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PART I—FINANCIAL INFORMATION
Iltem 1. Financial Statements
DRUGSTORE.COM, INC.

CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS
(in thousands, except share and per share data)

(unaudited)
Three Months Ended Six Months Ended
July 3, June 27, July 3, June 27,
2005 2004 2005 2004
(unaudited) (unaudited)
Net sales $ 96,89: $ 87,84 $ 19646' $ 172,20t
Costs and expense
Cost of sale: 77,03¢ 70,28: 156,37: 136,52¢
Fulfillment and order processit 9,36¢ 9,56( 19,65 18,811
Marketing and sale 7,02z 6,33¢ 13,84: 12,46:
Technology and conte! 3,03: 2,06¢ 5,961 4,38¢
General and administratiy 3,92 3,392 7,651 7,05t
Amortization of intangible asse 752 1,03z 1,552 2,08¢
Stocl-based compensation ( 40¢E 207 1,25 55¢
Total costs and expens 101,53 92,88: 206,28: 181,89
Operating los! (4,645 (5,03¢) (9,81¢) (9,68¢)
Interest income, ne 34C 78 51¢ 15¢
Net loss $ (4,309 $ 4,960 $ (9,299 $ (9,529
Basic and diluted net loss per sh $ (0.0 $ 0.079) $ 0.120 $ (0.19)

Weighted average shares outstanding used to corbpsie and diluted net loss
per share 92,228,22  75,470,09 88,857,99  74,965,83

(1) Set forth below are the amounts of stock-bassdpensation that, if recorded by operating fumgtisould be classified in the
Statements of Operations as follo

Fulfillment and order processir $— $ 12 $ — $ 29
Marketing and sale 16 2 15¢ 62
Technology and contel 1 11 5 32
General and administrati 38¢ 182 1,08¢ 43€

Total $40E $207 $1,25:% $55¢

See accompanying notes to condensed consolidaiucfal statements.
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DRUGSTORE.COM, INC.

CONDENSED CONSOLIDATED BALANCE SHEETS
(in thousands, except share data)

Assets

Current asset:

Cash and cash equivalel

Marketable securitie

Accounts receivable, net of allowanc

Inventories

Prepaid marketing expens

Other current asse

Total current asse
Fixed assets, ni
Other intangible assets, r
Goodwill, net
Prepaid marketing expenses and o

Total asset

Liabilities and Stockholders’ Equity
Current liabilities:
Accounts payabl
Accrued compensatic
Accrued marketing expens
Other current liabilitie:
Current portion of lon-term debt

Total current liabilities

Deferred income taxe
Long-term debt, less current portir
Commitments and contingenci
Stockholder' equity:
Preferred stock, $.0001 par value, 10,000,000 staarthorized, no shares issued and outstat
Common stock, $.0001 par value, stated at amowidisim:

250,000,000 shares authorized; 92,455,822 and 8924 shares issued and outstan(
Deferred stoc-based compensatic
Other comprehensive lo
Accumulated defici

Total stockholdel' equity

Total liabilities and stockholde’ equity

See accompanying notes to condensed consolidaiucfal statements.
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July 3, January 2,
2005 2005

(unaudited) (Note 2)
$ 19,18¢ $ 15,49
36,86: 18,72¢
33,32 35,34
19,87¢ 19,28
2,29( 2,29(
3,33¢ 3,027
114,87: 94,16
13,74: 13,62¢
8,84¢ 10,39¢
32,20: 32,20:
6,972 8,117
$ 176,63¢ $ 158,51:
$ 55,49: $ 57,51(
4,057 3,55¢
2,94¢ 2,56
3,81¢ 3,831
2,18 1,15¢
68,49: 68,63!
94t 94t
1,071 1,801
834,40: 807,14:
(2,547) (3,599

(18) —
(725,71Y) (716,41
106,12¢ 87,12¢
$ 176,63¢ $ 158,51:
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DRUGSTORE.COM, INC.

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands)
(unaudited)

Operating Activities:
Net loss
Adjustments to reconcile net loss to net cash usegerating activities
Depreciatior
Amortization of marketing and sales agreem:
Amortization of intangible asse
Stocl-based compensatic
Other
Changes in
Accounts receivabl
Inventories
Prepaid marketing expenses and other current ¢
Accounts payable, accrued expenses, and othelitlesh

Net cash used in operating activit

Investing Activities:

Purchases of marketable securi

Sales and maturities of marketable secur
Purchase of fixed asse

Net cash (used in) provided by investing activi

Financing Activities:

Proceeds from exercise of stock options and emplsy@ck purchase pl:
Proceeds from private placement financing, nessfiance cos
Borrowings under revolving line of crec

Principal payments on lo-term debi

Net cash provided by financing activiti

Net increase in cash and cash equival
Cash and cash equivalents at beginning of p¢

Cash and cash equivalents at end of pe

See accompanying notes to condensed consolidaiucial statements.
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Six Months Ended

July 3, June 27,
2005 2004
(Note 3)
$ (9,299 $(9,529
2,70¢€ 3,48¢
1,14¢ 1,14¢
1,552 2,08¢
1,25: 55¢
10C 7)
2,021 (5,659
(591) (1,027
(306) (997)
(1,719 4,25]
(3,129 (5,687)
(33,47) (9,195
15,32¢ 15,12¢
(2,379 (1,407
(20,526 4,52¢
1,101 1,83¢
25,96! —
1,00C —
(712) (477)
27,35( 1,36z
3,69 204
15,49: 7,03t
$19,18¢ $ 7,23¢
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DRUGSTORE.COM, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S
(unaudited)

1. Description of the Busines:

drugstore.com, inc. is a leading online providehedlth, beauty, vision and pharmacy solutions.sélehealth, beauty, wellness,
personal care, sexual well-being, and pharmacyymtsdhrough our website wivw.drugstore.corand prestige beauty products through
www.beauty.comwhich is also accessible through the drugstome.aebsite. We offer customized nutritional supplabp@ograms through
our wholly owned subsidiary, Custom Nutrition Sess, Inc. (CNS), through websites locatednatv. DrWeilVitaminAdvisor.com
www.zoneprofiler.cormandwww.pritikin@home.comWe sell contact lenses through our wholly owngos&iary International Vision Direct
Corp. and its subsidiaries (collectively, Visiorr&it), through websites locatedvaww.visiondirect.comwww.lensmart.corand
www.lensquest.comOur customers are located primarily in the Uni&tdtes of America and Canada, but our productaaiable to
consumers worldwide.

All customer orders are processed through our esbsr via telephone through our toll-free teleghanmbers, 1-800-DRUGSTORE
and 1-800-VISIONDIRECT. We operate two distributimenters, one approximately 290,000 square fodttfathat provides fulfillment
capabilities for all of our pharmaceutical and mdrarmaceutical orders delivered by mail, and anatpproximately 17,000 square foot
facility that fulfills our vision orders deliverdaly mail. Under the terms of an agreement with RiteCorporation (Rite Aid), customers are
also able to order existing drugstore.com and Riterefill prescriptions for pickup at any Rite Agtore.

2. Basis of Presentation and Principles of Consokdion

The accompanying condensed consolidated finanitdraents have been prepared in conformity witlo@ating principles generally
accepted in the United States of America (GAAP) thredrules and regulations of the Securities anth&Brge Commission (SEC). These
condensed consolidated financial statements hase fwepared pursuant to the rules and regulatibtieGEC for interim financial
reporting. These condensed consolidated finant@#ments are unaudited and, in our opinion, irekitiadjustments, consisting of normal
recurring adjustments and accruals, necessaryffir presentation of the condensed consolidatémhiba sheets, statements of operating
results, and statements of cash flows for the pgernyesented. Operating results for the periodsepted are not necessarily indicative of the
results that may be expected for the fiscal yedimgnJanuary 1, 2006 or any other interim period ttuseasonal and other factors. Certain
information and footnote disclosures normally imted in financial statements prepared in accordaitteGAAP have been omitted in
accordance with the rules and regulations of th€.Sthe balance sheet at January 2, 2005 has begadiffom audited financial statements
at that date but does not include disclosures reduiy GAAP for complete financial statements. Bhesndensed consolidated financial
statements should be read in conjunction with tittad consolidated financial statements and aceoryipg notes included in our annual
report on Form 10-K for the fiscal year ended Jayn2a2005.

We operate using a 52/53-week retail calendar yei#ir,each of the fiscal quarters in a 52-weekdis@ar representing a 13-week
period. Fiscal year 2005 is a 52-week year andffigear 2004 was a 53-week year, with the fourtlwrtgn of 2004 representing a 14-week
period.

The accompanying condensed consolidated finanitdraents include those of drugstore.com, inc.aamdubsidiaries. All material
intercompany transactions and balances have barimaied.
3.  Significant Accounting Policies
Estimates and Assumptions

The preparation of financial statements in confoymiith GAAP requires management to make estimatesassumptions that affect
amounts of assets and liabilities, revenues andresgs, and disclosure of contingent assets arititiesbat the date of the financial
statements. Actual results could differ from thesémates.
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Recent Accounting Pronouncements
Share-Based Payments

On December 16, 2004, the Financial Accounting @&ieas Board (FASB) issued Statement of Financiaglofiating Standards (SFAS)
No. 123 (revised 2004Share-Based PaymefiAS 123R), which is a revision of SFAS No. 128¢counting for Stock-Based Compensation
(FAS 123). FAS 123R supersedes Accounting PrinsiBleard (APB) Opinion No. 23ccounting for Stock Issued to Employ&&RB 25),
and amends SFAS No. %Statement of Cash Flow§AS 123R applies to all stock-based compensatémsactions in which a company
acquires services by (a) issuing its stock or o#lueiity instruments, except through arrangemesstdting from employee stock-ownership
plans, or (b) incurring liabilities that are bagedthe company’s stock price. FAS 123R requirestare-based payments to employees,
including grants of employee stock options, tod@gnized as an expense in a compafipancial statements based on their fair valtdisa
date of grant. On March 29, 2005, the SEC issuatff Stcounting Bulletin (SAB) No. 10%5hare-Based Paymenta/hich expresses the
SEC’s views on FAS 123R, including but not limitedapplying share-based payments to non-employeésation methods, classification of
compensation expense and accounting for incomeftagts. FAS 123R is effective for public compamiedater than the beginning of the
fiscal year beginning after June 15, 2005, and vlleadopt it in the first quarter of our fiscal yeanding December 31, 2006. FAS 123R
permits public companies to adopt its requiremesisg either the modified-prospective method oriwalified-retrospective method. We
plan to adopt FAS 123R using the modified-prospeatiethod.

As permitted by FAS 123, we currently account foare-based payments to employees using the imtriadiie method under APB 25.
As a result, we recognize no compensation expensaniiployee stock options, except for options grantith an exercise price lower than
the market price on the date of grant. The adopifdPAS 123R’s fair value method will require usrézognize compensation expense for
employee stock options and other share-based pagrnmeaemployees, based on their fair market vatuthe date of grant. This will have a
significant impact on our results of operationthaligh it will have no impact on our overall fingagosition. The magnitude of the impac
the adoption of FAS 123R cannot be predicted attthie because it will depend on levels of shaetgpayments granted in the future.
However, had we adopted FAS 123R in prior peritiis jimpact of that standard would have approxim#iedmpact of FAS 123 as
described in the disclosure of adjusted net lossl@ss per share set forth in Note 5 of our condém®nsolidated financial statemen&t@ck-
Based Compensatic), included in this quarterly report.

