {79,953)
Balance at November 30, 2009 .............cooooiiiiiiieeiereee e enesaeeeene {61,746) 0 (93,072) 0 {154,818)
Adoption of ASC 810 (FASB Statement No. 167}, net of fax expense of
FAB,B70 ..o ta et e s e e ene e reaaeen 78,561 0 0 0 78,561
Net unredlized losses on investment securities, net of tax benefit of
S2,493M0 oottt e st eneeeeenes (4,213} 0 0 0 {4,213)
Net unrealized gain reversed upon the liquidation of an investment security,
net of tax benefit of $2,77400 . et e {4,681) 0 0 0 {4,681)
Amortization of gains related to pension and postretirement benefits, net of
B3 Lot ene —eeeeaeeeaeeeeaaannnaeteeeesiaaaaee seneceeeesienn 0 0 78 0 78
Unrealized gains on cash flow hedges, net of tax expense of $1,49714 ... 0 0 0 2,525 2,525
Balance at November 30, 2010 ..............oiiiiiiieeeeeree e aeiaeeneneene $ 7,921 $ 0 $(92,994) $2,525 $ (82,548)

{1} Represents the difference between the fair value and amortized cost of available-for-sale investment securities.

{2) Represents ranslation gains and losses relating to the Company’s Goldfish business resulting from the change in exchange rafes, primarily of the Brifish pound, and the related tox effects.
{3) Represents amortization of losses related to pension and postretirement benehts in accordance with ASC 715-30-25

{4) Represents unreclized gains (losses} related to effective portion of cash flow hedges
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16. Other income and Other Expense
Income from fee products includes the following components (dollars in thousands):

For the Years Ended November 30,

20100 2009 2008
Debt deferment/debt cancellation ... $234,158 $125621 §$ 93,835
identity theft protection................... 99,873 92,557 80,840
OHher 88 PrOUCES .....ecueeeiriieetcici et eeae et s e ss s sesa s s ee et ea et Ee e it e e reeecereasencae 78,466 76,888 75130
TOMG! FEE PROTUCES. ...ttt ettt et en s ssesess st es s sa e es s e aes e sncent s eimeacacestecasscsanees $412,497  $295,066 $249,805

(1) The amounts ot November 30, 2010 include income from securitized loans as a result of the consclidation of the securitization frusts upon adoption of Statement No. 167 on December 1, 2009
See Note 2 Change in Accounting Principle for more information.

Total other income includes the following components (dollars in thousands):

For the Years Ended November 30,
2010 2009 2008
Royalty and licensee revenue..................cooourvrveieiiiieiciceeeee s . $70645 $ 72636 $ 27,605

Gain from sales of merchant contracts ... 13,688 17,511 34,324

Referral of declined applications .................coooiuiiiiiiie ettt 4,982 12,954 27,061
Charge related to loans sold and held for salle .................c.oooiiiverie et e {23,307} 0 0
OO IMCOM. ...ttt ee e et ne s e e e e eseeeatsesestaseseeesrasassesanses s sssasasoneasstsesanesmasnnasenen 23,800 35,701 49,991
TOMGE OHhEr IMCOME. ..ottt e s ee e s st ss s s s e s m s ersrn s ssesanansesssesas $89,808 $138,802 $138,981
Total other expense includes the following components (dollars in thousands):

For the Years Ended November 30,

2010 2009 2008
POSIAGE. ...ttt eae 4edese et et et es st et et st s ettt e st e b e s e enean $ 82951 $ 92914 $100,221
FrOUG JOSSES ......ouiceieicini ettt s s e a a8 b ek Rt ss et eencee 43,948 58,383 74,448
SUPPIIES ...ttt ettt et et n et et e s sae e aes et b s et s e n e AR AR a s bbb At b ta s st st s st s ennen 19,852 23,313 27,200
Credit bUreau INQUINY FBES............coceceecec ettt ettt b sttt nae 14,218 16,923 19,550
OREr BXPENSE ...ttt tee e et ee st ee et sesaneeseesbara s s b eesss s te s et sa s sera st s essbenestatesara e sanseransranes 84,928 142,300 72,264

Total other expense $245,897 $333,833 $293,683

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

For the Years Ended November 30,
2010 2009 2008
Current:

U.S. Bderal ...t e ettt et ettt e bttt eeeteres e stetansaeaeae $320,739 $759,683 $ 820,180
68,313 143,610 67,696

2,438 3,415 907

391,490 906,708 888,783
U.S. federal ...t r oo ettt eee s s eneneen 107,720 (50,110)  (268,785)
ULS. Stle NG H0CGL .......ceeeiceee et s st e et basaes sttt st sassessaetseasseasasessnsanaan 4,861 {11,612) (25,306)
IEIIGHONGL. ... .. ettt ettt e et sse st s sesaeaas s e saesseseaseetase s enaseneseareenetanes 0 (273) 0
TORE ettt ettt ettt e e e e s st e et s e eesen e et euen et eeeeenaeeeea e e e et an e e eneesasesee e s eaeneaseneeeaeeaeann 112,581 (61,995)  (294,091)
INCOME FOX EXPENSE. ... ceeerietiesiee ittt etteees et ee e et eameestesbassesaessanstensenssnneensenssassensensasssensasssansensennesnnanes $504,071 $844713 $ 594,692
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The following table reconciles the Company’s effective tax rate to the U.S. federal statutory income fox rate:

For the Years Ended November 30,
2010 2009 2008

U.S. federal statutory income tax rate

.................................................................................................................. 35.0% 35.0% 35.0%

U.S. state and local income taxes and other, net of U.S. federal income tax benefits 4.1 4.1 2.5

Valuation allowance — capital oss .............ccconriiinircnieieicee e 0.0 11 0.0

State examinations and SEHEMENTS .............eoieieieeereeeeeeee e eeeeeeressseaiesaaessaneenes 0.0 0.0 0.9}

RO ettt ettt eae e e te s s enseneenestessesansenseaeasenbensessabensseberaenrasaneabens 0.6 (0.4) 0.7)
Effective income tax rate

39.7% 39.8% 35.9%

Deferred income faxes 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 fo reverse. Valuation allowances are provided to reduce deferred tax assets fo an amount that is more likely
than not to be realized. The Company evaluates the likelihood of realizing its deferred tax assets by estimating sources of
future taxable income and the impact of tax planning strategies. Significant components of the Company’s net deferred

income taxes, which are included in other assets in the consolidated statements of financial condition, were as follows
(dollars in thousands):

November 30,
2010 2009
Deferred tax assets:
Allowance for loan losses(" $1,264,069 $ 703,563
Compensation and benefits 67,263 68,219
Unredlized gains/losses ..........ccoovrveverrenenenes 0 72,585
Customer fees and rewards 126,197 51,123
SHOIEE IMCOME BOXES ... vveieveesieesrieiteeeueeatteotesseeeseseseestneeasseasaasesessssnbansnsesseeeneeaseeabe e st e e bt aaetamb e abe e seeeaaeeaeseemnteneeerbeesseean 75,503 0
OB et ettt et te e et et e st et tantea e e eAteAeebseAseaseaatenseastesaesseseeseeRsaseeaseaseeaeesaeeseenseenseaneanneanessenseneesean 76,030 126,705
Total deferred tax assets before valuation allowance 1,609,062 1,022,195
VAIUGHON GHOWGNCE ...ttt et ettt tet e s b e b esseasstsasessasessesaesesse st snsessessesasensasanssansestesessnssasesnasanee (22,876) (24,545)
Total deferred tax assets (net of valuation QlOWANCE).............c.ovuieiiieieiiciee et aeee e eenens 1,586,186 997,650
Deferred tax liabilities:

Depreciation and software amortization {41,550) (48,421}
Securfizations ..........cceceieeeeeeireereeeeene 0 {45,209)
Unrealized GainS/Iosses .........eerririiriririerrieieieesteieiceeicaee et seme et b s st s sas st sa s e R et ea st ee s ea s sae e se s naees {2,393) 0
UNEAMET INCOME . ... eeeeceesieeioretnsaserensneesasseasseseseseeneseaesetnensensansesssnssssensersnrasmssssssemsmssassssssensnessessnsnsasassesssasssnsssasans {33,386) {41,593}
OHRET e e s seetssaseatessarennenenen e eeetetteeteeeaetttsetteeeasnteeteaaeatsnrieeetetseasetasetanisasnstrsaeaeieearneaeeesnsnes (39,652) (72,900}
Total deferred 1K IODIIHES. .........eo oot ee e ees vt et e e e s e b s s esseseaseeseaseasesarseseesansarsansernensrsssessaseneen {116,981} {208,123}

INet AEfErTed FOX GSSEIS .........oeiieeeeieeieeeeteeeeee et eeteeteeseesseeseasesasesaesnessasseassansasseesaessessesssensassaensesssensansensensensenn $1,469,205 $ 789,527

{1)  The amount at November 30, 2010 includes deferred tux assets related fo the allowance for loan losses on securitized loans as a result of the consolidation of the securifization trusts upon adoption
of Statements No. 166 and 167 on December 1, 2009. See Note 2: Change in Accounting Principle for more information.

Included in other deferred tax assets at November 30, 2010, is a $62.6 million capital loss carryforward for U.S.
federal income tax purposes with a tax benefit of $21.9 million that expires in 2013 and capital loss carryforwards for
state purposes with a tax benefit of $1.0 million that expire between 2013 and 2023. These deferred tax assets were
created in connection with the sale of the Goldfish business in March 2008. In 2009, the Company concluded there was
no prudent or feasible tax planning strategy that would allow it to realize the benefits of substantially all the federal and
state capital losses within the carryforward period. As a result, the Company recorded a full valuation allowance against

these deferred tax assets in 2009. In 2010, the capital loss was revalued based on a change in estimate related to capital
gains generated in prior years.
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A reconciliation of beginning and ending unrecognized tax benefits is as follows (dollars in thousands):

For the Years Ended November 30,
2010 2009 2008

Balance at beginning of PO ..............ooiuiieiiiiecei ettt ettt enaebenes $305,721  $285,619 $248,368
Additions:
CUITENE YEAN FOX POSIHIONS -....evveatiieetierietietscieeeiesteeaeeeseeaseeseessaassessssseassasseassassensasen +essenmesssstsensensasnsassasanssessannn 10,016 41,943 20,270
PriOr Year HaX POSIIONS ...........cuiiiieaiieiee et eteie et e e s et et e eet et can e e s ettt eh e e s£eme e ebeaimnesemeatatesesenrmten 134,420 32,089 33,597
Reductions:
PriOr YEOr HOX POSIIONS .....c.eeieeieeiieeieesi ettt e eeesreeaeeseee st sasbesbasssesaesaes  seessenasssansensesssensarnesseneeses (68,843) (19,719) (12,696}
Seftlements with 1axing QUINOARES .............cooviviiiiiieie ettt r s (6,786)  {32,508) {2,364)
Expired statute of [IMIOHONS .................ooiiiieee et ee e et ee s et e veea s e s en s s esen e s s et seeeeesaes {1,273) (1,703} {1,556}
Balance at end of PEriod(l) ...............oviviieece ettt ettt ee —eraeeeeeeen $373,255 $305,721 $285,619

{1} For the years ended November 30, 2010, 2009 and 2008, the balance at end of period included $100.2 million, $81 9 million and $65.8 million, respectively, of unrecognized tax benefits,
which, if recognized, would favorably affect the effective tax rafe.

The Company recognizes accrued interest and pendlties related to unrecognized tax benefits as a component of
income tax expense. During the years ended November 30, 2010, 2009 and 2008, the Company recognized $29.8
million, $8.9 million and $13.7 million, respectively, of interest and pendlties in the consolidated statement of income
related to unrecognized fax benefits. The Company has $68.3 million and $38.5 million accrued in the consolidated
statement of financial position for the payment of interest and penalties related to unrecognized tax benefits as of

November 30, 2010 and 2009, respectively. The changes primarily relate to the revaluation of existing federal and state
tax issues.

The Company is under confinuous 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, which is in
IRS administrative appeals. The Company is being audited for tax years 2006 through June 30, 2007 {the approximate
date of our spin-off from Morgan Stanley), which commenced in November 2010. The Company regularly assesses the
likelihood of additional assessments in each of the taxing jurisdictions resulting from these and subsequent years’
examinations. As part of its audit of 1999 through 2005, the IRS has proposed additional tax assessments. In August
2010, the Company filed an appedl with the IRS to protest the proposed adjustments. The Company does not anticipate
that resolution of this matter will occur within the next twelve months as it is in the preliminary stage. Due to the
uncertainty of the outcome of the appeal, the Company is unable to determine if the total amount of unrecognized tax
benefits will significantly incredse or decrease within the next twelve months. However, the Company believes that its
reserve is sufficient fo cover any penalties and inferest that would result in an increase in federal taxes due.

18. Earnings Per Share

Effective December 1, 2009, the Company adopted new accounting guidance on earnings per share, which clarifies
that unvested stock-based payment awards that contain nonforfeitable rights o dividends are parficipating securities and
should be included in computing earnings per share (“EPS”) using the two-class method. The Company grants restricted
stock units (“RSUs") to certain employees under its stock-based compensation programs, which entitle the recipients to
receive nonforfeitable dividend equivalents in the same amount and at the same time as dividends paid to all common
stockholders; these unvested awards meet the definition of participating securities. Under the two-class method, all
earnings (distributed and undistributed) are allocated to each class of common stock and participating securities, based
on their respective rights fo receive dividends,/In accordance with the transition guidance, prior period EPS amounts have

been restated fo conform to current period presentation, although there was no material impact on the previously
reported basic or diluted EPS.
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The following table presents the calculation of basic and diluted EPS (dollars in thousands, except per share amounts):

For the Years Ended November 30,
2010 2009 2008

Numerator:

Income from continuing operations $764,788 $1,276,185 $1,062,913

Preferred stock dividends.............ccoooeveeeeenee e (23,811) (43,880) 0
Preferred stock discount accretion (66,492) (9,375} 0
Loss from discontinued operations, net of tax 0 0 {135,163)
Net income available to common stockholders ...............o.oioeiuiieeeeeeee et 674,485 1,222,930 927,750
Income allocated fo ParticiPAtNg SECUMIRIES............ovevurreierietrerieereeneereneesessansaeseseesseesssesessnsesssnsesenssansssssseseseses (6,547) {15,965) (17,240)
Net income allocated 10 cOMMON SIOCKROIETS ..........vov ettt ettt eee e neeareaeean $667,938  $1,206,965 $ 910,510
Denominator:

Weighted average shares of common stock outstanding............ccccuivieiioriirire e 544,058 504,550 479,335
Effect of dilutive common stock eqUIValents ..................cocoiimiic ettt 4,702 3,357 22
Weighted average shares of common stock outstanding and common stock equivalents ...............ccoovoieiivreiiniinnaes 548,760 507,907 479,357
Basic earnings per share:

Income from CONFINUING OPEIAHONS ........evxi it caeeeen e cceeet et aacesea s aee e e s s neasssessen s s esssssasesssasassssans $ 123 § 239 $ 2.18
Loss from discontinued operations, Net of X ..............coooviiiieiei ettt eeee 0 0 {0.28)
Net income available to common stockholders ...............oooovivioee e $ 123 § 239 §$ 1.90
Diluted earnings per share:

Income from CONtNUING OPEITHONS ...........ouovieiereceieriiee et ensessessebenses st s b st s an s en st s enssassanscanens $ 122 § 238 § 2.18
Loss from discontinued operations, net OF HX ............couiueieieiieiriei ettt eae sttt rnasansenns 0 0 {0.28)
Net income available to common stockholders ...............ccooviiiiiiee e $ 122 § 238 § 1.90

The following securities were considered anti-dilutive and therefore were excluded from the computation of diluted EPS
(shares in thousands):
For the Years Ended, November, 30,
2010 2009 2008
Unexercised SIock OPHONS ..........eueueverieeiecteieieieeererietees s nesereeesse e ss s e sesesaesesecsasebeee s nensesesessssnss s esesesssansnsesasass 3,398 4,385 4,241

19. Capital Adequacy

The Company is subject to capital adequacy guidelines of the Federal Reserve, and Discover Bank (the “Bank”), the
Company’s main banking subsidiary, is subject to various regulatory capital requirements as administered by the Federal
Deposit Insurance Corporation (the “FDIC”). Failure to meet minimum capital requirements can result in the initiafion of
certain mandatory and possibly additional discretionary actions by regulators that, if undertaken, could have a direct
material effect on the financial position and results of the Company and the Bank. Under capital adequacy guidelines and
the regulatory framework for prompt corrective action, the Company and the Bank must meet specific capital guidelines
that involve quantitative measures of assets, liabilities, and certain off-balance sheet items, as calculated under regulatory
accounting practices. Capital amounts and classification are also subject to qudlitative judgments by the regulators about
components, risk weightings and other factors.

Quantitative measures established by regulation to ensure capital adequacy require the Company and the Bank to
mainfain minimum amounts and rafios (as defined in the regulations) of total risk-based capital and Tier 1 capital to risk-
weighted assets, and of Tier 1 capital to average assets. As of November 30, 2010, the Company and the Bank met all
capital adequacy requirements fo which they were subject.

Under regulatory capital requirements, the Company and the Bank must maintain minimum levels of capital that are
dependent upon the risk-weighted amount or average level of the financial institufion’s assets, specifically (a) 8% to 10%
of total risk-based capital to risk-weighted assets (“total risk-based capital ratio”), (b} 4% to 6% of Tier 1 capital to
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risk-weighted assets {“Tier 1 risk-based capital ratio”) and {c) 4% to 5% of Tier 1 capital to average assets {“Tier 1
leverage ratio”). To be categorized as “well-capitalized,” the Company and the Bank must maintain minimum total risk-
based, Tier 1 risk-based, and Tier 1 leverage ratios as set forth in the table below. As of November 30, 2010, the
Company and the Bank met the requirements for well-capitalized status and there have been no condifions or events that

management believes have changed the Company’s or the Bank's category.

The following table shows the actual capital amounts and ratios of the Company and the Bank as of November 30,
2010 and 2009 and comparisons of each to the regulatory minimum and “well-capitalized” requirements (dollars in
thousands):

Minimum Capital Capital Requirements To Be

Actual Requirements Classified as Well-Capitalized
Amount Ratio Amount Ratio Amount Ratio

November 30, 201001
Total risk-based capital (to risk-weighted assets)

Discover FInancial Services ..............ooveeeoeereeeeeeeeeeeeeeeeeee e $7,946,619 159% $3,989,689 > 80% $4,987,111 > 10.0%

Discover Bank $7817205 159% $3,923344 > 80% $4,904,180 > 10.0%
Tier | capital (fo risk-weighted assets)

Discover Financial Services .............ooooveeeeeeoeeeeeeeeeeeeeeeseee e $6,095000 12.2% $1,994844 > 40% $2,992,266 = 6.0%

DiSCOVEr BANK ........ooevoeeeeeceee e nen s $5,975824 12.2% $1,961,672 > 40% $2,942,508 > 6.0%
Tier | capital {to average assets)

Discover Financial Services . $6,095,000 9.9% $2,464,324 > 4.0% $3,080,406 > 5.0%

Discover Bank ...........oovomiiieeee e $5,975,824 98% $2,431,610 > 40% $3039512 = 5.0%
November 30, 2009:
Total risk-based capital (to risk-weighted assets)

Discover FInancial SErvices ............voeeveeeeooeeeeeeveeeeeeeeeeeseeeeserers $9,516,965 17.9% $4,262230 > 80% $5327,788 = 10.0%

DiSCOVEr BANK ... oeoeieceeee e e e $8,210,450 158% $4,168,103 > 80% $5210,129 > 10.0%
Tier | capital (to risk-weighted assets)

Discover Financial Services ..............oovoceceereeeeeeeeeerereeee e rereneene $8,139,309 15.3% $2,131,115 > 40% $3,196673 = 6.0%

Discover Bank $6,572,320 12.6% $2,084,052 > 40% $3,126077 = 6.0%
Tier | capital {to average assets)

Discover Financial Services .............ooovovoeeioeeeeeeeeoeeeee $8,139,309 18.1% $1,798,937 > 40% $2,248,672 = 5.0%

DISCOVEr BANK ... oo s $6,572,320 15.9% $1,657,397 = 440% $2,071,746 = 5.0%

{1} Upon adoption of Statements No. 166 and 167 on December 1, 2009, the Company recorded a $1.4 billion reduction fo retained eamings, which reduced total capital and Tier 1 capital by the
same amount, and a $21 1 billion increase to total assets, which impacted average assets. See Note 2: Change in Accounting Principle for more information. Risk-weighted assets were not
significantly impacted by the adoption of Statements No. 166 and 167 as the Company begon including securifized assets in its risk-weighted asset calculation beginning in the third quarter 2009
dve fo actions it took to adjust the credit enhancement structure of the securifization iruss.

The amount of dividends that a bank may pay in any year is subject fo cerfain regulatory restrictions. Under the current
banking regulafions, a bank may not pay dividends if such a payment would leave the bank inadequately capitalized. In
the years ended November 30, 2010, 2009 and 2008, Discover Bank paid dividends of $125 million, $0 and $95
million, respectively, fo the Company.
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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 2018. At November 30, 2010, future minimum payments on
leases with original ferms in excess of one year consist of the following (dollars in thousands):

Capitalized Operating
Leases Leases

$395  $ 5843
0 6,362
0 4,854
0 4,797
0 4935
0 12,093
5

_7

39 $38,884

Less: AMOUNE representing INIEIESE..........c.coiiiiiiiieriiriictcoriinseianenr it eraes srtimmseseteaesmsaseaese et eeee s enesteaesassaesesasanesnaassessaniasnen

Present value of net minimum 0S8 PAYMENES. . .........oo.i e crreeieeeeseerceceaesetaeiessessese b seesseaesetetossesenssoesseeseeneesinte $388

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, was $14.2 million, $15.0 million and $15.1 million for the years

ended November 30, 2010, 2009 and 2008, respectively.

Unused commitments to extend credit. At November 30, 2010, the Company had unused commitments to extend credit
for consumer and commercial loans of approximately $165 billion. Such commitments arise primarily from agreements
with customers for unused lines of credit on certain credit cards and certain other consumer loan products, provided there
is no violation of conditions 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, customer creditworthiness and loan qualification.

Secured Borrowing Representations and Warranties. As part of the Company’s financing activifies, the Company
provides representations and warranties that certain assets pledged as collateral in secured borrowing arrangements
conform to specified guidelines. Due diligence is performed by the Company which is intended to ensure that asset
guideline qualifications are met. If the assets pledged as collateral do not meet certain conforming guidelines, the
Company may be required fo replace, repurchase or sell such assets. In its credit card securitization activities, the
Company would replace nonconforming receivables through the allocation of excess seller’s interest or from additional
transfers from the unrestricted pool of receivables. If the Company could not add enough receivables to satisfy the
requirement, an early amortization (or repayment) of investors’ interests would be triggered.

The maximum potential amount of future payments the Company could be required to make would be equal to the
current outstanding balances of third-party investor inferests in credit card asset-backed securities plus the principal
amount of any other outstanding secured borrowings. The Company has recorded substantially all of the maximum
potential amount of future payments in long-term borrowings on the Company’s statement of financial condition. The
Company has not recorded any incremental contingent liability associated with its secured borrowing representations and
warranties. Management believes that the probability of having to replace, repurchase or sell assets pledged as collateral
under secured borrowing arrangements, including an early amortization event, is low.

Guarantees. The Company has obligations under certain guarantee arrangements, including contracts and
indemnification agreements, which contingently require the Company to make payments to the guaranteed party based
on changes in an underlying asset, liability or equity security of a guaranteed party, rate or index. Also included as
guarantees are contracts that confingently require the Company to make payments fo a 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. '
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Counterparty Seftlement Guarantees. Diners Club and DFS Services LLC, on behalf of PULSE, have various counterparty
exposures, which are listed below.

e Merchant Guarantee. Diners Club has entered into contractual relationships with certain international merchants,
which generally include travel-related businesses, for the benefit of all Diners Club licensees. The licensees hold the
primary liability to settle the transactions of their customers with these merchants. However, Diners Club retains a
counterparty exposure if a licensee fails to meet its financial payment obligation to one of these merchants.

* ATM Guarantee. PULSE entered into contractual relationships with certain infernational ATM acquirers in which DFS
Services LLC retains counterparty exposure if an issuer fails fo fulfill its settlement obligation.

The maximum potential amount of future payments related to such confingent obligations is dependent upon the
transaction volume processed between the time a counterparty defaults on its setflement and the time at which the
Company disables the settlement of any further transactions for the defaulfing party, which could be up to one month
depending on the type of guarantee/counterparty. However, there is no limitation on the maximum amount the Company
may be liable to pay. The actual amount of the potential exposure cannot be quantified as the Company cannot
determine whether parficular counterparties will fail to meet their settlement obligations. While the Company has some
contractual remedies to offset these counterparty settlement exposures (such as letters of credit or pledged deposits), in the
event that all licensees and/or issuers were to become unable to settle their transactions, the Company estimates its
maximum potential counterparty exposures to these setflement guarantees, based on historical transaction volume of up to
one month, would be as follows:

For the Year Ended
November 30,
2010
Diners Club:
Merchant guarantee [in MIllIONS)..............oco.ouiiiiiciteeie et ettt ettt ettt $224
PULSE:
ATM GUATGNEE (i ThOUSANAS) ......ovveveieieei ittt isis s eeeas ot seeeeesrae et eeseaesseenes cestetesesasaseseeteseeaste b e st seet b caerenesaenenaes $910

With regard fo the counterparty setflement guarantees discussed above, the Company believes that the esfimated
amounts of maximum potential future payments are not representative of the Company’s actual potential loss exposure
given Diners Club’s and PULSE's insignificant historical losses from these counterparty exposures. As of November 30,
2010, the Company had not recorded any contingent liability in the consolidated financial statements for these
counterparty exposures, and management believes that the probability of any payments under these arrangements is low.

The Company also retains counterparty exposure for the obligations of Diners Club licensees that parficipate in the
Citishare network, an electronic funds processing network. Through the Citishare network, Diners Club customers are able
fo access certain ATMs directly connected to the Citishare network. The Company’s maximum potential future payment
under this counterparty exposure is limited to $15 million, subject to annual adjustment based on actual transaction
experience. However, as of November 30, 2010, the Company had not recorded any contingent liability in the
consolidated financial statements related to this counterparty exposure, and management believes that the probability of
any payments under this arrangement is low.

£
£
7

Merchant Chargeback Guarantees. The Company issues credit cards and owns and operates the Discover Network.
The Company is contingently liable for certain transactions processed on the Discover Network in the event of a dispute
between the credit card customer and a merchant. The contingent liability arises if the disputed transaction involves a
merchant or merchant acquirer with whom the Discover Network has a direct relationship. If a dispute is resolved in the
customer’s favor, the Discover Network will credit or refund the disputed amount fo the Discover Network card issuer,
who in turn credits its customer’s account. The 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 customer. In most instances, a payment obligation by the Discover

- Network is unlikely to arise because most products or services are delivered when purchased, and credits are issued by
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merchants on refurned items in a fimely fashion. However, where the product or service is not scheduled to be provided to
the customer unfil some later date following the purchase, the likelihood of a contingent payment obligation by the
Discover Network increases.

The maximum potential amount of future payments related fo such contingent obligations is estimated to be the portion
of the total Discover Network transaction volume processed to date for which timely and valid disputes may be raised
under applicable law and relevant issuer and customer agreements. There is no limitation on the maximum amount the
Company may be liable to pay. However, the Company believes that such 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,
2010 2009 2008
Losses related to merchant chargebacks {in thousands) .................o.ooiiiiieiee e $ 2331 $ 5836 $10,459
Aggregate fransaction volume (i milionsi ... o ..o ettt ee ettt ettt eeeseeernn $99,838 $93,257 $98,726

{1} Represents period transactions processed on the Discover Network fo which a potential hability exists which, in aggregate, can differ from credit card sales volume

The Company has not recorded any contingent liability in the consolidated financial statements related to merchant
chargeback guarantees at November 30, 2010 and November 30, 2009. 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 fime delays in the delivery of products or services. The table
below provides information regarding the settlement withholdings and escrow deposits, which are recorded in interest-
bearing deposit accounts and accrued expenses and other liabilities on the Company’s consolidated statements of
financial condition (in thousands):

November 30,
2010 2009
Settlement withholdings and SCrow depOsits ............cocerrmireririiieece ettt st et $30,483 $38,129

21. litigation

In the normal course of business, from fime to fime, the Company has been named 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 in some instances limited the costs of, and the Company’s exposure to, litigation, but there can be
no assurance that the Company will confinue to be successful in enforcing its arbitration clause in the future. Legal
challenges to the enforceability of these clauses have led most card issuers and may cause the Company to discontinue
their use, and there are bills pending in Congress to directly or indirectly prohibit the use of pre-dispute arbitration
clauses. Further, the Company is involved in pending legal actions challenging its arbitration clause. The Company is also
involved, from fime to fime, in other reviews, investigations and proceedings (both formal and informal) by governmental
agencies regarding the Company’s business including, among other matters, accounting, fax and operational maters,
some of which may result in adverse judgments, settlements, fines, pendlties, injunctions, or other relief. For example, the
Company received a nofice of proposed assessment from the IRS related to its audit of our 1999-2005 fax years as
further discussed in Note 17: Income Taxes. 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
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indeterminate damages or where investigations and proceedings are in the early stages, the Company cannot predict
with certainty 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 setflement, fine, penaliy 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 will not have a material adverse effect on the consolidated 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.

Bennett et al. v. Discover Card. On November 16, 2010, a putative class action lawsuit was filed against the Company
by a cardmember in the U.S. District Court for the Southern District of California (Michele Bennett et al. v. Discover Card,
a/k/a DFS Services LLC). The plaintiff alleges that the Company contacted her, and members of the putative class, on
their cellular telephones without their express consent in violation of the Telephone Consumer Protection Act (“TCPA”). The
TCPA provides for statutory damages of $500 for each violation ($1,500 for willful violations). Plaintiff seeks statutory
damages for alleged negligent and willful violations of the TCPA, atforneys’ fees, costs and injunctive relief. The Company
will seek to vigorously defend all claims asserted against it. The Company is not in a position at this time to assess the
likely outcome or its exposure, if any, with respect o this matter.

Payment Protection Cases. On December 6, 2010, the Attorney General for the State of Minnesota filed a lawsuit
against the Company in the District Court for Hennepin County, Minnesota (Minnesota v. Discover Financial Services,
Discover Bank and DFS Services, LLC). The lawsuit challenges the Company’s enrollment of Discover cardmembers in its
various fee based products under Minnesota law. The remedies sought in the lawsuit include an injunction prohibiting the
Company from engaging in the alleged violations, restitution for all persons allegedly injured by the complained of
practices, civil penalties and costs. The Company will seek to vigorously defend all claims asserted against it. The
Company is not in a position at this time to assess the likely outcome or its exposure, if any, with respect to this matter.