Accounting Changes and Error Corrections

In May 2005, the FASB issued SFAS No. 1B4¢counting Changes and Error Correctiof&-AS 154), which is a replacement of APB
Opinion No. 20Accounting Change@PB 20), and SFAS No. Reporting Accounting Changes in Interim Financi&@t&ments SFAS 154
applies to all voluntary changes in accounting @gle and changes the accounting for and repodfragchange in accounting principle.
SFAS 154 requires retrospective application torg&riods’ financial statements of a voluntary aim accounting principle unless it is
impracticable. APB 20 previously required that madtuntary changes in accounting principle be reimed by including in net income of t
period of the change the cumulative effect of cliagd¢p the new accounting principle. SFAS 154 rezgithat a change in method of
depreciation, amortization, or depletion for lomget, non-financial assets be accounted for assagin accounting estimate that is affected
by a change in accounting principle. APB 20 presiguequired that such a change be reported aarsgehin accounting principle. SFAS 154
is effective for accounting changes and correctfresrors made in fiscal years beginning afterdéhelber 15, 2005. Earlier application is
permitted for accounting changes and correctioresrafrs made occurring in fiscal years beginninigrafune 1, 2005. We believe the
accounting provisions of SFAS 154 will not have atenial effect on our financial statements.

Reclassifications

Certain amounts included in the condensed congstidstatement of cash flows for the six months drildme 27, 2004 have been
reclassified to conform to the 2005 presentaticacl&ssifications include a decrease to purchasemdietable securities of $8.1 million ar
decrease to sales of marketable securities of $t8li®n, resulting in a decrease to net cash ptegiby investing activities of $8.8 million.
Reclassifications were made to reflect only the sald purchase activity related to marketable g&siand excludes activity related to cash
equivalents, and changes in reclassifications bmtveash, cash equivalents and marketable secufitiesreclassifications did not impact our
results of operations or financial position.
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4. Net Loss Per Share

Net loss per share is computed using the weightethge number of shares of common stock outstarié@sgthe number of shares that
are contingently issuable pursuant to contractrah$. Shares associated with stock options andantarare not included in the calculation of
diluted net loss per share as they are antidilutive

The following table sets forth the computation asiz and diluted net loss per share for the peiiradisated:

Three Months Ended Six Months Ended
July 3, June 27, July 3, June 27,
2005 2004 2005 2004
(in thousands, except share and (in thousands, except share and
per share data) per share data)
Numerator:
Net loss $ (4,30) % (4,960 % (9,299 % (9,529
Denominator:
Weighted average shares outstanc 92,228,22 78,885,39 88,857,99 78,381,13
Less: weighted average common shares contingesstlable
pursuant to contractual terr — (3,415,29) — (3,415,29)
Shares used in computation of basic and dilutedosstper shar  92,228,22 75,470,09 88,857,99 74,965,83
Basic and diluted net loss per sh $ 0.05) $ 0.0 $ 0.10 % (0.19)

At July 3, 2005 and June 27, 2004, there were 06883 shares and 15,202,931 shares, respectifelgmamon stock subject to stock
options and 615,000 shares and 500,000 sharesctesby, of common stock subject to warrants thete excluded from the computation of
diluted net loss per share as their effect wasléutiive. If we had reported net income, the cadtion of these per share amounts would have
included the dilutive effect of these common stegkiivalents using the treasury stock method.

5. Stock-Based Compensatiot

We account for our employee stock option plan amdemnployee stock purchase plan using the intrivaice method, which follows
the recognition and measurement principles of ABB2d related Interpretations. The intrinsic vahethod of accounting results in stock
compensation expense to the extent option exepcises are set below market prices on the dateasit@r the options are modified. Under
APB 25, no compensation expense is recognized wWieeaxercise price of employee stock options eghal$air value of the underlying
stock on the date of grant. Deferred stock-basetpemsation expense is recorded for those situatibiese the exercise price of an option
was lower than the fair value for financial repogtipurposes of the underlying common stock on #te df grant. Deferred stock-based
compensation expense is being amortized over thtingeperiod of the underlying options using thdtiple-option approach.

For the three-month periods ended July 3, 2005Jand 27, 2004, we recognized stock-based compensatpense of $349,000 and
$35,000, respectively, related to the amortizatibdeferred stock-based compensation related tk stptions issued with an exercise price
lower than the fair value of the underlying comnstock; $1,000 and $176,000, respectively, relatezkttain options that were modified for
terminated employees; and $55,000 and $0, respégctielated to the issuance of options and wasremhon-employees for the performance
of services. For the three-month periods ended3uA05 and June 27, 2004, we reversed $0 an@&4Sspectively, of deferred stock-
based compensation expense as a result of empiayeimations. For the six-month periods ended 3u3005 and June 27, 2004, we
recognized stock-based compensation expense of 88®and $163,000, respectively, related to thertimadion of deferred stock-based
compensation related to stock options issued witbxarcise price lower than the fair value of thderlying common stock; $145,000 and
$400,000, respectively, related to certain optitwas were modified for terminated employees; anted200 and $0, respectively, related to
the issuance of options and warrants to non-empkj@ the performance of services. For the sixitmperiods ended July 3, 2005 and June
27, 2004, we reversed $0 and $4,000, respectigéhtock-based compensation expense as a reitpibyee terminations.

FAS 123, which was amended by SFAS No. B&;ounting for Stock-Based Compensation — Tramsé#iad Disclosure requires
companies that continue to follow APB 25 to proviigclosures of the impact of applying the fairmeamethod of FAS 123. We account for
stock issued to non-employees in accordance wélptbvisions of FAS 123 and Emerging Issue Taskd&@EITF)

8
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Issue No. 96-18Accounting for Equity Instruments That Are Issue@®ther Than Employees for Acquiring, or in Confimre with Selling,

Goods or Services.

If the stock-based compensation for our stock oppilan and employee stock purchase plan had béemdreed based on the fair value
method, as promulgated by FAS 123, our net losddvoave been adjusted to the following amountgHerthree- and six-month periods
ended July 3, 2005 and June 27, 2004:

Three Months

Ended Six Months Ended
July 3, June 27, July 3, June 27,
2005 2004 (1) 2005 2004 (1)
Net loss, as reporte $(4,305)  $(4,960 $ (9,299 $ (9,529
Add: Stocl-based compensation, as repol 405 207 1,25: 55¢
Deduct: Total stock-based compensation determindérfair value method for all
awards (2,267 (3,315 (4,487 (6,43¢)
Net loss- FAS 123 adjuste $(6,167)  $(8,06¢)  $(12,537)  $(15,409)
Basic and diluted net loss per sh- as reporte! $(0.05) $(@©0) $ (010 $ (0.19
Basic and diluted net loss per sh- FAS 123 adjuste $(007) $(@©11) $ (019 $ (0.2)

(1) During our preparation of footnotes to the aditted financial statements for fiscal 2004, veéedmined that the calculation of the pro
forma stock-based compensation expense reportezt &Ab 123 for the three- and six-month periodseentline 27, 2004, as reported,
inadvertently overstated expense relating to medifitock option awards. Accordingly, the amounthefpro forma stock-based
compensation expense reported under FAS 123 fdhtbe- and six-month periods ended June 27, 268gkpted in the table above
have been restated, resulting in a decrease 00@32nd $264,000, respectively, from the previousported amounts for 2004. This
restatement had no effect on our previously repartsolidated results of operations or finanabaldition.

The fair value of each option grant is estimatedhendate of grant using the Black-Scholes optidcispy model, assuming no expected
dividends. The following weighted average assummgtiwere utilized in arriving at the fair value afch option grant:

Three Months Ended Six Months Ended
June 27, June 27,
July 3, July 3,
2005 2004 2005 2004
Risk-free interest rat 3.6% 2.92% 3.84% 2.55%
Expected life 3.2 year 3 year 3.2 year 3 year
Volatility 82% 96% 83% 99%

6. Stockholders' Equity

On February 14, 2005, in connection with the penfamce of executive recruiting services, we issoddeidrick & Struggles, Inc. a
warrant to purchase 115,000 shares of our comnuak st $2.36 per share. This warrant expires ity 2008.

On March 2, 2005, we issued 10.0 million sharesusfcommon stock to Ziff Asset Management, L.Pff{din a private placement, for
cash consideration of $26.0 million. Pursuant ®tdrms of the stock purchase agreement, Ziff algitest it will not, directly or indirectly,
sell, transfer or otherwise dispose of any of themon stock purchased for a period of one yearwandgreed to prepare and file a
registration statement with the SEC for the reséld! the common shares within nine months from¢bnsummation of the sale. We expect
to use the proceeds received, net of issuance @b$89,000 and estimated future registration ¢dstggyeneral corporate purposes, including,
but not limited to, investments in marketing inii@s and technology infrastructure enhancements.

9
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7. Commitments and Contingencie:
Legal Proceedings

Class Action Laddering LitigationOn and after July 6, 2001, eight stockholdersckasion lawsuits were filed in the United States
District Court for the Southern District of New Yomaming drugstore.com as a defendant, along Wwéhuhderwriters and certain of our
present and former officers and directors (theviddial Defendants), in connection with our July 2999 initial public offering and March
15, 2000 secondary offering (together, the Offes)n@he complaints against drugstore.com have beesolidated into a single action and a
Consolidated Amended Complaint, which is now therafive complaint, was filed on April 19, 2002. Tt purports to be a class action
filed on behalf of purchasers of our common stogkirdy the period July 28, 1999 to December 6, 200@eneral, the complaint alleges that
the prospectuses through which we conducted theri@ffs were materially false and misleading folufai to disclose, among other things,
that (i) the underwriters of the Offerings allegedad solicited and received excessive and undisdlcommissions from certain investors in
exchange for which the underwriters allocated ts¢hinvestors material portions of the restrictechiber of shares issued in connection with
the Offerings and (ii) the underwriters allegediyered into agreements with customers whereby idemwriters agreed to allocate
drugstore.com shares to customers in the Offeiimggchange for which customers agreed to purchddiional drugstore.com shares in the
after-market at predetermined prices. The compkmsserts violations of various sections of the 8ges Act of 1933, as amended, and the
Securities Exchange Act of 1934, as amended. Ttenageeks damages in an unspecified amount amd mhef. The action is being
coordinated with approximately 300 other nearlyniiteal actions filed against other companies oirtfeemer officers and directors. On July
15, 2002, we moved to dismiss all claims againstngsthe Individual Defendants. On October 9, 2802 Court dismissed the Individual
Defendants from the case without prejudice basestipalations of dismissal filed by the plaintitiad the Individual Defendants. On
February 19, 2003, the Court denied the motioridmigs the complaint against drugstore.com. On l@uté3, 2004, the Court certified a
class in six of the approximately 300 other neaténtical actions and noted that the decisiontisnded to provide strong guidance to all
parties regarding class certification in the rermgjrcases. Plaintiffs have not yet moved to cedifylass in our case.