As of November 30, 2010, there were four putative class action cases pending in relation to the sale of the Company’s
payment protection fee product. The cases were filed {all in United States District Courts) on July 8, 2010 in the Northern
District of California (Walker, et al. v. DFS, Inc. and Discover Bank; subsequently transferred to the Northern District of
Illinois); July 16, 2010 in the Central District of California (Conroy v. Discover Financial Services and Discover Bank);
October 22, 2010 in the District of South Carolina (Alexander v. Discover Financial Services, Inc.; DFS Services, LLC;
Discover Bank; and Morgan Stanley); and November 5, 2010 in the Northern District of lllinois (Callahan v. Discover
Financial Services, Inc. and Discover Bank). Subsequent fo November 30, 2010, two additional cases were filed on
December 17, 2010 in the Western District of Tennessee (Sack v. DFS Services, LLC; Discover Financial Services, Inc.;
and Discover Bank) and January 14, 2011 in the Eastern District of Pennsylvania (Boyce v. DFS Services LLC; Discover
Financial Services Inc.; Discover Bank). Each of these lawsvits challenges the Company’s markefing practices with respect
fo its payment protection fee product to its cardmembers under various state laws and the Truth in Lending Act. The
plaintiffs seek monetary remedies including unspecified damages and restitution, attorneys’ fees and costs, and various
forms of injunctive relief including an order rescinding the payment protection fee product enrollments of all class
members. The Company will seek to vigorously defend all claims asserted against it. The Company is not'in a position at
this time to assess the likely outcome or its exposure, if any, with respect to this matter.

Morgan Stanley Special Dividend Agreement. The Company filed a lawsuit captioned Discover Financial Services, Inc.
v. Visa USA Inc., MasterCard Inc. et al. in the U.S. District Court for the Southern District of New York on October 4,
2004. Through this lawsuit the Company sought to recover substantial damages and other appropriate relief in
connection with Visa's and MasterCard's illegal anticompetitive practices that, among other things, foreclosed the
Company from the credit and debit network services markets. The Company executed an agreement to settle the lawsuit
with MasterCard and Visa for up to $2.75 billion on October 27, 2008, which became effective on November 4, 2008
upon receipt of the approval of Visa's Class B ¢hareholders. At the time of the Company’s 2007 spin-off from Morgan
Stanley, the Company entered info an agreement with Morgan Stanley regarding the manner in which the antfitrust case
against Visa and MasterCard was to be pursued and settled, and how proceeds of the litigation were to be shared (the
“Special Dividend Agreement”).

On October 21, 2008, Morgan Stanley filed a lawsuit against the Company in New York Supreme Court for New
York County seeking a declaration that Morgan Stanley did not breach the Special Dividend Agreement, did not interfere
with any of the Company’s existing or prospective agreements for resolution of the antitrust case against Visa and
MasterCard, and that Morgan Stanley is entitled to receive a portion of the sefilement proceeds as set forth in the Special
Dividend Agreement. On November 18, 2008, the Company filed its response fo Morgan Stanley’s lawsuit, which
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included counterclaims against Morgan Stanley for interference with the Company’s efforts fo resolve the antitrust lawsuit
against Visa and MasterCard and willful and material breach of the Special Dividend Agreement, which expressly
provided that the Company would have sole control over the investigation, prosecution and resolution of the antitrust
lawsuit.

Subsequent fo a ruling by the New York State Court, the Company estimated that the amount that was probable it
would owe to Morgan Stanley was $837.7 million as of November 30, 2009. Of this amount, $808.8 million was
recorded as Special dividend —~ Morgan Stanley in liabilities on the statement of financial condition with an offset to
retained earnings and $28.9 million of interest related to delayed payment was recorded in other expense. On
February 11, 2010, the Company entered info a Settlement Agreement and Mutual Release with Morgan Stanley, in
which each party released and discharged the other party from claims related to the sharing of proceeds from the
antitrust suit against Visa and MasterCard. On the same day, the Company entered into a First Amendment to the
Separation and Distribution Agreement dated as of June 29, 2007 (the “First Amendment”) with Morgan Stanley. The
First Amendment provides that payments that Morgan Stanley receives from the Company in connection with the
settlement of the antitrust litigation with Visa and MasterCard shall not exceed a total of $775 million, inclusive of any
accrued and unpaid inferest and fees under the agreement. In addition, on the same day, the Company paid Morgan
Stanley $775 million from restricted cash held in an escrow account in complete safisfaction of its obligations under the
Special Dividend Agreement.

Upon payment of the $775 million on February 11, 2010, the Company reversed the $28.9 million that had been
recorded in other expense in the fourth quarter 2009 and recorded a reduction to the liability atiributable to the special
dividend from $808.8 million to $775 million with an offsetting increase to retained earnings.

22. Fair Value Disclosures

The Company is required fo disclose the fair value of financial instruments for which it is practical to estimate fair value.
To obitain fair values, observable market prices are used if available. In some instances, observable market prices are not
readily available and fair value is defermined 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 redlize in a current market exchange. The use of different assumptions or estimation
techniques may have a material effect on the estimated fair value amounts.

The following table provides the estimated fair values of financial instruments (dollars in thousands):

November 30, 2010 November 30, 2009
Carrying Estimated Carrying Estimated
Value fair Value  Value Fair Value
Financial Assets .
Cash and cash EQUIVELENNS ... ...eerereeeeeicceseess ettt se s e ese st s sn e $ 5,098,733 $ 5098733 $13,020,719 $13,020,719
Restricted cash — special dividend scrow..............ccvierveieviioneicerctcee e $ 0 $ 0 $ 643311 § 643,311
Restricted cash — for securifization INVESIOrsTl................oooveuiuieieieee oo e s eeeeee e s esene $ 1,363,758 $ 1,363,758 § o $ 0
Other short-erm INVESINENES .................ccuiuieiuiieeeeeeeeeeeeeeeeeeeecaee e e eeeesenesseeeereeasesesenns $ 375000 $ 375000 $ 1,350,000 $ 1,350,000
Investment securities:
AVGHbleFor-salell ... ettt ee st eteeeeneana $ 5002579 $ 5002579 § 2,645,481 $ 2,645,481
Held-to-maturityt!} o $ 72816 $ 70,195 $ 2,389,816 $ 1,953,990
Net loan recaivablestl........ccoiv i e s evetesesee e e s eneressesasneaeneenen $45,532,295 $45,835,543 $21,867,185 $21,984,317
Amounts due from asset SeCUTZAHONM ........... . iieeeeeeeeeer e eeereseees et tsveseeseemeeranens $ o $ 0 § 1692051 § 1,692,051
Derivative inancial instruments..................c.ovecieciovecersiee e eeeesee s e esesemesssestanenes $ 4995 § 4995 §$ 1,369 § 1,369
Financial Liabilities
DIBPOSIS ....c.eemeemreereeeeteienter et ettt ettt en st s skt e st s et es s eeeeae s ene st ee e e eaentesaenees $34,413,383  $35,500,526 $32,093,012 $33,139,823
Long-term borrowings — owed to securitization investorsi! .... . $14919,400 $15,148,534 § 0 3 0
Other Jong-1erm bomowWingS..........ovivceuriiiicieee e es st aes s s s s $ 2,786,328 § 3,118,967 $ 2,428,101 $ 2,524,320
Derivative financial Instruments. ..ot $ 6,594 §$ 6594 § 0 3 0

(1] Upon adoption of Statements No. 166 and 167 on December 1, 2009, the Company consolidated the securitization trusts. Loan receivables increased by the amount of securitized loans and long-
term borrowings increased by the amount of debt issued from the trusts to third-party investors. Furthermore, applicable amounts of held-to-maturity and available-for-sale investment securities were
redlassified o loan receivables, while amounts recorded as due from asset securitization were either reclassified or reversed. See Note 2: Change in Accounting Principle for more information.
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Fair Value of Assets and Liabilities Held at November 30, 2010. Below are descriptions of the techniques used to
esfimate the fair value of financial instruments on the Company’s statement of financial condition as of November 30,
2010.

Cash and cash equivalents. The carrying value of cash and cash equivalents approximates fair value due fo the low
level of risk these assets present to the Company as well as the relafively liquid nature of these assets, particularly given
their short maturities.

Restricted cash. The carrying value of restricted cash approximates fair value due to the relatively liquid nature of these
assets, particularly given the short maturities of the assets in which the restricted cash is invested.

Other short-term investments. The carrying value of other short-term investments approximates fair value due to the low
level of risk these assets present o the Company as well as the relatively liquid nature of these assets, particularly given
their maturities of less than one year.

Available-for-sale investment securities. Investment securities classified as available-for-sale consist of credit card asset-
backed securities issued by other financial institufions, U.S. Treasury and government agency securities, corporate debt
securities, and, until August 2010, asset-backed commercial paper notes. The fair value for the U.S. Treasury and
government agency securities are valued using estimated fair values based on quoted market prices for the same or
similar securities. The fair value estimation techniques for the credit card asset-backed securities issued by other financial
instifutions and corporate debt securities are discussed below.

Held-to-maturity investment securities. Held-to-maturity investment securities are generally valued using the estimated
fair values based on quoted market prices for the same or similar securities.

Net loan receivables. The Company’s loan receivables include credit card and installment loans to consumers and
credit card loans to businesses. To estimate the fair value of 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
expected future cash flows using rates at which similar loans could be made under current market conditions.

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

Long-tferm borrowings — owed to securitization investors. Fair values of long-term borrowings owed to securitization
investors are determined ufilizing quoted market prices of the same transactions.

Other long-term borrowings. Fair values of other long-term borrowings are determined utilizing current observable
market prices for those transactions, if available. If there are no observable market transactions, then fair values are
determined by discounting cash flows of future interest accruals at market rates currently offered for borrowings with
similar credit risks, remaining maturities and repricing ferms.

]

Derivative financial instruments. The Compéiny’s derivative financial instruments consist of interest rafe swaps and
foreign currency forward contracts. The yaluation of these instruments is determined using widely accepted valuation
techniques including discounted cash flow analysis on the expected cash flows of each derivative. This analysis reflects the
contractual terms of the derivatives, including the period to maturity, and uses observable market-based inputs, including
inferest rate curves and option volatility. The fair values of interest rate swaps are determined using the market standard
methodology of netting the discounted future fixed cash receipts (or payments) and the discounted expected variable cash
payments (or receipts). The variable cash payments (or receipts) are based on an expectation of future interest rates
(forward curves) derived from observable market inferest rate curves. See Note 23: Derivatives and Hedging Activities for
more information.
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Fair Value of Assets Held at November 30, 2009. Below are descriptions of the techniques used to calculate the fair
value of financial instruments on the Company’s statements of financial condition as of November 30, 2009 which were

subsequently derecognized, reclassified or eliminated in consolidation as a result of the adoption of Statements No. 166
and 167 on December 1, 2009.

Available-for-sale investment securities. Fair value of certain certificated subordinated interests issued by DCENT that
were acquired by a wholly-owned subsidiary of the Company were estimated ufilizing discounted cash flow andlyses,
where estimated contractual principal and inferest cash flows were discounted at current market rates for the same or
comparable transactions, if available. If there was little or no market activity, discount rates were derived from indicative
pricing observed in the most recent active market for such instruments, adjusted for changes reflective of incremental

credit risk, liquidity risk, or both.

Held-to-maturity investment securities. The estimated fair values of certain cerfificated subordinated interests issued by
DCENT and DCMT were derived utilizing a discounted cash flow analysis, where estimated contractual principal and
interest cash flows were discounted at market rates for comparable transactions, if available. If there was little or no
market activity on which to conclude an appropriate discount rate for similarly rated instruments, the discount rate was
interpolated from recent pricing observed on similar asset classes, adjusted for incremental credit risk, liquidity risk, or
both, to reflect, for example, the risk related to the lower rating on the instrument being valued than that which was
observed. A substantial portion of these investment securities were zero coupon certificated retained interests in DCENT
and DCMT, and as such, the aggregate carrying value, or amortized cost, exceeded fair value.

Amounts due from asset securitization. Carrying values of the portion of amounts due from asset securitization that
were short ferm in nature approximated their fair values. Fair values of the remaining assets recorded in amounts due
from asset securitization reflected the present value of estimated future cash flows utilizing management's best estimate of
key assumptions with regard to credit card loan receivable performance and interest rafe environment projections.

Assets and Liabilities Measured at Fair Value on a Recurring Basis. ASC 820 defines fair value, establishes a fair
value hierarchy that distinguishes between valuations that are based on observable inputs from those based on
unobservable inputs, and requires certain disclosures about those measurements. In general, fair values determined by
Level 1 inputs are defined as those that 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 are those that 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 or inactive markets, quoted prices for the identical assets in
an inactive market, 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. The Company evaluates factors such as the frequency
of transactions, the size of the bid-ask spread and the significance of adjustments made when considering fransactions
involving similar assets or liabilities fo assess the relevance of those observed prices. If relevant and observable prices are
available, the fair values of the related assets or liabilities would be classified as Level 2. Fair values determined by Level
3 inputs are those based on unobservable inputs, and include situations where there is litfle, if any, market activity for the
asset o liability being valued. 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 is
classified is based on the lowest level input that is significant to the fair value measurement in its entirety. The Company
may utilize both observable and unobservable inputs in determining the fair values of financial instruments classified
within the Level 3 category. The Company’s assessment of the significance of a parficular input to the fair value
measurement in its entirety requires judgment, and involves consideration of factors specific to the asset or liability. Also,
the FASB clarified in ASC 820-10-35 that it is not appropriate to automatically conclude that any transaction price in an
inactive market is determinable of fair value and, thus, the use of Level 3 inputs may result in fair value estimates that are
more reliable than those that would be indicated by the use of observable prices in a market that is not active.
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The table below presents information about the Company’s assets and liabilities measured at fair value on a recurring
basis at November 30, 2010, and indicates the level within the fair value hierarchy with which each of those items is
associated (dollars in thousands):

Quoted Prices in  Significant

Active Markets  Other Significant

for Identical Observable Unobservable

Assets (Level 1) Inputs (Level 2) Inputs (Level 3) Total

Balance at November 30, 2010

Assets

U.S Treasury SECUMHIES ......ceuvvreueietiieeeeeieeeiaeieteeeeeseeereensateneasessaeceresens cessarseseees $1,574,853 $ 0 $ 0 $1,574,853

U.S government agency securities...........c..oouicouiriciiciiiiiieiciciin e 1,888,701 0 0 1,888,701

Credit card asset-backed securities of other isSUEFS .....e.veoveeeieeeeeeeeeeeeeeee 0 1,031,112 0 1,031,112

Corporate debt securities 0 507,896 0 507,896

EQUily SBCUMHES ...ttt e 0 0 17 17
Available-for-sale investment SeCURRES .........o.voveeeeeeeeeeeeeeeeeee e $3,463,554 $1,539,008 $ 17 $5,002,579

Derivative Fnancial INSIUMENS ......... .oovoireeeeeeeeeeeeee et eeeene s e ens $ 0 $§ 4995 $ 0 $ 4995

Liabilities

Derivative financial instruments .................cocoooeioieviiiieeenes beerestesserensenasvenine $ 0 $ 6,594 $ 0 $ 65%

Balance at November 30, 2009

Assets

Available-for-sale investment securities ...................cocovieiieiies oo $ 15 $ 0 $2,645,466  $2,645,481

Amounts due from asset securitizationt!! $ 0 $ 0 $ 940,164 $ 940,164

Derivative Fnanciol INSIUMENES .............o.eeieeeeeeeeeeeeee s eevevereeeeersennsennen $ 0 $ 1,369 $ 0 $ 1,369

{1} Balances represent only the components of amounts due from asset securifization that are marked to fair value

At November 30, 2010, amounts reported in credit card asset-backed securities issued by other institutions reflected
senior-rated Class A securities having a par value of $936 million and more junior-rated Class B and Class C securities
with par values of $50 million and $40 million, respectively. The Class A securities had a weighted-average coupon of
2.33% and a weighted-average remaining maturity of 9.1 months, the Class B, 0.59% and 17.6 months, respectively,
and the Class C, 0.72% and 13.4 months, respectively. The underlying loans for these securities are predominantly prime
general-purpose credit card loan receivables. Amounts reported in corporate debt securities reflected AAA-rated
corporate debt obligations issued under the Temporary Liquidity Guarantee Program (“TLGP”) that are guaranteed by the
Federal Deposit Insurance Corporation (“FDIC”) with a par value of $495 million, a weighted-average coupon of 2.42%
and a weighted-average remaining maturity of 17.7 months.