We have approved a settlement agreement and relgtedments, which set forth the terms of a setifgrbetween drugstore.com, the
plaintiff class and the vast majority of the otismuer defendants or, in the case of bankruptiisstreeir directors and officers. Among other
provisions, the settlement agreement provides fetemse of drugstore.com and the Individual Dedetslfor the conduct alleged in the ac
to be wrongful. We would agree to undertake cent@aponsibilities, including agreeing to assign wwent assert, or release certain potential
claims we may have against our underwriters. Thiéesgent agreement also provides a guaranteed eego¥ $1 billion to the plaintiffs for
the cases relating to all of the approximately B8Ders. To the extent that the underwriter defetsdsettle all of the cases for at least $1
billion, no payment will be required under the is®1 settlement agreement. To the extent that tidemwriter defendants settle for less than
$1 billion, the issuers are required to make updifference. We anticipate that any potential ficiahobligation of drugstore.com to the
plaintiffs pursuant to the terms of the settlemagreement and related agreements will be coverexilying insurance, and we have already
satisfied our deductible. We are currently not an@frany material limitations from our insurancerigas on the expected recovery of any
potential financial obligation to the plaintiffsu®carriers are solvent and we are not aware ofuacgrtainties as to the legal sufficiency o
insurance claim with respect to any recovery byplaintiffs. Therefore, we do not expect that tb#lement will involve any payment by us.
If material limitations on the expected recoveryaaf/ potential financial obligation to the plaifdgifrom drugstore.com’s insurance carriers
should arise, drugstore.com’s maximum financiaigation to plaintiffs pursuant to the settlementesgnent would be less than $3.4 million.

On February 15, 2005, the Court granted prelimirzguyroval of the settlement agreement, subjecttminn modifications consistent
with its opinion. The Court ruled that the issuefashdants and the plaintiffs were required to stilamevised settlement agreement that
provides for a mutual bar of all contribution claitoy the settling and non-settling parties and awm¢dbar the parties from pursuing other
claims. The issuers and plaintiffs have submittetheé Court a revised settlement agreement consisith the Court’s opinion. The revised
settlement agreement has been approved by aleasshier defendants that are not in bankruptcy.uRderwriter defendants will have an
opportunity to object to the revised settlementagrent. There is no assurance that the Court rifitdinal approval to the settlement. We
are unable to estimate the potential damages tigdt ine awarded if the settlement were not approwedwere found liable, there arose a
material limitation with respect to our insurancwerage, or the amount awarded were to exceedhsurance coverage. Because our liab
if any, cannot be reasonably estimated, no amdwaus been accrued for this matter. An adverse meda this matter could have a material
adverse affect on our financial position and resoftoperations.

Vision Direct — Coastal Contacts Litigatio®n December 11, 2002, plaintiffs Vision Direct, laaid International Vision Direct, Inc.
(together, VDI) filed a complaint in the United &= District Court for the Southern District of N&erk against WhenU.com, Inc. and
Coastal Contacts, Inc., alleging copyright anderadrk violations based on the defendants’ use @b-ygp” advertisements over VDI's
website. After the U.S. Court of Appeals for the@w®d Circuit issued its decision in similar litigat
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involving 1-800 Contacts, the parties to this sgiteed to voluntary dismissal, without any matditencial obligation to us or VDI. The suit
was dismissed with prejudice on July 26, 2005.

State Sales Tax Claims. early 2002, we received an arbitrary assessmatite from the state of New Jersey for past dabesiue fron
fiscal years 2000 and 2001, based upon its bastastof sales revenue numbers during those peried¥ecember 2002, we received a
revised assessment from the state of New Jerse&0# and 2001 in the amount of $221,626 in taxs pkenalties in the amount of $11,081
and interest that continues to accrue. We do noently collect and do not believe that we are mnegito collect New Jersey sales tax. In
March 2003, we filed an appeal of the revised asseat with the Tax Court of New Jersey, based erfabt that the state of New Jersey is
pursuing its claim specifically against one of oansolidated subsidiaries that is not the retaiéintty in that state. The appeal is pending
is in the pre-trial discovery phase. Due to theeutainty of the appeal, no amounts have been reddrdthe accompanying financial
statements with respect to the sales tax allegbeé ttue. If we are unsuccessful in our appealstite of New Jersey may expand its
assessment to include other years for which wendiatollect sales tax. No amounts have been ac¢anetis matter as our liability, if any,
cannot be reasonably estimated. However, the ukimatcome of this matter could result in subsgaméix liabilities for our past sales and
have a material adverse affect on our financiaitipmsand results of operations.

Federal Securities ActionOn and after June 25, 2004, several putatives @asons were filed in the United States Dist@ourt for the
Western District of Washington against drugstoma@nd certain of its present and former officersalteged violations of the federal
securities laws. The suits purport to have beewd filn behalf of purchasers of our common stock éetwlanuary 14, 2004 and June 10, 2
The complaints generally allege that the defendanatde false and misleading statements about ospects for fiscal year 2004 and failed to
disclose, among other things, (i) a negative impaocbur gross margins from the integration of azquasition of Vision Direct and from our
free 3-day shipping promotion, and (ii) a negatimpact on our sales growth arising from cancelt&iof certain expired prescriptions. On
October 8, 2004, the Court issued an order corettitigl the individual actions. On November 1, 2a04é, Court appointed lead plaintiffs and
lead plaintiffs’ counsel. On January 11, 2005, @mmsolidated Amended Complaint was filed by thel [paintiffs. On March 15, 2005, the
defendants moved to dismiss the complaint. Briefindhis motion is complete, and the parties arig¢ingafor the Court to set a date for oral
argument. No amounts have been accrued for thiemas our liability, if any, cannot be reasonadsyimated. The ultimate outcome of this
matter could have a material adverse effect orfinancial position and results of operations.

Stockholder Derivative ActionOn August 13, 2004, two stockholder derivativeoss were filed by plaintiffs Gerald Rusk and Gger
Zimmer in the Superior Court of the state of Wagton, King County, against certain of our presemt tormer officers and directors. The
derivative plaintiffs allege breach of fiduciarytdased on the failure to prevent the disclosimkations alleged in the securities complaints.
Plaintiffs also allege abuse of control, gross nsisagement, waste of corporate assets, and unjish@ent. These actions seek damages
from the defendants on behalf of drugstore.com¢civis a nominal defendant in the actions. Plamttfege that certain of the defendants
breached their fiduciary duties by selling drugstoom stock while in possession of material pabtic information. On January 21, 2005,
defendants moved to stay proceedings pending fudinelopments in the federal securities actionJ@me 13, 2005, the Court denied the
motion to stay. Plaintiffs filed a consolidated amded complaint on July 29, 2005, and the defendants respond by September 12, 2005.

Although the stockholder derivative complaints @ seek financial relief directly from drugstoremathe litigation could have
financial consequences for us through, for exanthkeattorneys’ fees we incur and advances to éffiendants and, if appropriate under the
circumstances, indemnification of the defendantsalhounts have been accrued for this matter, akaduility, if any, cannot be reasonably
estimated. An adverse outcome in this matter cbalce a material adverse effect on our financiaitjppsand results of operations.

Other.From time to time, we are subject to other legatpedings and claims in the ordinary course ofrtass. We are not currently
aware of any such legal proceedings or claimswieabelieve will have, individually or in the aggedg, a material adverse effect on our
business prospects, financial condition or opegatasults.
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8. Segment Information

We have four reporting segments: over-the-cour@diQ), mail-order pharmacy, local pick-up pharmaayd vision. The OTC segment
is comprised of the sales and related costs ahgédikealth, beauty, personal care, and wellnessdygts in our websites and customized
nutritional supplement programs through CNS. The&€@&gment also includes the net sales of consignpneducts and wholesale OTC
sales and fulfillment fees generated through oveement with Amazon.com, Inc. The mail-order phayrend local pick-up pharmacy
segments are comprised of sales and the relat¢sl afoselling pharmaceuticals, other than contarsés, through the drugstore.com website
for mail-order delivery, in the case of the maitier pharmacy segment, or for pick-up at a locad Rid store, in the case of the local pick-up
pharmacy segment. Our vision segment reflects saéselated costs of selling contact lenses thrdtigion Direct. We manage our busin
segments based on contribution margin results. ¥ftea contribution margin as net sales attributable segment, less cost of sales and
variable costs to complete the order (fulfilmenti@rder processing, packaging supplies, credi fess, and royalty costs that are variable
based on sales volume). In 2004, we revised ouribation margin definition and calculation methdmtyy to reflect the benefits of segment
advertising revenues and the impacts of royaltysc@smounts previously reported have been reclaskib reflect these changes.

The information presented below for these segmsnitgormation used by our chief operating decisiaaker in evaluating operating
performance.

Three Months Ended Six Months Ended
July 3, June 27, July 3, June 27,
2005 2004 2005 2004
Overthe-Counter (OTC):
Net sales (a $43,13(  $36,73( $ 87,63¢ $ 72,19:
Cost of sale: 30,98’ 26,46 63,50z 51,78:
Variable order costs (t 4,33( 3,64¢ 9,047 7,144
Contribution margin (c $ 781 $661i $ 1509 $ 13,267
Mail-Order Pharmacy:
Net sales $18,41¢  $15,14: $ 36,36¢ $ 29,64¢
Cost of sale: 15,93 12,86¢ 31,454 25,07¢
Variable order costs (t 1,67(C 1,452 3,42( 2,75¢€
Contribution margin (c $ 81 $ 82t $ 1,49 $ 1,81«
Local Pick-Up Pharmacy:
Net sales (d $23,95: $23,08( $ 48,92¢ $ 44,62«
Cost of sale: 21,26: 20,79¢ 43,18( 40,08¢
Variable order costs (t 1,02( 97€ 2,07¢ 1,922
Contribution margin (c $1671 $130¢ $ 367¢ $ 2,618
Vision:
Net sales $11,39¢  $12,89: $ 23,52¢ $ 25,74:
Cost of sale: 8,85¢ 10,15 18,23¢ 19,58(
Variable order costs (t 651 95¢€ 1,37 1,90:
Contribution margin (c $188 $178. $ 391t $ 4,25¢
Consolidated:
Net sales $96,89: $87,84:  $196,46! $172,20¢
Cost of sale: 77,03¢ 70,28: 156,37. 136,52¢
Variable order costs (t 7,671 7,03( 15,91¢ 13,72¢
Contribution margin (c $12,18: $10,53: $ 24,17¢ $ 21,95:

(@) Net sales in our OTC segment include wholesale @&Gales and fulfillment fees generated throughageeement with Amazon.co
totaling $1.8 million and $3.9 million for the tle:enonth periods ended July 3, 2005 and June 274, 2688pectively, and $4.3 million
and $5.9 million for the s-month periods ended July 3, 2005 and June 27, 268gectively



(b) These amounts include all variable costs dfifiment and order processing, including labor, keging supplies, and credit card fees,
and royalty costs that are variable based on salesne. These costs are discernable by businessesggThese amounts exclude

depreciation and fixed overhead costs that ar@isoernable by business segmi

(c) Contribution margin represents a measure of Wwelleach segment is contributing to our operatjogls. It is calculated as net sales
less the direct cost of these sales and the inerin@ariable) fulfilment and order processingtsoof delivering orders to our

customers and royalty cos
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(d) Net sales in our local pi-up pharmacy segment include co-payments totalhg illion and $4.9 million for the three-monthripels
ended July 3, 2005 and June 27, 2004, respectiaet/$10.8 million and $9.7 million for the six-nibrperiods ended July 3, 2005 and
June 27, 2004, respective

Consolidated contribution margin for reportableraegts $12,18¢ $10,53: $24,17¢ $21,95:
Less:

Fixed fulfillment and order processing | 2,352 3,08¢ 5,02¢ 6,237
Marketing and sales ( 6,36¢ 5,78: 12,55( 11,317
Technology and contel 3,03: 2,06¢ 5,961 4,38¢
General and administrati\ 3,92 3,392 7,651 7,05¢
Amortization of intangible asse 752 1,032 1,55: 2,08¢
Stocl-based compensatic 40E 207 1,25 55¢
Operating los: $(4,645  $(5,03f) $(9,81f  $(9,68¢

(e) These amounts include all fixed costs of fulfillmand order processing that are not discernablaulsiness segmer
() These amounts exclude royalty expenses that drediat in variable cost:

Item 2. Managemen's Discussion and Analysis of Financial Condition drResults of Operation

The following discussion and analysis should bel imaconjunction with the financial statements aedompanying notes included
elsewhere in this quarterly report and in our ahmefgort on Form 10-K for the fiscal year endedutay 2, 2005.

Special Note Regarding Forward-Looking Statements

This quarterly report on Form 10-Q includes forwblrdking statements within the meaning of the ReV@ecurities Litigation Reform
Act of 1995. All statements other than statemehtssiorical fact, including statements regardingustry prospects and our future financial
and operational performance, made in this quartepprt are forward-looking. Words such as “expéc¢itelieves,” “anticipates,” “targets,”
“intends,” “may,” “will,” “plan,” “continue,” “forecast,” “remains,” “would,” “should,” and similar pressions, are intended to identify
forward-looking statements. Forward-looking statata@re based on current expectations, are noagiess of future performance and
involve assumptions, risks, and uncertainties. &twal results may differ significantly from thastated or implied in the forward-looking
statements for a variety of reasons, including, mgmathers, effects of changes in the economy, eoasspending, fluctuations in the stock
market, changes affecting the Internet, onlineliegpand advertising, the company’s limited opargthistory, difficulties establishing our
brand, including the risk that our upcoming braathpaign may not be as successful as we anticighffieulties in building a critical mass of
customers, the unpredictability of future revenaled expenses and potential fluctuations in reveandsoperating results, risks related to
business combinations and strategic alliancesjlgegax liabilities relating to the collection séles tax, consumer trends, the level of
competition, seasonality, the timing and succesxphnsion efforts, recent changes in senior maneageg risks related to systems
interruptions, possible governmental regulation gredability to manage a rapidly growing busindggese and other risks and uncertainties
that could cause our actual results to differ digantly from management’s expectations are desdrih the following discussion, in the
section entitledBusiness — Additional Factors That May Affect @usiness and Future Resdults Part I, Item 1 of our annual report on
Form 10-K for the fiscal year ended January 2, 2665 with the Securities and Exchange CommisstwrSEC, on March 18, 2005. A
forward-looking statement should not be relied upsmepresenting our views as of any date otherttimdate on which we made the
statement. We expressly disclaim any intent orgation to update any forward-looking statementrdfie date on which we make it, except
as we otherwise specifically state.

Overview

drugstore.com, inc. is a leading online providehedlth, beauty, wellness, vision and pharmacyymtsd We believe that we offer a
better way for consumers to shop for these prodhoctaigh our web stores, including those locatetherinternet atvww.drugstore.com,
www.beauty.com, www.visiondirect.com, www.lense@riandwww.lensquest.coand available toll-free by telephone at 1-800-
DRUGSTORE and 1-800-VISIONDIRECT. We operate priigan the United States and Canada, but our prtdare available to
consumers worldwide.

Fiscal CalendarWe operate on a 52/53-week retail calendar, with emarter in a 52-week fiscal year representiag-aveek period.
Fiscal year 2004 was a 53-week fiscal year, withfturth quarter representing a 14-week periodeReices in the following discussion to
yearly periods are to fiscal years, unless theecdrihdicates otherwise. For exam“2005” refers to the fiscal year ending Januarg2d06.
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Business Segments; Growth Strategidte operate our business in four primary busisegsnents: over-the-counter, or OTC, mail-
order pharmacy, local pickp pharmacy, and vision. The organization of owgifess into these four distinct segments allowsamagemet
to gain a comprehensive financial view of eachwfley businesses and our business as a wholddltiaa, this segmentation better allows
us to align strategies in operations, marketing@rsfomer care in order to optimize the overalt@uer experience, both within each
segment and across all segments, and to maximixethyr

» Over-the-counter (OTC)Our OTC segment includes all non-prescriptiordpats sold online or over the telephone through our
web stores avww.drugstore.com, www.beauty.comww.visiondirect.com, www.lensmart.camdwww.lensquest.comand
through our subsidiary Custom Nutrition Services,. | or CNS, atvww.DrWeilVitaminAdvisor.com, www.zoneprofiler.cand
www. pritikin@home.comOur OTC segment also includes product revenuedudfillment fees received under our wholesale OTC
fulfilment agreement with Amazon.com, Inc., unedrich we act as a nonexclusive wholesaler andllfakint provider for certain
OTC products sold through the Health & PersonakGaore on the Amazon.com website. We source o@ Qroducts from
various manufacturers and distributors. We belibat continued growth in this segment will dependoar ability to offer
customers a superior shopping experience and seimiduding providing a broad selection of bascessity items and hard-tiod
specialty items, that encourages customers torrétuour websites and make repeat, replenishmedtinapulse purchases. In
addition, in 2005 we are making additional investisén marketing, including a new advertising caigpdo increase awareness of
our brand, and will be testing a number of new lyyand marketing programs designed to drive lagngatcustomer retention and
growth.

e Mail-Order Pharmacy Our mail-order pharmacy segment includes presonprugs and supplies, other than prescriptiantant
lenses, sold online or over the telephone throbglvtvw.drugstore.comveb store and delivered to customers through oulr ma
order facility. We obtain our prescription inventdhrough Rite Aid Corporation as part of our ongprelationship. We market to
and serve cash-paying and insurance-covered indildcand also serve as an independent, onlind@oliar low-cost mail-order
prescription services. We are currently a mail-omtescription drug provider for six pharmacy bénefanagement companies, or
PBMs, and five third-party benefits companies. 002, we continue to focus our marketing effortestablishing broader
relationships with these PBMs and benefits compsaaia expanding our services to additional PBMsteamabfits companies. For
example, we recently entered into an agreementMittiical Services Company to be the exclusive plewvof mail-order
fulfillment services for their workers’ compensatiprescription benefits. We anticipate that corgohgrowth in this segment will
substantially depend on our ability to grow prgstion volumes through these effor

* Local Pick-Up Pharmacy. Our local pick-up pharmacy business segment dediprescription refills sold online or over the
telephone through theww.drugstore.corveb store or thevww.riteaid.comweb store (which is powered by thevw.drugstore.co
web store) and picked up by customers at Rite &icks. In this segment, Rite Aid acts as our futf@nt partner. Our success in 1
segment depends on our ability to leverage outioglship with Rite Aid through its marketing mediacluding Rite Aid store
receipts, weekly Rite Aid advertising circulars aefill reminders.

» Vision. The vision segment includes contact lenses sotiigh our wholly owned subsidiary Internationasign Direct Corp. and
its subsidiaries, or Vision Direct, through websitecated atvww.visiondirect.com, www.lensmart.camdwww.lensgquest.com
We purchase our contact lens inventory directlynfrarious manufacturers and other distributor20d@5, we intend to continue
focusing on a strategy of balancing customer adtpriswith net margin in order to maximize our pgtsf rather than focusing
exclusively on growth

RevenuesWe generate revenue primarily from product sateb shipping fees. For the second quarter of 2085gported consolidat
total net sales of $96.9 million, which reflect$®1 million, or 10%, increase over the second tguaf 2004. This net sales growth was
driven by a 7% year-over-year increase in ordenwa, to 1.2 million orders, as well as a 3% yearexear increase in our average net sales
per order, to $78. Our net sales benefited froonstyear-over-year growth in our flagship OTC arallrarder pharmacy segments, which
grew by 17% and 22%, respectively, in the secoradtquof 2005. Local pick-up revenues increased%yyear-over-year. These increases in
revenue were partially offset by a 12% year-ovarydecrease in net sales in our vision segment.

Expenses Our operating expenses, including cost of goott, slecreased in the second quarter to 105% ofales, compared to 10¢
in the second quarter of 2004, as a result of imedfcorporate infrastructure costs being spread gveater net sales. In the second quarter,
cost of goods sold and fulfillment costs both dasesl year-over-year as a percentage of net sdlés,technology and content and general
and administrative costs increased year-over-ygarpercentage of net sales.

Net Loss; Cash PositionOur net loss for the second quarter decreasd@¥y; or $655,000, to $4.3 million, compared to $&ilion
for the second quarter of 2004. We ended the segoader with $56.0 million in cash, cash equivédeand marketable securities, compared
to $34.2 million at January 2, 2005. This balareféects cash flow activity in the first six montbs2005
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consisting of $26.0 million in proceeds from théesaf 10.0 million shares of our common stock iprizate placement, $1.0 million in
proceeds from an advance under our revolving lfreredit, and $1.1 million in proceeds from the ex®e of stock options and sales under
our employee stock purchase plan, partially oftsethe use of $3.1 million to fund operating adtes, $700,000 to repay long-term debt
obligations and $2.4 million for capital expendésr

Significant Accounting Judgments

The preparation of financial statements in confeymiith accounting principles generally acceptethia United States of America
requires estimates and assumptions that affecefierted amounts of assets and liabilities, revemnel expenses and related disclosures of
contingent assets and liabilities in the consoiddtnancial statements and accompanying notesSH has defined a company’s critical
accounting policies as the ones that are most itapbto the portrayal of the company’s financiahdition and results of operations, and that
require the company to make its most difficult antjective judgments, often as a result of the needake estimates of matters that are
inherently uncertain. Based on this definition, veere identified the significant accounting policéasl judgments addressed below. We also
have other key accounting policies that involveube of estimates, judgments and assumptions tlaignificant to understanding our
results. Additional information about our signifitaccounting policies is included in Note 3 of sondensed consolidated financial
statements included in Part | of this quarterlyorepAlthough we believe that our estimates, assiong and judgments are reasonable, they
are based upon information presently availableuélatesults may differ significantly from theseiesttes under different assumptions,
judgments or conditions. In addition, any signifitananticipated changes in any of our assumptoo#d have a material adverse effect
our business, financial condition and results aragions.

Revenue Recognition
We recognize revenues in accordance with SAB N4, R8venue Recognition.

Revenues from sales of OTC, mail-order pharmacyvisidn products delivered to customers (net ofipstional discounts,
cancellations, rebates and returns allowanceseaognized when the products are shipped andotidses to the customer. Return
allowances, which reduce product sales, are esiinaing historical experience. If our estimateetdirn allowances is too high, our reven
will be understated; if our estimate of these alloees is too low, our revenues will be overstatstorically, product returns, and
differences between our estimates and actual igthave not been significant.

Revenues from sales of OTC products ordered thrthugmazon.com website and fulfilled by drugstooen are recognized when we
ship the products from our distribution center. éwlting to the criteria outlined in Emerging Issdi@sk Force Issue No. 99-1Reporting
Revenue Gross as a Principal Versus Net as an Aor EITF 99-19, we record fulfilment fees and renes generated by the Amazon.com
agreement in our OTC segment on a gross basis,beeee believe we act as a principal, based ofatitiehat we bear general inventory risk
associated with these sales.