The Company utilizes an external pricing source for the reported fair value of these securities. Regarding the corporate
debt obligations issued under TLGP, fair values estimates are derived utilizing a spread relative to an underlying
benchmark curve which reflects the terms and conditions of specific instruments being valued. Regarding credit card
asset-backed securifies, the expected cash flow models used by the pricing service utilize observable market data to the
extent available and other valuation inputs such as benchmark yields, reported trades, broker quotes, issuer spreads, bids
and offers, the priority of which may vary based on availability of information. The Company assesses the
reasonableness of the price quotations received from the external pricing source by reference to indicative pricing from
another independent, nafionally recognized provider of capital markets information.

s

At November 30, 2009, the amount reporfed in asset-backed commercial paper notes included in available-for-sale
investment securifies was related to mortgage-backed commercial paper notes of Golden Key U.S. LLC. At that time, the
estimated fair value reflected an estimate of the market value of those assets held by the issuer, which was primarily
reliant upon unobservable data as the market for morigage-backed securities had continued to experience significant
disruption. The collateral supporting these notes was liquidated during the third quarter of 2010. See Note 5: Investment
Securities for further discussion of this investment.
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The following tables provide changes in the Company’s Level 3 assets and liabilities measured at fair value on a
recurring basis. Net fransfers into and/or out of Level 3 are presented using beginning of the period fair values excluding
purchases and other settlements. The Company had no significant transfers between Levels 1, 2 or 3 during the second,

third or fourth quarters of 2010, the effective periods for the new disclosure requirements prescribed by ASU

No. 2010-06.

Changes in Level 3 Assets and Liabilities Measured at Fair Value on a Recurring Basis

(dollars in thousands)
Change in
Derecognition unrealized
of assets gains
upon Purchases, Net Transfers {losses)
adoption of  Total Redlized  Sales, Other in and/ related to
Beginning  Statement and Unrealized  Settlements and  or Out of Ending  assets held
Balance No. 167 Gains (Llosses)  Issuances, net  Level 3 Balance at end of year
For the Year Ended November 30,
2010
Assets
Certificated retained interests in
DCENT ... $2,204,969  $(2,204,969) $ 0 $ 0 $ 0 $0 $0
Credit card asset-backed securities of
OHher ISSUERS .......oeveevieeeeeeenenen. 381,705 0 0 0 (381,705) 0 0
Asset-backed commercial paper notes. .. 58,792 0 12,101 {70,893) 0 0 0
Equity securifies.........c.ocooeeecncccnnnn. 0 0 0 0 17 17 0
Available-for-sale investment
SECUNMHES ..oeeeeerieeeiieeeeceenee s $2,645,466  $(2,204,969) $12,101 $(70,893) $(381,688) $17 $0
Cash collateral accounts ..o $ 822,585 § (822,585) $ 0 $ 0 $ 0 $0 $0
Interest-only sirip receivable ................ 117,579 {117,579) 0 0 0 0
Amounts due from asset
securitizationt!........ccooiiriiiinnnnan. $ 940,164 $ (940,164) $ 0 $ 0 $ 0 $0 $0
Change in
unredlized
Purchases, Net Transfers gains (fosses)
Total Realized  Sales, Other In and/ related to
Beginning  and Unreclized Setflements and  or Out of Ending assets held at
Balance Gains {Losses)  Issuances, net  Level 3 Balance end of year
For the Year Ended November 30, 2009
Assets
Available-for-sale investment securities ...................... $1,127,090 $ (2177) $1,520,553 $0 $2,645,466  $ (23,339)
Amounts due from asset securitizationi!.................... $1,421,567 $(160,087) $ (321,314} $0 $ 940,164  $(160,690}

(1) Balonces represent only the components of

due from asset securitization that are marked o fair value.
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The following are the amounts recognized in earnings and other comprehensive income related fo assets categorized
as Level 3 during the respective periods (in thousands):

For the Years Ended
November 30,
2010 2009 2008
Inferest iNCOME — INEERESE GCETEHON. ... . veeeiieeee ettt eee e e e e ee e e e e e e eteessessestsens e e saseneesaneassaneasesessensansenens $ 0 $ 15569 § 104
Other income — gain (loss) on investment securities....................cocoocoovveenernnnnn. 19,556 (2,837)  {49,095)
Securifization income ~ net revaluation of refained interests 0 {160,087} (117,943)
Amount reorded M BOMINGS .......oveuuieieieereceiecaeteteie e caeteeecs s seses et st caesss st e s nssseses et bssassesssssee s s em st escansssarenes 19,556  (147,355) (166,934)
Unrealizéd gains {losses) recorded in other coOmPrehensive INCOME, Pre-tOX ........e.viuiiueerrrieiemnteneereeseneetesceeeceaeeaeerens {7,455) (14,909) (42,881)
Total realized and unrealized gains {losses) ..............cooovemivivrceiii e e e $12,101  $(162,264) $(209,815)

Assefs and Liabilities Measured at Fair Value on a Non-Recurring Basis. The Company also has assets that under
certain conditions are subject o measurement at fair value on a non-recurring basis. These assets include those
associated with acquired businesses, including goodwill and other intangible assets. For these assets, measurement at fair
value in periods subsequent to their initial recognifion is applicable if one or more is determined to be impaired. During
the year ended November 30, 2010, the Company had no impairments related to these assets.

As of November 30, 2010, the Company had not made any fair value elections with respect to any of its eligible
assets and liabilities as permitted under ASC 825-10-25.

23. Derivatives and Hedging Activities

The Company uses derivatives to manage its exposure fo various financial risks. The Company entered into interest rate
swap agreements as part of its interest rate risk management program. The Company also entered info foreign exchange
forward contracts to manage the gains and losses that arise from certain foreign currency denominated receivables of
one of its subsidiaries. The foreign exchange forward contracts are not designated as hedges, but provide a hedge of the
volatility in earnings that arises from converting foreign denominated balance sheet items into the functional currency. The
Company does not enter into derivatives for trading or speculative purposes. All derivatives are recorded in other assets
at their gross positive fair values and in accrued expenses and other liabilities at their gross negative fair values.

Derivatives may give rise fo counterparty credit risk. The Company enters into derivative transactions with established
dealers that meet minimum credit criteria established by the Company. All counterparties must be pre-approved prior to
engaging in any fransaction with the Company. Counterparties are monitored on a periodic basis by the Company to
ensure compliance with the Company’s risk policies and limits.

Derivatives designated as Hedges

Derivatives designated and qualifying as a hedge of the exposure to variability in expected future cash flows, or other
types of forecasted transactions, are considered cash flow hedges. Derivatives designated and qualifying as a hedge of
the exposure to changes in the fair value of an asset, liability, or firm commitment atiributable to a particular risk, such as
inferest rate risk, are considered fair value hedges.

Cash Flow Hedges. The Company uses inferest rate swaps to manage its exposure to changes in inferest rates related
to future cash flows resulting from credit cardoan receivables. These transactions are hedged for a maximum period of
three years. The derivatives are designated as a hedge of the risk of overall changes in cash flows on the Company’s
portfolios of prime-based inferest receipts and qualify for hedge accounting in accordance with ASC Topic 815,
Derivatives and Hedging (“ASC 815").

The effective portion of the change in the fair value of derivatives designated as cash flow hedges is recorded in other
comprehensive income and is subsequently reclassified info earnings in the period that the hedged forecasted cash flows
affect earnings. The ineffective portion of the change in fair value of the derivative, if any, is recognized directly in
earnings. Amounts reported in accumulated other comprehensive income related to derivatives at November 30, 2010
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will be reclassified fo inferest income as interest payments are received on cerfain of its floating rate credit card loan
receivables. During the next 12 months, the Company esfimates it will reclassify to earnings $7.9 million of pretax gains
related fo its derivatives designated as cash flow hedges.

Fair Value Hedges. The Company is exposed to changes in fair value of certain of its fixed rate debt obligations due to
changes in interest rates. During the year ended November 30, 2010, the Company used an interest rate swap fo
manage its exposure to changes in fair value of fixed rate senior notes affributable to changes in LIBOR, ‘@ benchmark
interest rate as defined by ASC 815. The interest rate swap involves the receipt of a fixed rate amount from a
counterparty in exchange for the Company making payments of a variable rate amount over the life of the agreement
without exchange of the underlying notional amount. This interest rate swap quadlifies as a fair value hedge in accordance
with ASC 815. Changes in both the fair value of the derivative and the hedged fixed rate senior note relating to the risk
being hedged were recorded in inferest expense and provided substantial offset to one another. Ineffectiveness related to
this fair value hedge was recorded in interest expense. The basis difference between the fair value and the carrying
amount of the fixed rate debt as of the inception of the hedging relationship is amortized and recorded in interest
expense.

The Company has previously used interest rafe swaps to manage its exposure fo changes in fair value on certain
interest-bearing deposits affributable to changes in LIBOR. In March 2010, the last of these interest-rate swaps matured,
and at November 30, 2010, the Company had no derivatives that hedged deposits.

Derivatives not designated as Hedges

Foreign Exchange Forward Confracts. The Company has derivatives that are economic hedges and are not designated
as hedges for accounting purposes. The Company enters info foreign exchange forward contracts to manage foreign
currency risk. Foreign exchange forward contracts involve the purchase or sale of a designated currency at an agreed
upon rate for settlement on a specified date. Changes in the fair value of these contracts are recorded in other income.

Interest Rate Swaps. The Company also may have from time to time interest rafe swap agreements that are not
designated as hedges or that were partially de-designated fo the extent that differences in the notional amounts of the
derivatives and the outstanding amount of the hedged liabilifies subsequently arose. Such agreements are not speculative
and are also used to manage interest rate risk but are not designated for hedge accounting. Changes in the fair value of
these contracts are recorded in other income.

The following table summarizes the fair value {including accrued interest) and related outstanding notional amounts of
derivative instruments, as well as the location they are reported in the statement of financial condition as of
November 30, 2010 and November 30, 2009. See Note 22: Fair Value Disclosures for a description of the valuation
methodologies of derivatives. {Dollars in thousands):

November 30, 2010 November 30, 2009
Balance Sheet Location Balance Sheet Location
Accrued Accrued
Expenses and Expenses and
Other  Other Other  Other
Assets  Liabilities Assets  Liabilities
Notional Number of (At Fair (At Fair Notional (At Fair (At Fair
Amount Transactions Value)  Value} Amount  Value] Value)
Derivatives designated as hedges:
Interest rate swaps — Cash Flow hedge ...............coo..... $2,000,000 8 $4,989 $ 0 $ 0 $ 0 $0
Interest rate swaps — Fair Value hedge............cccoece..... $ 400,000 1 $ O $6,587 $16,048  $400 $0
Derivatives not designated as hedges:
Foreign exchange forward contracts ......................... $ 7,800 2 $ 6 $ 7 $ 0 $ 0 $0
Interest rate SWAPS........c.ccveeererrieecereeeererinseeseneennns $ o0 0 $ o $ 0 $46,952  $969 $0

{1} The foreign exchange forward conracts have notional amounts of EUR 4 milfion and GBP 1 675 million as of November 30, 2010.
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The following table summarizes the impact of the derivative instruments on income, as well as the location they are
reported in the consolidated statements of income for the years ended November 30, 2010 and 2009 (dollars in
thousands):

For the Years Ended
November 30,

Location 2010 2009

Derivatives designaled as hedges:
Interest Rate Swaps — Cash Flow Hedges:
Gain {loss) recognized in other comprehensive income after amounts reclassified into earnings,

Other Comprehensive Income ~ $ 4,022 § 0

$4022 § 0

Amount reclassified from other comprehensive income into INCOME.........c...evurumirrrrereerrenrereerrenes Interest Income $2297 % 0
Net Hedge INeHectiveness ...................oocvvuovureeeeiieeeeeieeeeesee e sessessesss s ressssssess s sassesnssseessons Other Income 0 0
Gain (loss) excluded from assessment of hedge effectiveness ..........ccorererreerenrenirrenrerienrccrenn. interest income 0 0

Interest Rate Swaps — Fair Value Hedges:

Interest Expense — Ineffectiveness...... {8,585} 1,127

Interest EXpense — OHer ............c....ouvviooeee et ettt 745 6,675
Gain {loss} on interest rate SWIIPS .ot re e eieaseeameesemeeesaaseassceacensatsassssssasensassasnenasnnns Interest Expense {7,840) 7,802
Interest Expense — Ineffectiveness 8,648 {2,334)
Interest EXPense — OMer .......ocruu it eese s es et e nssees (831) 11,139
Gain (loss) on hedged Hem ....... ..ottt st sesans Interest Expense 7817 8,805

Total gains (losses) recognized in INCOME.............ervurvereeieeeeneenereeceassisimscaneese s naserene $2,274 $16,607

Derivatives not designated as hedges: )

Gain {1055) 0N Forward CORMIOEES .........eeeeeeeee e ee s eeeees s eneseaeaeestetasaeasenn Other Income $ 295 § 0
Gain (loss) On iNferest rale SWAPS ..............cvcuiveeeeveeeiesieeesseseseseseses s ss s sssssesessesesbemsessesensensens Other Income 6 1,819
Total gains {losses) on derivatives not designated as hedges recognized in income .................. $ 301 $ 1819

Collateral Requirements and Credit-Risk Related Contingency Features

For its interest rate swaps, the Company has master netting arrangements and minimum collateral posting thresholds
with its counterparties. Collateral is required by either the Company or the counterparty depending on the net fair value
posifion of all interest rate swaps held with that counterparty. The Company may also be required to post collateral with a
counterparty depending on the credit rating it or Discover Bank receives from specified major credit rating agencies.
Collateral amounts recorded in the consolidated statement of financial condition are based on the net collateral receivable
or payable position for each counterparty. Collateral receivable or payable amounts are not offset against the fair value
of the interest rate swap, but are recorded separately in other assets or deposits.

As of November 30, 2010, the Company had a right to reclaim $7.9 million of cash collateral that had been posted as
a result of the fair value position of the interest rate swaps. The Company also had a right to reclaim $4.0 million of cash
collateral that had been posted because the credit rating of the Company did not meet specified thresholds. At
November 30, 2010, Discover Bank’s credit rating met specified thresholds set by its counterparties. However, if Discover
Bank’s credit rating is reduced to below investment grade, the Company would be required to post additional collateral,
which, as of November 30, 2010, would have been $31.3 million. As of November 30, 2010, the Company had an
obligation fo return $3.7 million cash collateral deposited with the Company.

As of November 30, 2010, the Company had swaps in a net liability position with one of its counterparties, the fair
value of which was $6.6 million, inclusive of accrued interest. If the Company had breached any provisions of the
derivative agreements, it could have been required fo settle its obligations under the agreements at their fermination
value, which was $6.6 million at November 30, 2010.

The Company also has agreements with certain of its derivative counterparties that contain a provision where if the

Company defaults on any of its indebtedness, including default where repayment of the indebtedness has not been
accelerated by the lender, then the Company could also be declared in default on its derivative obligations.
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24. Segment Disclosures
The Company’s business activities are managed in two segments: Direct Banking and Payment Services.

* Direct Banking. The Direct Banking segment includes Discover card-branded credit cards issued to individuals and
small businesses on the Discover Network and other consumer products and services, including student loans,
personal loans, prepaid cards and other consumer lending and deposit products offered through the Company’s
Discover Bank subsidiary.

* Payment Services. The Payment Services segment includes PULSE, an automated teller machine, debit and electronic
funds transfer network; Diners Club, a global payments network; and the Company’s third-party issuing business,
which includes credit, debit and prepaid cards issued on the Discover Network by third parties.

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:

* Prior to adoption of Statements No. 166 and 167 on December 1, 2009, segment information was presented on a
managed basis because management considered the performance of the entire managed loan portfolio in
managing the business. A managed basis presentation involved reporting securifized loans with the Company’s
owned loans and reporting the earnings on securitized loans in the same manner as the owned loans instead of as
securitization income. Although similar, @ managed basis presentation is not the same as presenting a full
consolidation of the frusts and, therefore, certain information may not be comparable between current and prior
periods, parficularly related to net interest income, provision for loan losses and other income. Subsequent fo the
consolidation of securitized assets and liabilities in connection with the adoption of Statements No. 166 and 167,
there is no distinction between securitized and non-securitized assets on a GAAP basis. See Note 2: Change in
Accounting Principle for more information.

¢ Other accounting policies applied to the operating segments are consistent with the accounting policies described in
Note 3: Summary of Significant Accounting Policies.

e Corporate overhead is not allocated between segments; all corporate overhead is included in the Direct Banking
segment.

* Through its operation of the Discover Network, the Direct Banking segment incurs fixed marketing, servicing and
infrastructure costs that are not specifically allocated among the operating segments.

¢ 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.
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The following tables present segment data on a GAAP baisis for the year ended November 30, 2010 and on a
managed boasis with a reconciliation to a GAAP presentation for the years ended November 30, 2009 and 2008 (dollars

in thousands):

GAAP Basis
Direct Payment
For the Years Ended Banking Services  Totul
2010
INEIESE INCOME .....vviviereenenreresseseeeeseessreseareenssesreneasessasessessssesessesaesensenensesense $6,146,199 § 19 $6,146,218
INErest EXPENSE .....ccviviuiriiieiiiiiiniiiietiere sttt tenssess e nems e et sr s s 1,582,745 243 1,582,988
INet INTErESE INCOME ....eeeicvevieeeeieieeieieeeeeereee e ceateeeseessseaaeeesnsaeeesamneneceneeneess 4,563,454 {224) 4,563,230
Provision FOr 1oan 10SSE5........cvivemeeeeeeee ettt ettt naeeen 3,206,705 — 3,206,705
OHREE NMCOME ..o ee e e eeeee e eemeeeeeeee et aessanseesnenansaneanne 1,827,414 267,585 2,094,999
OhEr EXPENSE.....ce.ecvceeeeicmnieeiacainene et rsese s eaesesesecocaessensossessnsserassasannns 2,056,685 125980 2,182,665
Income before income fax @Xpense...............o.cverieemeecerierereiceerereccaeeseeneecnens $1,127,478 $141,381  $1,268,859
GAAP
Managed Basis Basis
Direct Payment Securitization
Banking Services!!  Total Adjustment?  Total
2009
IBErESE INCOME .....eiieieeiiier et eeecteeescree e e e s eaae e eesnteee s enssasaessnsasaaassraeereasaaes $6,459974 $§ 1,098 $6,461,072 §$(3,315,992) $3,145,080
Inferest BXPENSE..........ovruiiiiieiriiiierercs e nrenea e ea e e en 1,648,198 222 1,648,420 (397,136) 1,251,284
Net INtErest INCOME .......eeiiieeciieiciieieeeeteeeiveereseeceaieenseseereesnnressasesssessreeeas 4,811,776 876 4,812,652 {2,918,856) 1,893,796
Provision For 10an 10SSes.........cooveeeeeeeee et eer et s et enasnans 4,358,341 — 4,358,341 (1,995,936} 2,362,405
OHEr INCOMEI .....veieiieeietcecetiee et eeseteseseseeseesessaeessssessesassenneseaseresennins 3,677,881 239,794 3,917,675 922,920 4,840,595
OMher EXPENSE.......cuvveiuiurineuerieetesrieescaereeeseeseecaesesersenseneacaesesssassesensansssanes 2,116,962 134,126 2,251,088 _ 2,251,088
Income before income Hax EXPense.................ecuueereeumcemmesccucuccsenmsecsesnssnnsans $2,014,354 $106,544 $2,120,898 $ — $2,120,898
2008
INFErESTINCOM .......vieeiiiiiiieceii e et eae e e ete s e ranenss s nea e neassnseemneennnes $6,542,664 $ 3,165 $6,545829  §(3,853,266) $2,692,563
Interest EXPENSE .......covviuiiiiiiiiii ettt e e 2,356,836 83 2,356,919 {1,068,915) 1,288,004
Net InTerest INCOME ......iieieciieieeeirieeietieeeeeereseetreeeerneeeesasssseaesssnnaeessneeers 4,185,828 3,082 4,188,210 (2,784,351) 1,404,559
Provision for loan 108ses.........c.ouieevieeeieeee et eee s nens 3,068,604 — 3,068,604 (1,472,989) 1,595,615
OHer INCOMEI ..ottt eee e eae et ceaaeaeessssenseneessenranassennn 2,773,896 179,200 2,953,096 1,311,362 4,264,458
OHher @XPENSE.........coecveveruririerarsririesrsessiesnsssseessessssssesssssescaressesssensesenssssnces 2,314,926 100,871 2,415,797 - 2,415,797
Income from continuing operations before income tax expense ...............ccocuvene.. $1,576,194 § 81,411  $1,657,605 $ —  $1,657,605

{1) Diners Club was acquired on June 30, 2008.

(2) The Securifization Adjustment column presents the effect of loan securitizations by recharacterizing as securifization income the portions of the following items that relate to the securitized loans.
inferest income, inferest expense, provision for loan losses, discount and inferchange revenue and loan fee revenues Securifization income is reported in other income.
{3) The years ended November 30, 2009 and 2008 include $1.9 billion and $0.9 billion, respectively, of income related to the Visa and MasterCard antitrust litigation settlement, which is included in

the Direct Banking segment. See Note 21: Litigation.

25. Related Party Transactions

In the ordinary course of business, the Company offers consumer loan producis fo its directors, executive officers and
certain members of their families. These producfs 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 statements of financial condition. They were not material fo the Company's financial position or

results of operations.
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26. Parent Company Condensed Financial Information

The following Parent Company financial siatements are provided in accordance with SEC Regulation S-X, 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,
2010 2009
{dollars in thousands)

Assets
Caash and COSh @QUIVAIENES ......o..ovoieeiiie ettt e ee ettt st ae e se e s enb s $ 367 $ 1,035,606
RESHICET COSR - eeeeeeeeeee et ean v aan 0 643,311
Notes receivable from subsidiaries 764,626 1,808,339
Investments in subsidiaries............... . 6,372,290 -6,800,332
OO OSSEIS ... e e et ee e e et e et emee e et s e e e e et et ee e ee s e s e een et emt e s e e e et enees e et eaesesteaeenseese et naeeraneennenee 347,512 389,727

TOMG GSSEES .ot e e e et eee e s eevase e ee e e eea st ee e et e e eabas et enetas st s enreasnes s s enten et easeeenteneaten s et asnensemessataterane $7,484,795 $10,677,315
Liabilities and Stockholders’ Equity
Non-interest bearing deposit GCCOUNIS................ovuierrieuiie ittt ettt e seseeeseecassses e ceeraeaseseseesscmeaesseesesecasensasssesncsese $ 2543 § 1,685
Other Iong-term BOrTOWINGS .......-cecviveiuris corieiniiins ceeereeeaeee ittt sesere e st as s eaeas eaeesacanstonseescresrecresetetaenenacseeeeres 7N 579 1,199,385
Special dividend — Morgan Stanley 0 808,757
Accrued expenses and other Habilies. ........c....coouriei ettt cen ettt enes 233,827 231,941

TOMGI HGBITIES ...ttt ee ettt et st es v evaae s san s beseabss e s e s s s s neasessasmsessasansessssensasesserarsesennnenns 1,027,949 2,241,768

StOCKROIAEIS” @GUITY ... e eeeeet ettt ettt sttt h e eree feataetaenenen e nenenas 6,456,846 8,435,547

Total liabilities and stockholders’ equily.......... .o rreiriic ettt $7,484,795 $10,677,315
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Discover Financial Services
(Parent Company Only]

Condensed Statements of Income

For the Years Ended November 30,
2010 2009 2008
{dollars in thousands)
INEEFESE INCOME ...ttt et e e e et e emeee e e s e s eestaneessemsesseesessemsensersensensansenssearessensesrnen $ 28948 § 53,696 § 72,368
69,598 49,324 43,135
{40,650} 4,372 29,233
132,500 0 95,000
0 1,153,936 526,817
27,605 (497} {1,207)
TOM INCOME ..ot ee e eeee e et eeees s eeesaseseemsss s e sessssasaseesers s s eesasesssaes 119,455 1,157,811 649,843
Other expense
Employee compensation and benefifs.................o.ooiiioe e nee 23,879 30,121 30,220
Marketing and business development 251 134 218
Information processing and communications .... 5N 125 123
ProfessionNal BES ..............eoeeceeeeeeeeee e s et s e s s e e re s enereens 8,932 8,025 7,216
Premises And @QUIPIMENt ............oovoioocieeeeeeeeeecee e eeeesese e eeeeseseen 3,095 3,051 3,531
OBT ettt ettt ee e e e e s s e e see e e eeeae s e eeee et e e re s e e s s enetaen e s s eaere s e see s reesas (37,089) 29,309 2,514
TOMGl OHMEr EXPENSE.......vveeee e s e ee e se s e en e eat e eeeeeeneaeeseneerasenen (421) 70,765 43,822
Income before income tax benefit {expense) and equity in undistributed net income of subsidiaries and losses from
disconfinued operations............c.....c.c..oeeeee.... et eeteeseestetestietenseetetereesteeest et etebentatsenteeeasaeneenreateneeanenen 119,876 1,087,046 606,021
1NCOME HAX DENEAIE (EXPENSE) .....v.cvveeeeieee ettt eeseeee e e ras e sseseseeeraseesaeseeaseeeaseeensenns 9,070 (420,641)  (197,082)
Equity in undistributed net income of SUBSIIAIES .............ovooe oo e e e sereveseeesesesesesesesesen s 635,842 609,780 531,720
Loss from disconfinued OPEITHONS...............ovuvevceeeiei e eee e sev e ee e sees s sees et seessome s eeeeeeeseseeseesreeene 0 0 {12,909)
INEEINCOME ...ttt ae sttt et ettt sasesetemsatesenessseseseseesaeasasenensasasosessesmssteeseeesenseesseeseenneens $764,788 $1,276,185 $927,750
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Discover Financial Services
(Parent Company Only)
Condensed Statements of Cash Flows

For the Years Ended November 30,
2010 2009 2008
{dollars in thousands)
Cash flows from operating activities
INEEINCOME .....ouivievetiereeeeeeteeee s eeetee s eesesaase s e s e se e esesseseesaatasessesansasnasassessensasencencanen seabentaassseneateneeseaseeeanen $ 764,788 $1,276,185 §$927,750
Adjustments to reconcile net income 1o net cash provided by (used for} operating acfivities:
Non-cash charges included in net income:
Equity in undistributed net income of subsidiaries ............cccveruiimeueiiiei e (635,842) {609,780}  {531,720)
Stock-based COMPENSAtion EXPENSE..............c.vererurrermmireererieecisee et ssssese s eanc e s sneessaons 37,081 44,249 92,558
DEfErred INCOME BAXES. ..ot ee et es et e en s ete e e e aesmeaeansaameanen —eseessesseseseeseensesnans 12,032 {31,699) 1,390
Depreciation and amortization .. 82 85 88
PenSiON CUIGHIMENE ... oeieieeeeiee oot et eaet et em et e eees e et easesssaeasensesensanen eesaeenseteansisenes 0 0 (38,891)
Changes in assets and liabilities:
{InCrease) decrease i OEE GSSEIS............c.e.evevveeeeeeeetseereeaseseeeseseeeseteasaeessesesesseeseessasesenssesssesenseseesenane (6,644) 1,864  {854,687)
{Decrease) increase in other liabilifies and accrued expenses (7,575) 65,287 110,105
Net cash provided by (used for) operafing activifies ...........cccccoevererrirns cene e 163,922 746,191 {293,407)
Cash flows from investing activities
Net proceeds from {payments for):
{Increase) decrease in investment in SUbSIIANES ..........c.oovviiiiiiecee ettt nees (275,000}  (1,233,958) 0
{Increase} decrease in loans to subsidianies ... 1,080,576 (463,591) 465,776
MOTUTIHES OF INVESHNENE SECUTIIES ... eeeeeeeeeaeeas et esesseessassssneneeseetesessensensasessnsensersenssenes 0 4,032 0
Decrease {Increase] in resiricted cash — special dividend escrow .........ccovueueuicrineiccincicnccccieceenes 643,311 (643,311} 0
Net cash provided by {used for) invesfing QchViies ...........c.ceiveiirciinmiic e 1,448,887  {2,336,828) 465,776
Cash flows from financing activities
Proceeds from issuance of long-term borrowings and bank notes ...............cocccriiiiiicccce e 0 400,000 0
Maturity of long-term BOrmOWings. . ....... et ittt sesieee e ee s ae s (400,000) 0 0
Proceeds from issuance of preferred stock and warrants ..o 0 1224558 0
Redemption of preferred stock ........ococurveuiinicncicrcccenen .. (1,224,558) 0 0
Repurchase of Sock WAITANE ............ccerme et cmeas st {172,000) 0 0
Proceeds from issuance of OMMON ST0CK ........ooioeiioi et tea ettt s e ar et seate s e esanbesen 1,323 533,822 0
PuUrchases Of reasUMY STOCK ........c.v.icoeermeiiicciicirt ettt ea s {8,241} {11,385) (6,838}
Net (decrease) iNCrease in dePOSIES ............ccvwrerrererrreseeerreeeereaeseteseeseseiereaessmsessesessascasssncasiaesesescasessessonses 859 {6,319} 7,353
Dividend paid fo Morgan Stanley ................... (775,000} 0 0
Dividends paid on common and preferred stock (70,431} (101,034) {116,956}
Net cash provided by {used for) financing activifies ..........cccoveueiiiinninri e (2,648,048) 2,039,642  (114,441)
Increase (decrease) in cash and cash equivalents........ oo (1,035,239) 449,005 55,928
Cash and cash equivalents, at beginning of year ..ot 1,035,606 586,601 530,673
Cash and cash equivalents, ot end of year $ 367 $1,035606 $ 586,601
Supplemental Disclosures:
Cash paid during the year for:
INEEIESE EXPENSE. ... et ceicaiieiei ettt e a b s e e et a s b e A SR et ek ek S e s s e r b s basanras $ 70207 $ 36056 $ 45668
Income taxes, net of INCOME taX FERUNAS ...........uiermeeririicrerincenine st $ (64,044) § 438,098 $111,041
Non-cash fransactions
Special dividend — Morgan Stanley ..........cc.cveecimeuecuiieeiieuniiiiniiisiisis e $ 33757 $ (335757) $(473,000)
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27. Subsequent Evenis

Acquisition of The Student Loan Corporation. The Company completed the acquisition of The Student Loan Corporation
(“SLC") on December 31, 2010. Discover Bank, a wholly-owned subsidiary of the Company, acquired SLC for aggregate
consideration of $600 million {the “Aggregate Merger Consideration”), in a merger fransaction, with SLC surviving the
merger as a wholly-owned subsidiary of Discover Bank, in accordance with the Agreement and Plan of Merger entered
into between Discover Bank and SLC on September 17, 2010 (the “Merger Agreement”). Discover Bank received a
purchase price closing adjustment in the form of a cash payment of approximately $234 million by Citibank, N.A.
(“Citibank”), the 80% owner of SLC before the merger, resulting in a net cash outlay by Discover Bank of approximately
$366 million for the acquisition of SLC.