Revenues from sales of prescription products otdendine or by telephone through the drugstore.eah store or the RiteAid.com
web store (which is powered by the drugstore.corn stere) for pick-up at a Rite Aid store, includiogrpayments received and collected on
our behalf by Rite Aid, are recognized when tha@amer picks up the product. In these circumstanegegjtilize Rite Aid as our fulfillment
partner. According to the criteria outlined in EI98-19, we record revenues in our local pick-uprptecy segment on a gross basis, because
we believe we act as a principal, based on thetli@tt among other things, we bear both inventsiyand credit and collection risk
associated with these sales.

For insured prescriptions in both our local pickama mail-order segments, the co-payment and theance reimbursement (which
together make up the amount due to drugstore.constitute the full value of the prescription drdes and we receive this entire amount as
cash. We therefore recognize the entire amourdanue when the order is shipped to the custoraentil order prescriptions) or picked
by the customer (for local pick-up prescriptions).

Periodically, we provide incentive offers to oustamers to encourage purchases. Such offers indisdeunts on specific current
purchases, or future rebates based upon a pereemitétge current purchase, as well as other offgiscounts, when accepted by our
customers, are treated as a reduction to the gatesof the related transaction and are preseageinet amount in net sales. Rebates are
treated as a reduction to sales price based anagsti redemption rates. Redemption rates are déstimaing our historical experience for
similar offers. Historically, our redemption rategve not differed materially from our estimatesjchtare adjusted quarterly.

Inventories

We value our inventories at the lower of cost (gdime weighted-average cost method) or the cugstithated market value. We
regularly review inventory quantities on hand adglist our inventories for shrinkage and slow-moyidgmaged and expired
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inventory, which is recorded as the difference leemvthe cost of the inventory and the estimated&kehaalue based on management’s
assumptions about future demand for the productsfiee and market conditions. We use a variety efhmds to reduce the quantity of slow-
moving inventory, including reducing sales pricesonir websites, negotiating returns to vendors, ligiétlating inventory through third
parties. If our estimates of future product demandur assumptions about market conditions areciumate, we will understate or overstate
the provision required for excess and obsoletenitorg. Historically, inventories have not differgthterially from our estimates.

Goodwill and Other Intangible Assets

In accordance with Statement of Financial Accountandards No. 142ccounting for Goodwill and Other Intangiblesr FAS 142,
we do not amortize goodwill but instead test fopainment at least annually. We test for impairnadrthe beginning of the fourth quarter or
whenever indicators of impairment occur. The filsase of the test screens for impairment. If impairt is determined, the second phase
measures the impairment by comparing the fair vafue applicable reporting unit to its carryingiwe. Fair value is determined using either
a discounted cash flow methodology or methodolaagel on comparable market prices.

We review the carrying values of our amortized kimgd assets, including definite-lived intangilalssets, whenever an indicator of
impairment occurs. When facts and circumstancesatelthat the carrying values of long-lived assety be impaired, we perform an
evaluation of recoverability. The determinationndfether impairment exists is based on any excettgeafarrying value over the expected
future cash flows, as estimated through undiscalicésh flows, excluding interest charges. We mesany resulting impairment charge
based on the difference between the carrying valltlee asset and its fair value, as estimated tir@xpected future discounted cash flows,
discounted at a rate of return for an alternatestment.

If our estimates of revenue growth or future cdstvé$ prove to be inaccurate, we may have a futapairment of goodwill or other
intangible assets.

Legal Proceedings

We are currently involved in various claims andalggroceedings. Periodically, we review the statusach significant matter and
assess our potential financial exposure. If themti! loss from any claim or legal proceedingassidered probable and the amount can be
estimated, we accrue a liability for the estimdtex$. Because of uncertainties related to thestersaticcruals are based only on the best
information available at the time. As additiondbirmation becomes available, we reassess the paltéability related to our pending claims
and litigation and may revise our estimates. Amghsevisions in the estimates of the potentialiligds could have a material impact on our
future results of operations and financial positi®ae Note 7 of our condensed consolidated finhstEitementsCommitments and
Contingencies included in this quarterly report, for a desddptof our material legal proceedings.

Results of Operations

Net Sales
Three Months Ended Six Months Ended
July 3, June 27, July 3, June 27,
2005 % Change 2004 2005 % Change 2004
($ in thousands, ($ in thousands,
except average net sales per order) except average net sales per order)
Net sales $96,89: 10.%  $87,84 $196,46! 14.1%  $172,20¢
Segmented net sales informati
% of net sales from OT 44.5% 41.8% 44.% 41.%
% of net sales from mi-order pharmac 19.(% 17.2% 18.5% 17.2%
% of net sales from local pi-up pharmac 24.1% 26.2% 24.%% 25.9%
% of net sales from visic 11.8% 14.7% 12.(% 14.%
Average net sales per order from O $ 57 27% $ 56 $ 57 28% % 55
Average net sales per order from mail-order
pharmacy $ 14t 94% $ 13¢ $ 14c 94% $ 131
Average net sales per order from local pick-up
pharmacy $ 107 42% $ 10z $ 107 51% $ 10z
Average net sales per order from vis $ 82 4<% $ 78 $ 82 55% $ 78

Net sales includes gross revenues from sales diupt@nd related shipping fees, net of discoundspmavision for sales returns, third-
party reimbursement and other allowances. Net sd$esincludes fulfillment fees and product revefroen our wholesale OTC fulfillment
agreement with Amazon.com, and also includes cansimt services fees earned from our arrangemehnt®éneral Nutrition Companies,
Inc., or GNC, under which we do not take titletie inventory and cannot establish pricing.
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Consignment service fees are booked on a net dadisonstitute approximately 1% of total net salesach period presented. Orders are
billed to the customer’s credit card or, in theecaprescriptions covered by insurance, the cav@ay is billed to the customer’s credit card
and the remainder of the prescription price isHilio a third party. Sales of pharmaceutical prtalaovered by insurance are recorded as the
sum of the amounts received from the customer lamdhird party. Sales made to Amazon.com undembaiesale OTC fulfillment

agreement are billed directly to Amazon.com andmed at the gross amount received from Amazon.com.

Total net sales increased for the three- and sirtmperiods ended July 3, 2005, compared to theethand six-month periods ended
June 27, 2004, primarily as a result of a 7% irgeaa order volume in the three-month period enlidg 3, 2005, to 1.2 million orders, and a
10% increase in order volume in the six-month pkended July 3, 2005, to 2.5 million orders. Thiréase in order volume resulted
primarily from strong growth in our OTC and mailder pharmacy segments and, to a lesser externtp@alrpick-up pharmacy segment. The
number of customer orders includes new and repdat®made through the drugstore.com website and/#bsites of our subsidiaries, and
orders generated through our wholesale OTC fuléhitragreement with Amazon.com. We had 66,000 afd0b wholesale OTC orders for
the three- and six-month periods ended July 3, 2808 92,000 and 153,000 wholesale OTC ordersothiree- and sironth periods ende
June 27, 2004. Total net sales also benefited fngcneases in the average net revenue per ordéhan 3he three-month period ended July 3,
2005, to $78, and 3% in the six-month period entlég 3, 2005, to $78, compared to $76 and $75ersttme periods in 2004.

Our net sales in the OTC segment (including whtde®a C) increased by 17%, to $43.1 million, and2i$s, to $87.6 million, for the
three- and six-month periods ended July 3, 2008\pesed to $36.7 million and $72.2 million for thede- and six-month periods ended June
27, 2004. Excluding wholesale OTC net sales arfdlfieént fees of $1.8 million and $4.3 million fdhe three- and six-month periods ended
July 3, 2005, compared to $3.9 million and $5.9iamilfor the three- and six-month periods endeceR2in 2004, our net sales in the OTC
segment increased by 26% and 26% year-over-yearinthease in OTC net sales reflects increaseg%fdnd 18% in the number of OTC
orders for the three- and six month periods endgd3] 2005, to 754,000 orders and 1.5 million esdeompared to 660,000 orders and 1.3
million orders for the three- and six-month perietsled June 27, 2004. The increase in OTC net alBleseflects a year-over-year increase
in each period in average net sales per order,hwieisulted from an increase in the average nunfli&ros per order, partially offset by a
small decline in the average revenue per itemréflgcts our ongoing pricing strategies and prooral activities.

Our net sales in the mail-order pharmacy segmengased by 22%, to $18.4 million, and by 23%, t6.83nillion, for the three- and
six-month periods ended July 3, 2005, compared 51$million and $29.6 million for the three- arid-month periods ended June 27, 2004.
This increase in net sales reflects increases %f 4dd 12% in the number of mail-order pharmacy rfter the three- and six-month periods
ended July 3, 2005, to 127,000 orders and 253,0d€r® compared to 114,000 orders and 226,000ofdethe three- and sixtonth period:
ended June 27, 2004. The increase in mail-ordenpy net sales also reflects a year-over-yeaeass in each period in average net sales
per order. The increase in average net sales ger oesulted from a larger proportion of custonpenchasing supply quantities of 90 days or
more and an increase of approximately 5% duringt20@rescription prices resulting from higher phaceutical costs.

Our net sales in the local pick-up pharmacy segrimenéased by 4%, to $24.0 million, and by 10%%$48.9 million, for the three- and
six-month periods ended July 3, 2005, compare@®$million and $44.6 million for the three- arid-month periods ended June 27, 2004.
The increase in net sales in the three-month pemod July 3, 2005 resulted from an increase éname net sales per order resulting from
increases in the average price per prescriptiorgelieby Rite Aid and the average number of presorip per order. Local pick-up pharmacy
orders for the three-month period ended July 352@@nained flat at 224,000 orders, compared tod@®borders for the three-month period
ended June 27, 2004. The increase in net salég isit-month period ended July 3, 2005 reflectsarease of 4% in the number of local
pick-up pharmacy orders for the six-month periodezhJuly 3, 2005, to 458,000 orders, compared @080 orders for the six-month period
ended June 27, 2004. The increase in net salés isit-month period ended July 3, 2005 also reddittan increases in average net sales per
order resulting from increases in the average g@represcription charged by Rite Aid and the agenaumber of prescriptions per order.

Our net sales in the vision segment decreased #y tP2$11.4 million, and by 9%, to $23.5 milliowy the three- and six-month periods
ended July 3, 2005, compared to $12.9 million a2l Bmillion for the three- and six-month periodsied June 27, 2004. This decrease in
net sales for the three- and six-month periods éddéy 3, 2005 reflects a year-over-year decreddé% and 13% in the number of vision
orders, to 139,000 orders and 286,000 orders, cardpa 165,000 orders and 331,000 orders for tteethand six-month periods ended June
27, 2004, partially offset by a year-over-year @age in average net sales per order resulting piynfram an increase in the average number
of items per order and increased purchases of higfiged specialty contact lenses.

Customer DataWe obtained 276,000 new customers during the segoader of 2005, increasing our total customeelas
approximately 6.6 million customers since inceptidnders from repeat customers as a percentageabiorders increased to 72% and 71%
for the three- and six-month periods ended JuB0B5, compared to 67% for each of the three- andhsinth periods ended June 27, 2004
a result of an increase in our trailing 12-monttiveéccustomer base. Wholesale OTC orders are irdiind the number of total orders but are
considered neither repeat nor new orders for p@pos$calculating repeat orders as a percentatggadforders. Our trailing 12-month active
customer base grew by 13% to 1.9 million custorasrsf the end of the second quarter of 2005, comdpiar 1.7 million customers as of the
end of the second quarter of 2004. Our trailingridhith net sales per active
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customer grew year-over-year by $15, or 8%, to @aprately $193 as of the end of the second quaft2f05. Our trailing 12-month active
customer base, which reflects those customers \afie purchased at least once within the last 12 Imspand our trailing 12-month revenue
per active customer exclude customers and revessgeimted with our wholesale OTC business.

Cost of Sales

Three Months Ended Six Months Ended
July 3, June 27, July 3, June 27,
2005 % Change 2004 2005 % Change 2004
($ in thousands) ($ in thousands)
Cost of sale: $77,03¢ 9.6%  $70,28: $156,37. 14.5%  $136,52!
Percent of net sal¢ 79.5% 80.(% 79.6% 79.2%
Segmented cost of sales informati
OTC cost of sales as a % of OTC net s 71.8% 72.1% 72.5% 71.7%
Mail-order pharmacy cost of sales as a % ¢
mail-order pharmacy net sal 86.5% 85.(% 86.5% 84.6%
Local pickup pharmacy cost of sales as a ¢
local pick-up pharmacy net sali 88.t% 90.1% 88.5% 89.8%
Vision cost of sales as a % of vision net si 77.1% 78.8% 77.5% 76.1%

Cost of sales consists primarily of the cost ofdoicds sold to our customers, including allowanceshrinkage and damaged, slow-
moving and expired inventory, outbound and inbosimigping costs, and expenses related to promotiomahtory included in shipments to
customers. Payments that we receive from vendagsrinection with volume purchase or rebate allowarare netted against cost of sales.

Total cost of sales increased in absolute dollarshfe three- and six-month periods ended July)852compared to the three- and six-
month periods ended June 27, 2004, as a resutbottly in order volume and net sales. Cost of sades percentage of net sales decreased
yearover-year for the three-month period ended JuBOB5, primarily as a result of improved productgias in our OTC, local pick-up
pharmacy and vision segments, partially offsetrftygased promotional activity, lower product masgmour mail-order pharmacy segment,
and higher shipping costs in our OTC and visiomsags. Cost of sales as a percentage of net salesmsed slightly year-over-year for the
six-month period ended July 3, 2005, as a resutigifer shipping costs in our OTC and vision segsiand lower margins in our mail-order
pharmacy segment, partially offset by higher mag@mnour OTC, vision and local pick-up pharmacyrseqgts.

Cost of sales in our OTC segment increased to $8illdn and $63.5 million for the three- and sibonih periods ended July 3, 2005,
compared to $26.5 million and $51.8 million for theee- and six-month periods ended June 27, 2@i04arily as a result of increased order
volume. Cost of sales as a percentage of net salks segment decreased slightly year-over-yeattfe three-month period ended July 3,
2005, as a result of increased product marginsigfigroffset by increased promotional activity anigher per-order shipping costs. Cost of
sales as a percentage of net sales increased sixthnth period ended July 3, 2005, as a resuiigher per-order shipping costs, partially
offset by increased product margins. The increagei-order shipping costs in both periods refigéctte increases from our shipping carriers
and a greater number of items per order, partaffiset by cost reductions resulting from a chamgeur shipping policy.

Cost of sales in our mail-order pharmacy segmemeased to $15.9 million and $31.5 million for theee- and sixnonth periods end:
July 3, 2005, compared to $12.9 million and $25illian for the three- and six-month periods endede)27, 2004, as a result of increased
order volume and increased per-order product cBstsorder product costs, and cost of sales ascemtage of net sales, in this segment
increased year-over-year for the three- and sixtmpariods ended July 3, 2005, as a result of mtiafives to grow this segment by
providing third-party fulfillment services to PBMmsd third-party benefits companies. This strategyé$es on fulfilling 90-day-or-greater
order quantities, which generates higher per-arelegnue than 30-day quantity orders but which edsalts in higher per-order costs and
lower product margins.

Cost of sales in our local pick-up pharmacy segnremeased to $21.3 million and $43.2 million foetthree- and six-month periods
ended July 3, 2005, compared to $20.8 million a4@l B million for the three- and six-month periodsied June 27, 2004, as a result of
increased product costs in both periods and ineckasder volume in the simonth period ended July 3, 2005. Cost of salesps@entage ¢
net sales in this segment decreased year-overliry#ae three- and six-month periods ended July0852as a result of selling a higher
proportion of higher-margin generic drugs compdcelbwer-margin branded drugs, as well as growtth@éxmargin on sales of generic drugs.

Cost of sales in our vision segment declined t® $8llion and $18.2 million for the three- and snenth periods ended July 3, 2005,
compared to $10.2 million and $19.6 million for theee- and six-month periods ended June 27, 28304, result of a decrease
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in order volume. Cost of sales as a percentagetdsfales in this segment decreased year-overye¢he ithree-month period ended July 3,
2005 as a result of increased product marginsigiigroffset by higher shipping costs. Cost of sads a percentage of net sales increased yes
over-year in the six-month period ended July 3,3288 a result of higher shipping costs and lowkessarices reflecting increased price
competition in the marketplace. The increase ip@hig costs in both periods reflected a rate iredeom one of our shipping carriers.

Shipping costs, which are included in cost of salestinue to exceed the amount we charge custdimessipping. During the last
week of the first quarter of 2005, we discontineed shipping policy that provided free 3-day shifgpon non-prescription orders of $49 or
more. We replaced this shipping policy with a ttepwlicy, under which our standard ground shipgeagyhas increased to $5.99 from $5.49
(or free with non-prescription orders of $49 or mjoand 3-day shipping is provided for a fee of $§& free with non-prescription orders of
$99 or more). In addition, customers who qualifyffee ground shipping (those with non-prescriptioders of $49 or more) can upgrade to
3-day shipping for a $3 fee.

Fulfillment and Order Processing Expenses

Three Months Ended Six Months Ended
July 3, June 27 July 3, June 27,
2005 % Change 2004 2005 % Change 2004
($ in thousands) (% in thousands)
Fulfillment and order processing expen $9,36¢ (2.C%)  $9,56( $19,65: 4.4%  $18,81:
Percentage of net sal 9.7% 10.% 10.(% 10.%

Fulfillment and order processing expenses inclugenses related to distribution center equipmedtmatkaging supplies, per-unit
fulfillment fees charged by Rite Aid for prescrimtis ordered through the drugstore.com website akég up at a Rite Aid store, bad debt
expenses, credit card processing fees and paymliedated expenses for personnel engaged in minghdulfillment, distribution, and
customer care activities (including warehouse pereband pharmacists engaged in prescription eatitin activities). These expenses also
include rent and depreciation related to equipraentfixtures in our distribution center and calhtes facilities.

Fulfillment and order processing expenses for ltheeimonth period ended July 3, 2005 were comprised df #illion of variable cos
and $2.4 million of fixed costs, compared to $6i8iom of variable costs and $3.1 million of fixewsts for the same period in 2004.
Fulfillment and order processing expenses for thenonth period ended July 3, 2005 were compridegild.7 million of variable costs and
$5.0 million of fixed costs, compared to $12.6 moill of variable costs and $6.2 million of fixed tofr the same period in 2004. Variable
fulfillment and order processing expenses incre&ge8l3% and 16.3% year-over-year for the thred-sax-month periods ended July 3,
2005, primarily due to an increase in order voluand, to a lesser extent, an increase in variablenter fulfilment costs in our OTC and
mail-order pharmacy segments, partially offset bgrdases in order volume and variable per-ordéHunt costs in our vision segment.
Fixed fulfillment and order processing expensesaeised by 23.8% and 19.4% year-over-year for tleetland sixnonth periods ended Ju
3, 2005, as a result of a decrease in depreciatipanse for assets fully depreciated during 2004illment and order processing expenses as
a percentage of net sales declined year-over-pedhé three- and six-month periods ended JulyY)B52s greater order volumes resulted in
improved utilization of our primary distribution mer.

Marketing and Sales Expenses

Three Months Ended Six Months Ended
July 3, June 27 July 3, June 27,
2005 % Change 2004 2005 % Change 2004
($ in thousands) ($ in thousands)
Marketing and sales expen: $7,022 10.8%  $6,33¢ $13,84: 11.1%  $12,46:
Percentage of net sal 7.2% 7.2% 7.C% 7.2%

Marketing and sales expenses include advertisidgraarketing expenses, promotional expendituregagll and related expenses
personnel engaged in marketing and merchandisitigtas. Advertising expenses include various atlsang contracts. In addition,
marketing and sales expense include CNS-relataaltrey of $657,000 and $1.3 million for the thraad six-month periods ended July 3,
2005, compared to $556,000 and $1.1 million foe¢hrand six-month periods ended June 27, 2004.

Marketing and sales expenses increased year-oagliryabsolute dollars for the three- and six-mqgrghiods ended July 3, 2005, but
remained flat as a percentage of net sales fahtlee-month period ended July 3, 2005 and decresiggdly as a percentage of net sales for
the six-month period ended July 3, 2005. Marketind sales dollars per new customer (including bdewlopment costs) increased to $25
and $24 for the three- and six-month periods eddéd3, 2005, compared to $22 and $21 for
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the same periods in 2004. The increase in absdaiters was primarily due to increased personnpeases and approximately $700,000 and
$1.1 million of costs related to our brand develepirinitiatives for the three- and six-month pesi@hded July 3, 2005, partially offset by
decreased marketing costs related to our visiomeay Our marketing and sales expense as a pegecoitaet sales remained flat for the
three-month period ended July 3, 2005 and decrdasdige six-month period ended July 3, 2005 beedhe increase in our cost to acquire
new customers was offset by a higher proportiorepéat orders compared to new customer ordersritotal order volume, as well as a
growing trailing 12-month customer base, primaiilypur OTC segment, and growth in our annual reeguer active customer in all business
segments.

In addition to our usual marketing activities, wéend to spend an additional $4.5 million in thedtand fourth quarters of 2005 in
support of our brand development initiatives.

Technology and Content Expenses

Three Months Ended Six Months Ended
July 3, June 27 July 3, June 27
2005 % Change 2004 2005 % Change 2004
(% in thousands) ($ in thousands)
Technology and content expen: $3,03: 46.€%  $2,06¢ $5,961 35.8%  $4,38¢
Percentage of net sal 3.1% 2.4% 3.C% 2.5%

Technology and content expenses consist primafibagroll and related expenses for personnel erdyagmaintaining and making
routine upgrades and enhancements to our websitethair content. Technology and content expenisesirzclude Internet access and
hosting charges, depreciation on hardware andrilittsires, and our websites’ content and designresqse

Technology and content expenses for the threesixAaghonth periods ended July 3, 2005 increased-g@ear-year in both absolute
dollars and as a percentage of net sales. Theaisesaesulted primarily from increased personrgbkonf $526,000 and $803,000 (which
amounts reflect capitalized labor costs of $384 808 $821,000 for the three- and six-month perestted July 3, 2005, compared to
$417,000 and $605,000 for the three- and six-mpatfods ended June 27, 2004) and increased defweaiasts of $234,000 and $548,000
from the acquisition of software and computer emépt related to enhancements to our IT infrastrectu

General and Administrative Expenses

Three Months Ended Six Months Ended
July 3, June 27 July 3, June 27
2005 % Change 2004 2005 % Change 2004
($ in thousands) ($ in thousands)
General and administrative expen $3,92:¢ 15.7%  $3,392 $7,651 8.4%  $7,05¢
Percentage of net sal 4.C% 3.8% 3.€% 4.1%

General and administrative expenses consist offlaymd related expenses for executive and admatigé personnel, corporate facil
expenses, professional service expenses, travehegp and other general corporate expenses.