As a result of the merger, Discover Bank acquired: i) the beneficial inferests in securitization trusts formed for the
purpose of holding the private student loans associated with a public securitization transaction issued out of the SLC
Private Student Loan Trust 2006-A, and a private securitization transaction issued out of the SLC Private Student Loan
Trusts 2010-A and 2010-B (collectively, the “Loans”), (i) the cash reserves held in the securitization trusts associated with
the Loans and {iii) cerfain fixed, tangible and intangible assets including, without limitation, SLC's student loan origination
business. The total assets Discover Bank acquired had a book value of approximately $4.2 billion as of November 30,
2010. Discover Bank also assumed securitization debt and other liabilities of approximately $3.4 billion. Discover Bank
acquired the Loans and other assets at an 8.5% discount, which will be applied to balance sheet items through purchase
accounting entries.

In connection with the closing of the merger, Discover Bank consented to the commutation of certain insurance policies
covering cerfain of the Loans, and entered into amendments of the Indemnification Agreement with Citibank and the
Purchase Price Adjustment Agreement with Citibank and SLC that were entered info concurrently with the Merger
Agreement, as further described below.

Under the terms of the Purchase Price Adjustment Agreement, Citibank paid Discover Bank approximately $234
million, which is the amount by which the Aggregate Merger Consideration ($600 million) exceeded the closing purchase
price of the securifization trust certificates (approximately $439 million), plus the absolute value of all reimbursable
licbilities (approximately $57 million), plus an amount equal to a portion of the commutation payment made in
connection with the commutation of certain insurance policies covering certain of the Loans {approximately $16 million).
The provision for the commutation payment was added to the Purchase Price Adjustment Agreement by amendment. The
commutation is further described below.

Under the terms of the original Indemnification Agreement, Citibank agreed to indemnify Discover Bank for liabilities
and losses arising from and relating to (i) SLC's asset sales to Sallie Mae and Citibank, {ii) failure of the issuers of the
insurance policies covering the Loans to perform their obligations, and {iii) certain other events. Under the terms of the
amendment to the Indemnification Agreement, Citibank agreed to indemnify Discover Bank for liabilities and losses
arising from and relafing to the commutation of certain insurance policies covering the Loans, as further described below.

In connection with the closing of the merger, Discover consented to the commutation of three of SLC's student loan
insurance policies with United Guaranty Commercial Insurance Company of North Carolina (“United Guaranty”)
covering certain of the Loans. Accordingly, SLC and United Guaranty entered info a Commutation Agreement and
Release whereby United Guaranty agreed to make a lump sum payment to SLC in consideration of the termination of
United Guaranty’s obligations under the commuted policies. None of the commuted policies covers any of the Loans
associated with the public securitization fransaction issued out of the SLC Private Student Loan Trust 2006-A. In
connection with the foregoing, Discover and Cifi agreed to amend the Indemnification Agreement, and Discover, Citi and
SLC agreed to amend the Purchase Price Adjustment Agreement.

Long-term Borrowings. On December 15, 2010, DCENT, one of the Company’s securitization trusts, issued $500
million of asset-backed securities through its private conduit providers. Related to this issuance, $69.8 million of
subordinated interests were issued and retained by a wholly-owned subsidiary of the Company.
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28. Quarterly Resuits lunaudited) {doliars in thousond . satept ver shurs dara:

November 30, August31, May 31, February 28, November 30, August31, May 31, February 28,

2010 2010 2010 2010 2009 2009 2009 2009
Interest income................. $1,499,347 $1,535,939 $1,551,782  $1,559,150 $ 638,086 $ 833217 §$ 857,984 $ 815793
Interest expense 375,506 389,137 404,621 413,724 314,158 304,401 320,005 312,720
Net interest income ... ... 1,123,841 1,146,802 1,147,161 1,145,426 323,928 528,816 537,979 503,073
Provision for loan losses ... 382,670 712,565 724,264 1,387,206 399,732 380,999 643,861 937,813
Gain {loss) on investment
securities ... ............... . 0 18,951 0 180 5,413 (7,422) {1,012) {(805)
Other incomef!)................. 472,135 545,193 512,844 545,696 1,248,146 1,323,382 1,082,132 1,190,761
Other expense.................. 628,075 566,238 513,548 474,804 607,499 523,838 560,628 559,123
Income {loss) before
income tax expense ... 585,231 432,143 422,193 {170,708) 570,256 939,939 414,610 196,093
Income tax expense.......... 235,589 171,526 164,126 (67,170) 217,719 362,485 188,810 75,699
Net income {loss) .......... $ 349,642 $ 260617 $ 258,067 $ {103,538) $ 352,537 $ 577,454 $§ 225800 $ 120,394
Net income {loss)
allocated to common
stockholders' .......... $ 346,517 $ 258,194 § 184,590 $ (122,233) $ 330,505 $ 552928 § 206,366 $ 118,380
Basic earnings (loss) per
sharef.......ocoviveean. $ 0.64 $ 047 § 034 § (0.22) $ 0.61 $ 1.08 $ 043 § 0.25
Diluted earnings (loss) per
shareM......ooeein, $ 0.64 $ 047 $ 033 § {0.22) $ 0.60 $ 107§ 043 § 0.25

{1} The year ended November 30, 2009 includes $1 9 billion of income related to the Visa and MasterCard antitrust htigation setflement, which 1s included in the Direct Banking segment. See Note 21:
Lifigation

(2) Because the inputs to net income allocated to common stockholders and eamings per share are calculated using weighted averages for the quarter, the sum of all four quarters may differ from the
year fo date amounts in the consolidated statements of income.

ltem 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure
None.

item 9A. Controls and Procedures

Evaluation of Disclosure Controls and Procedures

Under the supervision and with the participation of our management, including our Chief Executive Officer and Chief
Financial Officer, we conducted an evaluation of the effectiveness of our disclosure controls and procedures {as defined in
Rule 13a-15(e) and 15d-15(e) of the Securities Exchange Act of 1934, as amended (the “Exchange Act")), which are
designed to ensure that information required to be disclosed by us in the reports that we file or submit under the
Exchange Act is recorded, processed, summarized and reported within the time periods specified by the SEC's rules and
forms. Disclosure controls and procedures include, without limitation, controls and procedures designed to ensure that
information required fo be disclosed by us in the reports that we file or submit under the Exchange Act is accumulated
and communicated to our management, including our Chief Executive Officer and Chief Financial Officer, as appropriate
to allow timely decisions regarding required disclosure. Based on this evaluation, our Chief Executive Officer and Chief
Financial Officer concluded that our disclosure controls and procedures were effective as of the end of the period covered
by this report.

Management’s Report on Internal Control over Financial Reporting

Our management is responsible for establishing and maintaining adequate internal control over financial reporting for
the Company. Our internal control over financial reporting is designed to provide reasonable assurance regarding the
reliability of financial reporting and the preparation of financial statements in accordance with generally accepted
accounting principles. There are inherent limitafions to the effectiveness of any system of internal control over financial
reporting. These limitations include the possibility of human error, the circumvention or overriding of the system and
reasonable resource constraints. Because of its inherent limitations, our infernal control over financial reporting may not
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prevent or detect misstatements. Projections of any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions or that the degree of compliance with policies or
procedures may deteriorate.

Management assessed the effectiveness of our internal control over financial reporting as of November 30, 2010. In
making this assessment, management used the criteria set forth in Internal Control - Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission (COSO). Based on management's assessments

and those criteria, management has concluded that our internal control over financial reporting was effective as of
November 30, 2010.

The effectiveness of our internal control over financial reporting as of November 30, 2010 has been audited by
Deloitte & Touche LLP, an independent registered public accounting firm, and the firm’s report on this matter is included in
ltem 8 of this annual report on Form 10-K.

Discover Financial Services
Riverwoods, IL
January 26, 2011

Changes in Internal Conirol over Financial Reporting
In preparation for management's report on infernal control over financial reporting, we documented and fested the
esign and operating effectiveness of our internal control over financial reporting. There were no changes in our internal
control over financial reporting (as such term is defined in Exchange Act Rule 13a-15(f) and 15d-15(f)) that occurred
during the quarter ended November 30, 2010 that have materially affected, or are reasonably likely to materially offect,
our internal control over financial reporting. '

ltem 9B. Other Information
Not applicable.
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Partlll. | ltem 10. Directors, Executive Officers and Corporate Governance.

information regarding our executive officers is included under the heading “Executive Officers of the Registrant” in
Item 1 of this annual report on Form 10-K. Information regarding our directors and corporate governance under the
following captions in our proxy statement for our annual meeting of stockholders to be held on April 7, 2011 (“Proxy
Statement”) is incorporated by reference herein.

e “Election of Directors — Information Concerning Nominees for Election as Directors”
o “Other Matters — Section 16(a) beneficial ownership reporting compliance”
* “Corporate Governance — Shareholder recommendations for director candidates”

* “Corporate Governance — Board meetings and committees”

Our Code of Ethics and Business Conduct applies to all directors, officers and employees, including our Chief Executive
Officer and our Chief Financial Officer. You can find our Code of Ethics and Business Conduct on our infernet site,
www.discover.com. We will post any amendments to the Code of Ethics and Business Conduct, and any waivers that are
required to be disclosed by the rules of either the SEC or the New York Stock Exchange, on our internet site.

ltem 11. Executive Compensation.
Information regarding executive compensation under the following captions in our Proxy Statement is incorporated by
reference herein.

* “Executive and Director Compensation”
* “Compensation Discussion and Analysis”

¢ “Compensation Committee Report”

ltem 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder

Matters.
Information relating to compensation plans under which our equity securities are authorized for issuance as of
November 30, 2010, is presented under the caption “Proposal 4 — Approval of an Amendment to the Directors’
Compensation Plan” in our Proxy Statement and is incorporated by reference herein.

Information related fo the beneficial ownership of our common stock is presented under the caption “Beneficial
Ownership of Company Common Stock” in our Proxy Statement and is incorporated by reference herein.

ltem 13. Certain Relationships and Related Transactions, and Director Independence.
Information regarding certain relationships and related transactions, and director independence under the following
captions in our Proxy Statement is incorporated by reference herein.

o “Other Matters — Certain transactions”

* “Corporate Governance — Director independence”

ltem 14. Principal Accountant Fees and Services

Information regarding principal accounting fees and services under the caption “Ratification of Appointment of
Independent Registered Public Accounting Firm — Independent Registered Public Accounting Firm Fees” in our Proxy
Statement is incorporated by reference herein.
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PartIV. | ltem 15. Exhibits and Financial Statement Schedules.
{a) Documents filed as part of this Form 10-K:

1. Consolidated Financial Statements

The consolidated financial statements required to be filed in this Annual Report on Form 10-K are listed below and
appear on pages 86 through 148 herein.

INDEX TO CONSOLIDATED FINANCIAL STATEMENTS

Reports of Independent Registered Public Accounting Firm ...............ocooveiiuiiiiiieieeeeeee e 89
Consolidated Statements of Financial Condition as of November 30, 2010 and 2009 .......oovovovoeeeeeeeeeeeeeeeeee. 91
Consolidated Statements of Income for the years ended November 30, 2010, 2009 and 2008...............ccevrvennnee... 92
Consolidated Statements of Changes in Stockholders’ Equity for the years ended November 30, 2010, 2009 and

2008...... et e et e — ettt et e e et e e e et eantaeene e et e et e e e e e et eaaaeaaaeeaeeann 93
Consolidated Statements of Cash Flows for the years ended November 30, 2010, 2009 and 2008 ........................... 94
Notes to the Consolidated FInancial SIAIEMENES .............oveveev ettt oo ee e e s e eres e eeseeseeens 95

2. Financial Statement Schedules

Separate financial statement schedules have been omitted either because they are not applicable or because the
required information is included in the consolidated financial statements.

3. Exhibits

See the Exhibit Index beginning on page E-1 for a list of the exhibits being filed or furnished with or incorporated by
reference into this Annual Report on Form 10-K.
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Signatures

Pursuant fo the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the Registrant has duly
caused this report to be signed on its behalf by the undersigned thereunto duly authorized.

Discover Financial Services
{Registrant)

/s/ Davib W. News

David W. Nelms
Chairman and Chief Executive Officer

By:

Date: January 26, 2011
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Power of Attorney

We, the undersigned, hereby severally constitute Kathryn McNamara Corley and D. Christopher Greene, and each of
them singly, our true and lawful attorneys with full power to them and each of them to sign for us, and in our names in
the capacities indicated below, any and all amendments fo the Annual Report on Form 10-K filed with the Securities and

Exchange Commission, hereby ratifying and confirming our signatures as they may be signed by our said atforneys to
any and all amendments to said Annual Report on Form 10-K.
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Pursuant to the requirements of the Securifies Exchange Act of 1934, this report has been signed below by the
following persons on behalf of the Registrant and in the capacities indicated on January 26, 2011.

Signature Title

/s/ Davip W. NEwms Chairman and Chief Executive Officer

David W. Nelms
/s/ Roy A. GUTHRIE Executive Vice President and Chief Financial Officer
Roy A. Guthrie (Principal Financial Officer and Principal Accounting Officer)
/s/ LAWRENCE A. WEINBACH Lead Director
Lawrence A. Weinbach
/s/ JEFFREY S. ARONIN Director

Jeffrey S. Aronin

/s/ Mary K. BusH Director
Mary K. Bush
/s/ GRreGORy C. CASE Director
Gregory C. Case
/s/ ROBERT M. DEVUN Director
Robert M. Devlin
/s/ CYNTHIA A. GLASSMAN Director

Cynthia A. Glassman

/s/ RiICHARD H. LENNY Director
Richard H. Lenny
/s/ THOMAS G. MAHERAS Director
Thomas G. Maheras
/s/ MIcHAEL H. Moskow Director

Michael H. Moskow

/s/ E. FOLUN SMITH Director
E. Follin Smith
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Exhibit Number

Exhibit Index

Description

2.1

2.2

23

3.1

3.2

4.1

4.2

43

4.4

4.5

4.6

47

Separation and Distribution Agreement, dated as of June 29, 2007, between Morgan Stanley and
Discover Financial Services (filed as Exhibit 2.1 to Discover Financial Services Current Report on

Form 8-K filed on July 5, 2007 and incorporated herein by reference thereto), as amended by the First
Amendment fo the Separation and Distribution Agreement dated as of June 29, 2007 between Discover
Financial Services and Morgan Stanley, dated February 11, 2010 {filed as Exhibit 10.2 to Discover
Financial Services' Current Report on Form 8-K filed on February 12, 2010 and incorporated herein by
reference thereto).