General and administrative expenses for the tlaee-six-month periods ended July 3, 2005 incregsad-over-year in absolute dollars
and remained relatively flat as a percentage ofaleis. The increase in absolute dollars resulietaply from increases in personnel costs of
$600,000 and $770,000, partially offset by lowepréeiation expenses related to assets being faelyatiated in 2004. The relative
consistency of general and administrative expease@spercentage of net sales resulted from ouwtl fimgporate infrastructure costs being
spread over more net sales.

Amortization of Intangible Assets

Three Months Ended Six Months Ended
July 3, June 27 July 3, June 27
2005 % Change 2004 2005 % Change 2004
($ in thousands) ($ in thousands)
Amortization of intangible asse $752 (27.1%) $1,03z  $1,55: (25.5%) $2,08¢
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Amortization of intangible assets includes the aimnation expense associated with assets acquireoninection with our acquisitions
CNS, Acumins, Inc., Vision Direct, and assets a@gliin connection with our agreements with Rite Al GNC, and other intangible ass
including a technology license agreement, domamesand trademarks.

Amortization expense for the three- and six-morghqas ended July 3, 2005 decreased year-overagearesult of the write-down of
intangible assets related to our vision segmenigiwive recorded in the second half of 2004.

Stock-based Compensation

Three Months Ended Six Months Ended
July 3, June 27 July 3, June 27
2005 % Change 2004 2005 % Change 2004
($ in thousands) ($ in thousands)
Stocl-based compensatic $40E 95.7% $ 207 $1,25: 124.2%  $ 55¢

We record deferred stock-based compensation expereanection with stock options granted at befoarket value on the date of
grant to our employees in all operating expensegmates. The deferred stock-based compensatiomsg&mamounts for these options
represent the difference between the exercise pfittee options and the fair value of our commartkton the date of grant. In addition, we
record stock-based compensation in connection eyittons and warrants issued to non-employees éopérformance of services and when
we modify options or warrants. The deferred stbaked compensation expense amounts for these ®piahwarrants represent the fair vi
of the options or warrants, as determined usind@thek-Scholes method. All such amounts are anextip expense over the vesting periods
of the options and warrants granted, using theipielbption approach.

For the three-month periods ended July 3, 2005Jand 27, 2004, we recognized stock-based compensatpense related to the
amortization of deferred stock-based compensatiostbck options issued with an exercise price favan the fair value of the underlying
common stock of $349,000 and $35,000, and forithensnth periods ended July 3, 2005 and June 204 20e recognized $892,000 and
$163,000 of this stock-based compensation expé&wsehe three-month periods ended July 3, 2005Jand 27, 2004, we recognized $1,000
and $176,000 of stock-based compensation expelated¢o certain options that were modified fonerated employees, and for the six-
month periods ended July 3, 2005 and June 27, 2084ecognized $145,000 and $400,000 of this sbaded compensation expense. Fo
three-month periods ended July 3, 2005 and Jun2@4, we recognized stock-based compensation sgpEr$55,000 and $0 related to the
issuance of options and warrants to non-employaethé performance of services, and for the six4mgeriods ended, we recognized
$216,000 and $0 of this stock-based compensatiparese. For the three- and six-month periods enaieel 37, 2004, we reversed $4,000 of
stock-based compensation expense as a result dbygmepgerminations.

Interest Income and Expense

Three Months Ended Six Months Ended
July 3, June 27 July 3, June 27
2005 % Change 2004 2005 % Change 2004
($ in thousands) (% in thousands)
Interest income, ne $34C 335.% $ 78 $51¢ 226.2% $ 15¢

Interest income consists of earnings on our casth equivalents and marketable securities, antesttexpense consists primarily of
interest associated with capital lease and deligatidns. Net interest income increased year-oear-yor the three- and six-month periods
ended July 3, 2005 as a result of increased cash, equivalents and marketable securities balaeseting from our March 2005 private
placement.

Income Taxes

There was no provision or benefit for income tafoeghe three- and six-month periods ended JuR0B5 and June 27, 2004 due to our
ongoing operating losses.

Recent Accounting Pronouncements

Share-Based Payments

On December 16, 2004, the Financial Accounting &ieas Board, or FASB, issued Statement of Finakaiabunting Standards No.
123 (revised 2004 5hare-Based Paymenbr FAS 123R, which is a revision of Statement 23, Accounting for
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Stock-Based Compensatipar FAS 123. FAS 123R supersedes Accounting RiliesiBoard No. 254ccounting for Stock Issued to
Employee:, or APB 25, and amends SFAS No. Sfatement of Cash Flow$AS 123R applies to all stock-based compensatarsactions
in which a company acquires services by (a) issitingtock or other equity instruments, exceptuigtoarrangements resulting from
employee stock-ownership plans, or (b) incurriadpilities that are based on the company’s stoadepfAS 123R requires all share-based
payments to employees, including grants of empl@yeek options, to be recognized as an expenseamgany’s financial statements based
on their fair values at the date of grant. On M&8h2005, the SEC issued SAB No. 18Rare-Based Paymenta/hich expresses the SEC’s
views on FAS 123R, including but not limited to &fipg share-based payments to non-employees, vatuatethods, classification of
compensation expense and accounting for incomeftagts. FAS 123R is effective for public companiesater than the beginning of the
fiscal year beginning after June 15, 2005, and vlleadopt it in the first quarter of our fiscal yeanding December 31, 2006. FAS 123R
permits public companies to adopt its requiremanisg either the modified-prospective method orrttoalified-retrospective method. We
plan to adopt FAS 123R using the modified-prospeatiethod.

As permitted by FAS 123, we currently account foare-based payments to employees using the imtriadile method under APB 25.
As a result, we recognize no compensation expensaniployee stock options, except for options grantith an exercise price lower than
the market price on the date of grant. The adopifdPAS 123R’s fair value method will require usrézognize compensation expense for
employee stock options and other share-based pagriteemployees, based on their fair market vatuthe date of grant. This will have a
significant impact on our results of operationthaligh it will have no impact on our overall fingagosition. The magnitude of the impac
the adoption of FAS 123R cannot be predicted attthie because it will depend on levels of shaetgpayments granted in the future.
However, had we adopted FAS 123R in prior peritits ijmpact of that standard would have approxim#tedmpact of FAS 123 as
described in the disclosure of adjusted net loglsl@ss per share set forth in Note 5 of our accaomwing condensed consolidated financial
statements $tock-Based Compensatiprincluded in this quarterly report.

Accounting Changes and Error Corrections

In May 2005, the FASB issued SFAS No. 1B4¢ounting Changes and Error Correctionsr SFAS 154, which is a replacement of
APB Opinion No. 20Accounting Changesor APB 20, and SFAS No. Beporting Accounting Changes in Interim Financi@t&ments
SFAS 154 applies to all voluntary changes in actingrprinciple and changes the accounting for ambrting of a change in accounting
principle. SFAS 154 requires retrospective appiicato prior periods’ financial statements of awtkary change in accounting principle
unless it is impracticable. APB 20 previously regdithat most voluntary changes in accounting piede recognized by including in net
income of the period of the change the cumulatifeceof changing to the new accounting princi&AS 154 requires that a change in
method of depreciation, amortization, or deplefammlong-lived, non-financial assets be accountedhé a change in accounting estimate that
is affected by a change in accounting principleBAI® previously required that such a change bertep@s a change in accounting principle.
SFAS 154 is effective for accounting changes amtections of errors made in fiscal years beginrafigr December 15, 2005. Earlier
application is permitted for accounting changes @mdections of errors made occurring in fiscalrgdaeginning after June 1, 2005. We
believe the accounting provisions of SFAS 154 wdlt have a material effect on our financial statetsie

Liquidity and Capital Resources

We have incurred net losses of $725.7 million sinception. We believe that we will continue tounaet losses for at least the next
year, and possibly longer. From our inception thfoduly 3, 2005, we have financed our operatiomaaily through the sale of equi
securities, including common and preferred sto@ding net cash proceeds of $412.7 million.

Discussion of Cash Flows

Six Months Ended

June 27,
July 3, 2004
2005 % Change (Note 3)
($ in thousands)
Net cash used in operating activit $ (3,129 (45.(%) $(5,687)
Net cash (used in) provided by investing activi $(20,52¢) (553.2%) $ 4,52¢
Net cash provided by financing activiti $ 27,35( 1,908.2% $ 1,362
Net increase in cash and cash equival $ 3,69t 1,711.% $ 204

Net cash used in operating activities for the sonath periods ended July 3, 2005 and June 27, 2ftvaply reflects net losses and
changes in operating assets and liabilities, ghrtidfset by non-cash expenses. Net cash usegénading activities decreased in the six-
month period ended July 3, 2005, compared to tloe pear, primarily as a result of decreased u$esher working capital.
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Net cash used in investing activities for the siaAth period ended July 3, 2005 was primarily atiidible to the purchase of marketable
securities and the acquisition of fixed assetdjglbr offset by the net proceeds received fromghke and maturity of marketable securities.
Net cash provided by investing activities for tire-month period ended June 27, 2004 was primaritjbatable to the net proceeds from the
sale and maturity of marketable securities offsethie purchase of marketable securities and theisitign of fixed assets.

Net cash provided by financing activities for tlive-month period ended July 3, 2005 was attributabl$26.0 million of net proceeds
received from the sale of 10.0 million shares af @mmon stock, cash provided from exercises ofleyee stock options, and borrowings
under our revolving line of credit agreement withaak, partially offset by payments on our debtgailons. Net cash provided by financing
activities for the six-month period ended JuneZB04 was attributable to cash provided from exerscsf employee stock options, partially
offset by payments on our debt obligations.

Until required for other purposes, our cash anth eagiivalents are maintained in deposit accountsggitly liquid investments with
remaining maturities of 90 days or less at the tirhpurchase. Our marketable securities, whichuighelcommercial paper, auction rate
securities, corporate notes and government bonegomsidered short-term as they are availabland €urrent operations.

The following table provides information regardiogr balances of cash and cash equivalents and tabl&esecurities at July 3, 2005
and January 2, 2005:

January 2,
July 3,
2005 2005

(In thousands)

Cash and cash equivalel $19,18¢ $15,49:
Marketable securitie 36,86: 18,72¢
Total $56,04¢ $34,21¢

Liquidity Sources, Requirements and Contractual @aRequirements and Commitments

Our principal sources of liquidity are our cashsitaquivalents and marketable securities. Histtyioaur principal liquidity
requirements have been to meet our working caaitdlcapital expenditure needs.

Our primary source of cash is sales made throughvebsites, for which we collect cash from creditccsettlements or insurance
reimbursements. Our primary uses of cash are pseshaf inventory, salaries, marketing expensespaathead and fixed costs. In the third
and fourth quarters of 2005, we intend to spendagpmately $4.5 million in marketing for our newdnsd campaign. Any projections of our
future cash needs and cash flows are subject &iamtial uncertainty for the reasons discussetignsection and the section entitled
“Additional Factors That May Affect Our Businesddaruture Results” in Part |, Item 1 of our annwgdart on Form 10-K for the year ended
January 2, 2005.