Agreement for the Sale and Purchase of the Goldfish Credit Card Business, dated February 7, 2008,
among Discover Financial Services, Goldfish Bank Limited, Discover Bank, SCFC Receivables
Corporation, and Barclays Bank Plc (filed as Exhibit 2.1 to Discover Financial Services' Current Report
on Form 8-K filed on February 7, 2008 and incorporated herein by reference thereto), as amended and
restated by Amended and Restated Agreement for the Sale and Purchase of the Goldfish Credit Card
Business, dated March 31, 2008, among Discover Financial Services, Goldfish Bank Limited, Discover
Bank, SCFC Receivables Corporation, Barclays Bank PLC, and Barclays Group US Inc. (filed as Exhibit
2.1 1o Discover Financial Services' Quarterly Report on Form 10-Q filed on April 14, 2008 and
incorporated herein by reference thereto).

Agreement and Plan of Merger by and among Discover Bank, Academy Acquisition Corp. and The
Student Loan Corporation dated as of September 17, 2010.

Amended and Restated Certificate of Incorporation of Discover Financial Services (filed as Exhibit 3.1 to
Discover Financial Services' Quarterly Report on Form 10-Q filed on July 1, 2009 and incorporated
herein by reference thereto).

Amended and Restated By-Laws of Discover Financial Services (filed as Exhibit 3.1 to Discover Financial
Services’ Current Report on Form 8-K filed on January 23, 2009 and incorporated herein by reference
thereto).

Senior Indenture, dated as of June 12, 2007, by and between Discover Financial Services and U.S.
Bank, National Association, as trustee {filed as Exhibit 4.1 to Discover Financial Services’ Current
Report on Form 8-K filed on June 12, 2007 and incorporated herein by reference thereto).

Registration Rights Agreement, dated as of June 12, 2007, by and between Discover Financial Services
and Morgan Stanley & Co. Incorporated, as representative of the several initial purchasers listed therein
(filed as Exhibit 4.4 to Discover Financial Services’ Current Report on Form 8K filed on June 12, 2007

and incorporated herein by reference thereto).

Form of Certificate for the Series A Preferred Stock (filed as Exhibit 4.1 to Discover Financial Services’
Current Report on Form 8K filed on March 13, 2009 and incorporated herein by reference thereto).

Warrant for Purchase of Shares of Common Stock {filed as Exhibit 4.2 to Discover Financial Services’
Current Report on Form 8K filed on March 13, 2009 and incorporated herein by reference thereto).

Form of Subordinated Indenture (filed as Exhibit 4.2 to Discover Financial Services’ Registration
Statement on Form S-3 filed on July 6, 2009 and incorporated herein by reference thereto).

Form of 10.250% Senior Note due 2019 (filed as Exhibit 4.1 to Discover Financial Services’ Current
Report on Form 8-K filed on July 15, 2009 and incorporated herein by reference thereto).

Fiscal and Paying Agency Agreement, dated November 16, 2009, between Discover Bank, as issuer,
and U.S. Bank National Association, as fiscal and paying agent (filed as Exhibit 4.1 to Discover
Financial Services’ Current Report on Form 8-K filed on November 16, 2009 and incorporated herein
by reference thereto).
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Exhibit Number

Description

48

10.1

10.2

10.3

10.4

10.5

10.6

10.7

10.8t

10.9%

10.10t

10.111

Fiscal and Paying Agency Agreement, dated April 15, 2010, between Discover Bank, as issuer, and
U.S. Bank National Association, as fiscal and paying agent (filed as Exhibit 4.1 to Discover Financial
Services’ Current Report on Form 8-K filed on April 16, 2010 and incorporated herein by reference
thereto).

Tax Sharing Agreement, dated as of June 30, 2007, between Morgan Stanley and Discover Financial
Services (filed as Exhibit 10.1 to Discover Financial Services’ Current Report on Form 8-K filed on
July 5, 2007 and incorporated herein by reference thereto).

U.S. Employee Matters Agreement, dated as of June 30, 2007, between Morgan Stanley and Discover
Financial Services (filed as Exhibit 10.2 to Discover Financial Services’ Current Report on Form 8-K filed
on July 5, 2007 and incorporated herein by reference thereto).

Transifion Services Agreement, dated as of June 30, 2007, between Morgan Stanley and Discover
Financial Services (filed as Exhibit 10.3 to Discover Financial Services' Current Report on Form 8K filed
on July 5, 2007 and incorporated herein by reference thereto).

Transitional Trade Mark License Agreement, dated as of June 30, 2007, between Morgan Stanley &
Co. PLC and Goldfish Bank Limited (filed as Exhibit 10.4 to Discover Financial Services’ Current Report
on Form 8-K filed on July 5, 2007 and incorporated herein by reference thereto).

Trust Agreement, dated as of July 2, 2007, between Discover Bank, as Beneficiary, and Wilmington
Trust Company, as Owner Trustee (filed as Exhibit 4.1 to Discover Bank’s Current Report on Form 8-K
filed on July 2, 2007 and incorporated herein by reference thereto), as amended by the First
Amendment o Trust Agreement, between Discover Bank, as Beneficiary and Wilmington Trust
Company, as Owner Trustee, dated as of June 4, 2010 (filed as Exhibit 4.3 to Discover Bank’s Current
Report on Form 8-K filed on June 4, 2010 and incorporated herein by reference thereto).

Second Amended and Restated Pooling and Servicing Agreement, between Discover Bank, as Master
Servicer, Servicer and Seller and U.S. Bank National Association, as Trustee, dated as of June 4, 2010
(filed as Exhibit 4.1 to Discover Bank’s Current Report on Form 8-K filed on June 4, 2010 and
incorporated herein by reference thereto).

Series Supplement for Series 2007-CC, dated as of July 26, 2007, between Discover Bank, as Master
Servicer, Servicer and Seller and U.S. Bank National Association, as Trustee (filed as Exhibit 4.3 to
Discover Bank’s Current Report on Form 8-K filed on July 27, 2007 and incorporated herein by
reference thereto), as amended by the Amendment o Specified Series Supplements, beiween Discover
Bank, as Master Servicer, Servicer and Seller and U.S. Bank National Association, as Trustee, dated as
of June 4, 2010 (filed as Exhibit 4.2 to Discover Bank’s Current Report on Form 8-K filed on June 4,
2010 and incorporated herein by reference thereto).

Discover Financial Services Omnibus Incentive Plan (filed as an attachment to Discover Financial
Services' Proxy Statement on Schedule 14A filed on February 27, 2009 and incorporated herein by
reference thereto).

Amended Form of Restricted Stock Unit Award Under Discover Financial Services Omnibus Incentive
Plan (filed as Exhibit 10.6 to Discover Financial Services’ Quarterly Report on Form 10-Q filed on
July 12, 2007 and incorporatgd herein by reference thereto).

Directors’ Compensation Plan of Discover Financial Services (filed as Exhibit 10.3 to Discover Financial
Services’ Current Report on Form 8-K filed on June 19, 2007 and incorporated herein by reference
thereto).

Amended Form of Restricted Stock Unit Award Under Discover Financial Services Directors’
Compensation Plan (filed as Exhibit 10.7 to Discover Financial Services’ Quarterly Report on
Form 10-Q filed on July 12, 2007 and incorporated herein by reference thereto).

E-2



Exhibit Number

Description

10.12F

10.13

10.14%

10.15t

10.16

10.17

10.18

10.19

10.201

Discover Financial Services Employee Stock Purchase Plan {filed as Exhibit 10.2 to Discover Financial
Services’ Current Report on Form 8-K filed on June 19, 2007 and incorporated herein by reference
thereto) as amended by Amendment No. 1 to Discover Financial Services Employee Stock Purchase Plan
effective as of May 1, 2008 {filed as Exhibit 10.12 to Discover Financial Services’ Annual Report on
Form 10-K filed on January 28, 2009 and incorporated herein by reference thereto), and further
amended by Amendment No. 2 to Discover Financial Services Employee Stock Purchase Plan, effective
as of December 1, 2009 (filed as Exhibit 10.2 to Discover Financial Services’ Quarterly Report on Form
10-Q filed on April 9, 2010 and incorporated herein by reference thereto).

Credit Agreement, dated as of June 6, 2007, among Discover Financial Services, Discover Bank, the
subsidiary borrowers from fime to time party thereto, the lenders party thereto and JPMorgan Chase
Bank, N.A., as Administrative Agent (filed as Exhibit 10.1 to Discover Financial Services’ Current Report
on Form 8-K filed on June 12, 2007 and incorporated herein by reference thereto), as amended by
Amendment No. 1, dated as of February 29, 2008, among Discover Financial Services, Discover Bank,
the subsidiary borrowers from time fo time party thereto, the lenders party thereto and JPMorgan Chase
Bank, N.A., as Administrative Agent (filed as Exhibit 10.2 to Discover Financial Services’ Quarterly
Report on Form 10-Q filed on April 14, 2008 and incorporated herein by reference thereto) and
Amendment No. 2, dated as of March 11, 2009, among Discover Financial Services, Discover Bank,
the subsidiary borrowers from time to time party thereto, the lenders party thereto and JPMorgan Chase
Bank, N.A., as Administrative Agent (filed as Exhibit 10.6 to Discover Financial Services’ Quarterly
Report on Form 10-Q filed on April 8, 2009 and incorporated herein by reference thereto).

Offer of Employment, dated as of January 8, 1999 (filed as Exhibit 10.2 to Discover Financial Services’
Current Report on Form 8K filed on June 12, 2007 and incorporated herein by reference thereto).

Waiver of Change of Control Benefits, dated September 24, 2007 (filed as Exhibit 10.15 fo Discover
Financial Services' Registration Statement on Form $-4 filed on November 27, 2007 and incorporated
herein by reference thereto).

Collateral Certificate Transfer Agreement, dated as of July 26, 2007 between Discover Bank, as
Depositor and Discover Card Execution Note Trust {filed as Exhibit 4.4 to Discover Bank’s Current
Report on Form 8-K filed on July 27, 2007 and incorporated herein by reference thereto).

indenture, dated as of July 26, 2007, between Discover Card Execution Note Trust, as Issuer, and U.S.
Bank National Association, as Indenture Trustee (filed as Exhibit 4.5 to Discover Bank’s Current Report
oh Form 8-K filed on July 27, 2007 and incorporated herein by reference thereto), as amended by the
First Amendment fo Indenture, between Discover Card Execution Note Trust, as Issuer, and U.S. Bank
National Association, as Indenture Trustee, dated as of June 4, 2010 (filed as Exhibit 4.4 to Discover
Bank's Current Report on Form 8-K filed on June 4, 2010 and incorporated herein by reference
thereto).

Amended and Restated Indenture Supplement for the DiscoverSeries Notes, between Discover Card
Execution Note Trust, as Issuer, and U.S. Bank National Association, as Indenture Trustee, dated as of
June 4, 2010 (filed as Exhibit 4.5 to Discover Bank’s Current Report on Form 8-K filed on June 4, 2010
and incorporated herein by reference thereto).

Omnibus Amendment to Indenture Supplement and Terms Documents, dated as of July 2, 2009,
between Discover Card Execution Note Trust, as Issuer, and U.S. Bank National Association, as
Indenture Trustee (filed as Exhibit 4.1 to Discover Bank’s Current Report on Form 8-K filed on July 6,
2009 and incorporated herein by reference thereto).

Discover Financial Services Change-in-Conirol Severance Policy (filed as Exhibit 10.6 to Discover
Financial Services’ Quarterly Report on Form 10-Q filed on October 12, 2007 and incorporated herein

"by reference thereto, as amended by First Amendment, dated as of June 24, 2008 (filed as Exhibit 10.1

to Discover Financial Services’ Quarterly Report on Form 10-Q filed on October 9, 2008).
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Exhibit Number

Description

10.21

10.22t

10.231

10.24

10.25

10.26t

10.27t

10.28t

10.29t

10.301

10.31

10.32
10.33
10.34

10.35*

Release and Settlement Agreement, executed as of October 27, 2008, by and among Discover
Financial Services, DFS Services, LLC, Discover Bank, and their Subsidiaries and Affiliates; MasterCard
Incorporated and MasterCard International Incorporated and their Affiliates; and Visa Inc. and its
Affiliates and Predecessors including Visa U.S.A. Inc. and Visa International Service Association {filed
as Exhibit 99.1 to Discover Financial Services’ Current Report on Form 8K filed on October 28, 2008).

2008 Year End Form of Restricted Stock Unit Award Under Discover Financial Services Omnibus
incentive Plan (filed as Exhibit 10.21 to Discover Financial Services’ Annual Report on Form 10-K filed
on January 28, 2009 and incorporated herein by reference thereto).

2008 Special Grant Form of Restricted Stock Unit Award Under Discover Financial Services Omnibus
Incentive Plan {filed as Exhibit 10.22 to Discover Financial Services’ Annual Report on Form 10K filed
on January 28, 2009 and incorporated herein by reference thereto).

Letter Agreement, dated March 13, 2009, between Discover Financial Services and United States
Department of the Treasury, with respect o the issuance and sale of the Series A Preferred Stock and the
Warrant (filed as Exhibit 10.1 to Discover Financial Services” Current Report on Form 8-K filed on
March 13, 2009 and incorporated herein by reference thereto).

Side Letter, dated March 13, 2009, between Discover Financial Services and the United States
Depariment of the Treasury (filed as Exhibit 10.2 to Discover Financial Services’ Current Report on Form
8-K filed on March 13, 2009 and incorporated herein by reference thereto).

Form of Waiver, executed by each of Discover Financial Services’ senior executive officers and certain
other employees (filed as Exhibit 10.3 to Discover Financial Services’ Current Report on Form 8-K filed
on March 13, 2009 and incorporated herein by reference thereto).

Form of Executive Compensation Agreement, dated March 13, 2009, executed by each of Discover
Financial Services’ senior executive officers and certain other employees (filed as Exhibit 10.4 to -
Discover Financial Services’ Quarterly Report on Form 10-Q filed on April 8, 2009 and incorporated
herein by reference thereto).

Form of Share Award Agreement Under Discover Financial Services Amended and Restated 2007
Omnibus Incentive Plan (filed as Exhibit 10{a) to Discover Financial Services’ Current Report on Form
8-K filed on December 11, 2009 and incorporated herein by reference thereto).

Amendment fo 2009 Year End Award Certificate for Restricted Stock Units Under Discover Financial
Services Amended and Restated 2007 Omnibus Incentive Plan, effective December 1, 2009 {filed as
Exhibit 10.1 to Discover Financial Services’ Quarterly Report on Form 10-Q filed on April 9, 2010 and
incorporated herein by reference thereto).

Form of Share Award Agreement Under Discover Financial Services Amended and Restated 2007
Omnibus Incentive Plan {filed as Exhibit 10{a} to Discover Financial Services’ Current Report on Form
8K filed on December 11, 2009 and incorporated herein by reference thereto).

Settlement Agreement and Mutual Release between Discover Financial Services and Morgan Stanley,
dated February 11, 2010 {(filed as Exhibit 10.1 to Discover Financial Services’ Current Report on Form
8K filed on February 12, 2010 and incorporated herein by reference thereto).

Purchase Price Adjustment Agreement by and among Citibank, N.A., The Student Loan Corporation
and Discover Bank, dated September 17, 2010.

Amendment fo Purchase Price Adjustment Agreement by and among Cifibank, N.A., The Student Loan
Corporation and Discover Bank, dated December 30, 2010.

Indemnification Agreement by and between Cifibank, N.A. and Discover Bank, dated September 17,
2010.

First Amendment to Indemnification Agreement by and between Citibank, N.A. and Discover Bank,
dated December 30, 2010.
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i, ol

Exhibit Number Description

n Statement Re: Computation of Per Share Earnings (the calculation of per share earnings is in Part Il
ltem 8, Note 18: Earnings Per Share to the consolidated financial statements and is omitted in
accordance with Section (b}{11) of ltem 601 of Regulation S-K).

12 Statement Re: Computation of Ratio of Earnings to Fixed Charges.

21 Subsidiaries of the Registrant.

23 Consent of Independent Registered Public Accounting Firm.

24 Powers of Atiorney (included on signature page).

31.1 Certification of Chief Executive Officer pursuant to Rule 13a-14(a) under the Securities Exchange Act of
1934.

31.2 Certification of Chief Financial Officer pursuant to Rule 13a-14(a) under the Securifies Exchange Act of
1934.

32.1 Certification of Chief Executive Officer and Chief Financial Officer pursuant fo Section 1350 of Chapter
63 of Title 18 of the United States Code.

99.1 Certification of Chief Executive Officer pursuant fo Section 111(b}{4) of the Emergency Economic
Stabilization Act of 2008. '

99.2 Certification of Chief Financial Officer pursuant to Section 111(b}(4) of the Emergency Economic
Stabilization Act of 2008.

101.INS XBRL Instance Document.

101.SCH XBRL Taxonomy Extension Schema Document.

101.CAL XBRL Taxonomy Extension Calculation Linkbase Document.

101.DEF XBRL Taxonomy Extension Definition Linkbase Document.

101.LAB XBRL Taxonomy Extension Label Linkbase Document.

101.PRE XBRL Taxonomy Extension Presentation Linkbase Document.

We agree to furnish suppk Ity to the Commission a copy of any omitied schedule or exhbit to such agreement upon the request of the Commussion in accordance with tem 601{b}{2} of
Regulation S-K.
t  Management contract or compensatory plan or arrangement required to be filed as an exhibit to Form 10-K pursuant to ftem 15(b} of this report.
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Exhibit 12
DISCOVER FINANCIAL SERVICES
COMPUTATION OF RATIO OF EARNINGS TO FIXED CHARGES
For the Years Ended November 30,
2010 2009 2008 2007 2006
(dollars in millions)
Earnings:
Income from confinuing operations before income fax expense ...........ccocvorerreninae $1,268,859 $2,120,898 $1,657,605 $1,525714 $1,667,753
Losses from unconsolidated investees 4,143 3,396 3,946 4,279 2,968
Total earnings ..............cccoerrciernnn. 1,273,002 2,124,294 1,661,551 1,529,993 1,670,721
Fixed Chargest):
Total INfErest EXPENSE .........c...overeuereeeiecmrerereeueeriesraeseees e sesesse e seesseseseeesenn 1,582,988 1,251,285 1,288,004 1,223,271 836,279
Interest FOCtOr i FENTS ... oveeeee et se e e et aeseesasennens 4,740 4,383 4,777 3,489 2,947
Preferred stock requirements ..... ...c....oovoeieieiinieee e 39,488 72,890 0 0 0
Total fixed €harges.............cc.c..ooroiiemiieicir e et eeeen 1,627,216 1,328,558 1,292,781 1,226,760 839,226
Eamings from continuing operations before income tax expense and fixed charges...  $2,900,218  $3,452,852 $2,954,332 $2,756,753 $2,509,947
Ratio of earnings to fixed charges ................cccooiiiinininiceccicene 1.8 2.6 23 2.2 30

(1) Fixed charges are the sum of inferest expense, amortized premiums, discounts and capitalized expenses related to indebtedness, an estimate of interest within rentol expense and preference

security dividend requirements



Exhibit 21

DISCOVER FINANCIAL SERVICES

SUBSIDIARIES
Subsidiary Jurisdiction of Incorporafion or Formation
Bank of New Caste ........c..ouoiiieiieeeiiiicee ettt Delaware
DB Servicing COMPOrTHON .........c.cceureruiriieteeeerieansensesesestssesesasescaesesencessmasesenesesensnsaseseses Delaware
DFS Corporate Services LLC. ..........ocoiiiiiiieiirte ettt st cesenese i saesenenenas Delaware
Diners Club Infernational Ud. ...........c..o.ovoiuimiiicceeie et ea e New York
DISCOVET BANK ...t oottt ettt Delaware
Discover Community Development Corporation.................eueercerueeerrenceememsusesnecuessesnccenns Delaware
Discover Financial Services {Canada), InC. ......cvoveuiieeeieiieee et Canada
Discover Financial Services (Cayman) Limifed................cooeviviieiereeciieeeee e Cayman Islands
Discover Financial Services {Hong Kong) Limited..............cccooervericcueiinincniiniicnieieenesaeeenans Hong Kong
Discover Financial Services (UK) Limited ...............ocoviiiiieeiiiciiciie e England/Wales
Discover Financial Services Insurance Agency, INC...........cccrrereuririnienecrennireeisiceenasnecans Delaware
Discover Information Technology (Shanghai) Limited...............ccccerieerniririerinieniers e Shanghai
DiSCOVEN PrOdUCES INC. ......cveoieien ittt s s e b s s Utah
Discover Properties LLC ............ccoeioiiiiiiiiecii ettt ess st es e n e sesenes Delaware
Discover Receivables Financing Corporation..............c.rueurieereerircecerencrereesncoseneacesesesnesennen Delaware
Discover Services Corporation.............c.oo.ciiveeeeeieeirieesereseesesesseeseseeessassesesseseesssessonsases Delaware
Discover SLFUNING LLC........ovoiiiiiiiei ettt Delaware
DFS InernahonGl IRC..........cc.cuiviiiiiriiaiiei et sas e ssa s s aseene Delaware
DFS Services LLC ..ottt e b et ea e n s et Delaware
DRFC FUNAING LLC ...ttt ettt st s eb s Delaware
Goldfish Bank Limifed ..............ooiviieiirieceece et England/Wales
GTC Insurance Agency, Inc..........ccccuvveeeunnen.. e e e r e r e Delaware
PULSE INEWOTK LLC ...ttt et s et Delaware
SCFC Receivables Corp..........ccviiiieiiiiiirce ettt es st et s s Delaware
The Student Loan Corporation ................c.eueeeiveieeievceiesersesessesesesssesassesssessesessessesesssesenes Delaware




Exhibit 23
CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

We consent fo the incorporation by reference in Registration Statement Nos. 333-150228, 333-144184,
333-144188, and 333-144189 on Form $-8 and Nos. 333-160447 and 333-158498 on Form S-3 of our reports dated
January 26, 2011, relating to the consolidated financial statements of Discover Financial Services {which report expresses
an unqualified opinion and includes an explanatory paragraph relating fo Discover Financial Services’ adoption of the
accounting standards, “Accounting for Transfers of Financial Assets — an amendment of FASB Statement No. 140" and
“Amendments to FASB Interpretation No. 46(R)”, on December 1, 2009), and the effectiveness of internal control over

financial reporting, appearing in this Annual Report on Form 10-K of Discover Financial Services for the year ended
November 30, 2010.

Dol £ Yreeke LLP

Chicago, lllinois
January 26, 2011



Exhibit 31.1

CERTIFICATION

I, David W. Nelms, certify that:

1.

2.

I have reviewed this Annual Report on Form 10-K of Discover Financial Services (the “registrant”);

Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a
material fact necessary fo make the statements made, in light of the circumstances under which such statements were
made, not misleading with respect to the period covered by this report;

Based on my knowledge, the financial statements, and other financial information included in this report, fairly
present in all material respects the financial condition, results of operations and cash flows of the regisirant as of,
and for, the periods presented in this report;

The registrant's other certifying officer and | are responsible for establishing and maintaining disclosure controls and
procedures {as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)} and internal control over financial
reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15{) for the registrant and have:

a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be
designed under our supervision, fo ensure that material information relating fo the registrant, including its
consolidated subsidiaries, is made known fo us by others within those entities, particularly during the period in
which this report is being prepared;

b) Designed such internal control over financial reporting, or caused such internal control over financial reporting
to be designed under our supervision, to provide reasonable assurance regarding the reliability of financial
reporting and the preparation of financial statements for external purposes in accordance with generally
accepted accounting principles;

¢} Evaluated the effectiveness of the registrant's disclosure controls and procedures and presented in this report our
conclusions about the effectiveness of the disclosure controls and procedures, as of the end of the period
covered by this report based on such evaluation; and

d) Disclosed in this report any change in the registrant’s infernal control over financial reporting that occurred
during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an annual
report) that has materially affected, or is reasonably likely to materially affect, the registrant's internal control
over financial reporting; and

The registrant's other cerfifying officer and | have disclosed, based on our most recent evaluation of internal control
over financial reporting, to the registrant's auditors and the audit committee of the registrant’s board of directors {or
persons performing the equivalent functions):

a) Al significant deficiencies and material weaknesses in the design or operation of internal control over financial
reporting which are reasonably fikely to adversely affect the registrant's ability to record, process, summarize
and report financial information; and /

b) Any fraud, whether or not material, that involves management or other employees who have a significant role
in the registrant’s internal control over financial reporting.

Date: January 26, 2011

/s/ DaviD W. News

David W. Nelms
Chairman and Chief Executive Officer



Exhibit 31.2

CERTIFICATION

I, Roy A. Guthrie, certify that:

1.
2.

| have reviewed this Annual Report on Form 10-K of Discover Financial Services (the “registrant”);

Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a
material fact necessary to make the statements made, in light of the circumstances under which such statements were
made, not misleading with respect to the period covered by this report;

Based on my knowledge, the financial statements, and other financial information included in this report, fairly
present in all material respects the financial condition, results of operations and cash flows of the registrant as of,
and for, the periods presented in this report;

The registrant's other certifying officer and | are responsible for establishing and maintaining disclosure controls and
procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control over financial
reporting {as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for the registrant and have:

a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures fo be
designed under our supervision, to ensure that material information relating fo the registrant, including its
consolidated subsidiaries, is made known to us by others within those entities, particularly during the period in
which this report is being prepared;

b) Designed such internal control over financial reporting, or caused such internal control over financial reporting
to be designed under our supervision, to provide reasonable assurance regarding the reliability of financial
reporting and the preparation of financial statements for external purposes in accordance with generally
accepted accounting principles; :

c) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our
conclusions about the effectiveness of the disclosure controls and procedures, as of the end of the period
covered by this report based on such evaluation; and

d) Disclosed in this report any change in the registrant’s internal control over financial reporting that.occurred
during the registrant's most recent fiscal quarter {the registrant's fourth fiscal quarter in the case of an annual
report) that has materially affected, or is reasonably likely fo materially affect, the registrant's internal control
over financial reporting; and

The registrant’s other certifying officer and | have disclosed, based on our most recent evaluation of internal control
over financial reporting, to the registrant's auditors and the audit committee of the registrant’s board of directors {or
persons performing the equivalent functions):

a) All significant deficiencies and material weaknesses in the design or operation of internal control over financial
reporting which are reasonably likely to adversely affect the registrant's ability to record, process, summarize
and report financial information; and

b) Any fraud, whether or not material, that involves management or other employees who have a significant role
in the registrant’s internal control over financial reporting.

Date: January 26, 2011

/s/ Roy A. GUTHREE

Roy A. Guthrie
Executive Vice President and
Chief Financial Officer



Exhibit 32.1

CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002
In connection with the Annual Report of Discover Financial Services (the “Company”) on Form 10-K for the period
ended November 30, 2010, as filed with the Securities and Exchange Commission (the “Report”), each of David W.
Nelms, Chairman and Chief Executive Officer of the Company, and Roy A. Guthrie, Executive Vice President and Chief

Financial Officer of the Company, certifies, pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of
the Sarbanes-Oxley Act of 2002, that:

1. The Report fully complies with the requirements of Section 13(a) or 15(d) of the Securifies Exchange Act of
1934; and

2. The information contained in the Report fairly presents, in all material respects, the financial condifion and
results of operations of the Company.

Date: January 26, 2011

/s/ Davip W. Newms

David W. Nelms
Chairman and Chief Executive Officer

Date: January 26, 2011

/s/ Rov A. GUTHRIE

Roy A. Guthrie
Executive Vice President and
Chief Financial Officer




BOARD OF DIRECTORS

Jeffrey S. Aronin
Chairman and CEO
Paragon Pharmaceuticals

Mary K. Bush
President, Bush International

Gregory C. Case
President and CEO, Aon Corporation

Robert M. Devlin
Chairman, Curragh Capital Partners

EXECUTIVE OFFICERS

David W. Nelms
Chairman and Chief Executive Officer

Roger C. Hochschild
President and Chief Operating Officer

Roy A. Guthrie
Executive Vice President
Chief Financial Officer

PRIMARY INVESTOR CONTACT

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

Cynthia A. Glassman
Former Under Secretary for Economic
Affairs, U.S. Department of Commerce

Richard H. Lenny
Retired Chairman, President and CEO
The Hershey Company

Thomas G. Maheras
Founding Partner, Tegean Capital
Management, LLC

Michael H. Moskow
Retired President and CEO
Federal Reserve Bank of Chicago

Kelly McNamara Corley
Executive Vice President
General Counsel and Secretary

Carlos Minetti
Executive Vice President
President-Consumer Banking and Operations

Diane E. Offereins
Executive Vice President
President—Payment Services

TRANSFER AGENT

BNY Mellon Shareowner Services
480 Washington Boulevard

Jersey City, NJ 07310-1900

Phone: 1-866-258-6590

Corporate Web site:
www.bnymellon.com/shareowner/isd

David W. Nelms
Chairman and CEO
Discover Financial Services

E. Follin Smith

Retired Executive Vice President
CFO and CAO

Constellation Energy Group, Inc.

Lawrence A. Weinbach
Lead Director, Discover Financial Services

Partner, Yankee Hill Capital Management LLC

James V. Panzarino
Executive Vice President
Chief Credit Risk Officer

Glenn Schneider
Senior Vice President
Chief Information Officer

Harit Talwar
Executive Vice President
President-U.S. Cards

ANNUAL SHAREHOLDERS’ MEETING

The 2011 Annual Meeting of Shareholders
of Discover Financial Services will be held
on Thursday, April 7, 2011, at 9:00 am CT
at the company’s headquarters at

2500 Lake Cook Road, Riverwoods,

IL 60015.

This Annual Report contains forwardHooking statements. You are cautioned not to place undue reliance on forwarddooking statements, which speak only as of the date on which they are
made, which reflect management's estimates, projections, expectations or beliefs at that time, and which are subject fo risks and uncertointies that may cause actual results to differ materially
For a discussion of certain fisks and uncertainties that may affect our future results, please see “Risk Factors,” “Special Note Regarding Forwarddooking Statements,” “Business ~ Competition,”
“Business — Supervision and Regulation” and “Management's Discussion and Analysis of Financial Condition and Results of Operations” in the accompanying Annual Report on Form 10K

for the year ended November 30, 2010

We own or have rights to use the frademarks, irade names and service marks that we use in conjunction with the operation of our business, including, but not limited to- Discover®, PULSE®,

Cashback Bon

service marks included in this Annual Report are the property of their respective owners.

us®, Discover® More® Card, Discover* Motiva* Card, Discover® Open Road* Card, Discover® Network and Diners Club international®. All other trademarks, frade names and

©2011 Discover Financial Services
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Qur Vision

To be the most

rewarding relationship

consumers and businesses have with

a financial services company.

Our Mission

To help people
spend smarter,

manage debt better
and SAVE MOre

so they achieve a brighter financial future.

- Our Values

Doing the right thing
Innovation
Simplicity
Collaboration
Openness
Volunteerism
Enthusiasm

Respect