In December 2004, we secured additional fundinghf&ilicon Valley Bank, or SVB, through a $2.0 nuhi term loan for capital
equipment expenditures and a revolving line of itr@tbwing for borrowings up to $1.0 million thrgh June 30, 2005 and an additional $2.0
million of borrowings thereafter. The term loan aes interest on the outstanding principal balaiaefixed rate of 5.75% and is payable in
36 equal monthly installments of principal, plusmaed interest, beginning on February 1, 2005 amlihg on January 1, 2008. As of July 3,
2005, $1.7 million was outstanding under the tevamland $1.0 million was outstanding under theluéng line of credit. The line of credit
and term loan are collateralized by our equipmientntories, and intangible assets. The agreentenains certain financial and non-
financial covenants with which we were in compliarat July 3, 2005.

On March 2, 2005, we issued 10.0 million sharesusfcommon stock in a private placement, for agagegash consideration of $26.0
million.

We have issued two standby letters of credit, iaggregate amount of approximately $1.1 millionjcihwere required as security
deposits in connection with our new corporate headers. To date no portion of either letter otddrbas been utilized, and we do not
anticipate that either letter of credit will be draupon by our new landlord.

As of July 3, 2005, we did not have any future mat@oncancelable commitments to purchase goodsmices.

We believe that our sources of cash will be sudfitito fund our operations and anticipated capitpgkenditures until we begin
generating positive operating cash flow. However,may need to raise additional funds for stratéigiébility (if, for example, we pursue
business or technology acquisitions or decide tlllzunew distribution center). We have in the masd will continue to assess opportunities
for raising additional funds by selling equity, @gtrelated or debt securities, obtaining additiocradit facilities or obtaining other means of
financing for strategic reasons or to further ggten our financial position. We cannot be certhat additional financing will be available to
us on acceptable terms when required, or at althEtmore, if we were to raise additional fundotigh the issuance of securities, such
securities may have rights, preferences or priesegenior to those of the rights of our commonksto our stockholders may experience
additional dilution.
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Management Outlook

For the third quarter of fiscal year 2005, we amgéting net sales in the range of $93.0 millio#26.0 million and a net loss in the
range of $7.5 million to $8.5 million. The net lassge reflects the impact of an aggregate of 8dllion in additional marketing expenses
that we plan to incur in the third and fourth qeastof 2005 in support of our brand advertising jgaign.

ltem 3. Quantitative and Qualitative Disclosures About MarkRisk

We have assessed our vulnerability to certain maidles, including interest rate risk associatethvinancial instruments included in
cash and cash equivalents, marketable securiiesuats receivable, accounts payable, term loao)viag line of credit and capital lease
obligations. Due to the short-term nature of tHegestments and our investment policies and proesjuve have determined that the risk
associated with interest rate fluctuations relatetthese financial instruments is not materialgo u

Item 4. Controls and Procedures

We have performed an evaluation under the supervieid with the participation of our managemerduiding our chief executive
officer and chief financial officer, of the effeatiness of our disclosure controls and procedureddfined in Rules 13a-15(e) and 15d-15(e)
under the Securities Exchange Act of 1934, as apterat the Exchange Act). Based on that evaluationmanagement, including our chief
executive officer and chief financial officer, céuded that, as of July 3, 2005, our disclosure rmd&iand procedures were effective in
ensuring that all material information requirecb®disclosed in reports filed or submitted by udarrthe Exchange Act is made known to
them in a timely fashion.

During the quarter ended July 3, 2005, there werehanges in our internal controls over finanaggarting that have materially
affected, or are reasonably likely to materiallfeef, our internal controls over financial repogtin
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PART II—OTHER INFORMATION

Item 1. Legal Proceeding:

See Note 7 of our condensed consolidated finast@aé¢éments,Commitments and Contingencies—Legal Proceedingsfuded in Par
I, Item 1 of this quarterly report, for a discussf the material legal proceedings to which weaparty.

ltem 2. Changes in Securities, Use of Proceeds and IssuarcRases of Equity Securitie
None.

Item 3. Defaults Upon Senior Securitie!
None.

Item 4. Submission of Matters to a Vote of Security Holde
Our annual meeting of stockholders was held on 82605. The following matters were voted upothatmeeting:

Proposal 1: The following directors were elected:

Votes

Nominee Votes for Withheld

Melinda French Gate 81,081,59 1,189,82.
Dawn G. Lepore 81,976,88 294,53(
Dan Levitan 81,084,35 1,187,06!
G. Charles Roy, 8 81,511,08 760,33:
William D. Savoy 81,964,48 306,93:
Gregory S. Stange 81,964,86 306,55!

Proposal 2: The ratification of the appointmenEafist & Young, LLP to serve as our independentsteged public accounting firm for
fiscal year 2005 was approved, with 82,146,577 wfe, 69,955 against and 54,887 abstentions.

Item 5. Other Information.
None.
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Iltem 6. Exhibits
(@) Exhibits

Exhibit No.

3.1

3.1a

3.2

4.1
10.1
10.2
10.3
10.4
31.1
31.2
32.1

32.2

Exhibit Description

Amended and Restated Certificate of Incorporatiodrogstore.com, inc. (incorporated by referencExbibit 3.2 to
drugstore.com, in’s Registration Statement on Fori-1 filed February 9, 2000 (Registration No. -96441)).

Certificate of Designation of Series 1 Preferregc8tof drugstore.com, inc. (incorporated by refeeeto Exhibit 3.1a
to drugstore.com, in’s Quarterly Report on Form -Q for the Quarter Ended July 2, 2000 (SEC File 00£-26137)).

Amended and Restated Bylaws of drugstore.comdiated April 23, 2003 (incorporated by referenc&xbibit 3.2 to
drugstore.com inc.’s Annual Report on Form 10-Kéh the fiscal year ended December 29, 2002 (SECNI. 000-
26137)).

Warrant issued to Heidrick & Struggles, Inc. on feloy 14, 2005 (incorporated by reference to Exhiti to
drugstore.com, in’s Quarterly Report on Form -Q for the quarter ended April 3, 2005 (SEC File R@C-26137)).

Offer letter of Jonathan Tinter dated April 6, 2Q@%orporated by reference to Exhibit 10.1 to ditoge.com, inc.’s
Current Report on Formr-K filed April 28, 2005 (SEC File No. 0-26137)).

Offer letter of Matthew Stepka dated April 18, 2Q@tcorporated by reference to Exhibit 10.2 to ditoge.com, inc.’s
Current Report on Forrmr-K filed April 28, 2005 (SEC File No. 0-26137)).

Offer letter of Talat Sadiq dated April 6, 2005d@nporated by reference to Exhibit 10.3 to drugstam, inc.’s
Current Report on Forrr-K filed April 28, 2005 (SEC File No. 0-26137)).

Offer letter of John Helm dated April 25, 2005 @ngorated by reference to Exhibit 10.4 to drugstam, inc.’s
Current Report on Formr-K filed April 28, 2005 (SEC File No. 0-26137)).

Certification of Dawn G. Lepore, President, ChigkEutive Officer and Chairman of the Board of dtogs.com, inc.,
pursuant to Section 302 of the Sarbi-Oxley Act of 2002

Certification of Robert A. Barton, Vice Preside@hief Financial Officer and Treasurer of drugstooe, inc., pursua
to Section 302 of the Sarba-Oxley Act of 2002

Certification of Dawn G. Lepore, President, ChigkEutive Officer and Chairman of the Board of dtogs.com, inc.,
pursuant to 18 U.S.C. Section 1350, as adoptedipat$o Section 906 of the Sarbe-Oxley Act of 2002

Certification of Robert A. Barton, Vice Preside@hief Financial Officer and Treasurer of drugstooe, inc., pursual
to 18 U.S.C. Section 1350, as adopted pursuant¢td® 906 of the Sarbar-Oxley Act of 2002
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SIGNATURES

Pursuant to the requirements of the Securities &xgé Act of 1934, the registrant has duly causisdréport to be signed on its behalf
by the undersigned thereunto duly authorized.

DRUGSTORE.COM, INC.
(Registrant

By: /s/ Robert A. Bartol
Robert A. Barton
Vice President, Chief Financial Officer and Treasst
(Principal Financial and Chief Accounting Office

Date: August 12, 2005
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Exhibit 31.1

CERTIFICATIONS

I, Dawn G. Lepore, certify that:
1. | have reviewed this quarterly report on Forn-Q of the registrant, drugstore.com, ir

2. Based on my knowledge, this report does notatoriny untrue statement of a material fact or donétate a material fact necessary to
make the statements made, in light of the circuntgts.under which such statements were made, nigtagisg with respect to the
period covered by this quarterly repc

3. Based on my knowledge, the financial statemandsother financial information included in thipogt fairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amgtfe@ periods presented in this quarterly
report;

4.  The registrant’s other certifying officer andre responsible for establishing and maintainisgldsure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&))%nd internal control over financial reportirg @efined in Exchange Act Rules
13e15(f) and 15-15(f)) for the registrant and hav

a) Designed such disclosure controls and procedaresused such disclosure controls and procedoifes designed under our
supervision, to ensure that material informatidatmeg to the registrant, including its consolidhtubsidiaries, is made known to
us by others within those entities, particularlyidg the period in which this report is being pregzh

b) Designed such internal control over financial réipgr, or caused such internal control over finahaaorting to be designed uni
our supervision, to provide reasonable assuramzgdeng the reliability of financial reporting attie preparation of financial
statements for external purposes in accordancegeitlerally accepted accounting princip

c) Evaluated the effectiveness of the registratisslosure controls and procedures and presentisisineport our conclusions about
the effectiveness of the disclosure controls andgatures, as of the end of the period coveredibydport based on such
evaluation; ant

d) Disclosed in this report any change in the tegig’s internal control over financial reportintgat occurred during the registrant’s
most recent fiscal quarter that has materiallycéfe, or is reasonably likely to materially affetie registrant’s internal control
over financial reporting; an

5. The registrant’s other certifying officer antddve disclosed, based on our most recent evaluatioriernal control over financial
reporting, to the registre’s auditors and the audit committee of the regit's board of directors

a) All significant deficiencies and material weakses in the design or operation of internal corver financial reporting which are
reasonably likely to adversely affect the regidf’s ability to record, process, summarize and refpanhcial information; an

b)  Any fraud, whether or not material, that invaweanagement or other employees who have a signifiole in the registrant’s
internal control over financial reportin

August 12, 2005

/s Dawn G. Lepor

Dawn G. Lepore

President, Chief Executive Officer and
Chairman of the Boar

Exhibit 31.2



CERTIFICATIONS

I, Robert A. Barton, certify that:
1. I have reviewed this quarterly report on Forn-Q of the registrant, drugstore.com, ir

2. Based on my knowledge, this report does notatoriny untrue statement of a material fact or donfttate a material fact necessary to
make the statements made, in light of the circuntgts.under which such statements were made, nigtagisg with respect to the
period covered by this quarterly repc

3. Based on my knowledge, the financial statemandsother financial information included in thipogt fairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amdtfe@ periods presented in this quarterly
report;

4.  The registrant’s other certifying officer andre responsible for establishing and maintainisgldsure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&))%nd internal control over financial reportirag @efined in Exchange Act Rules
13e&15(f) and 15-15(f)) for the registrant and ha

a) Designed such disclosure controls and procedaresused such disclosure controls and procedoifes designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidh&ubsidiaries, is made known to
us by others within those entities, particularlyidg the period in which this report is being preszh

b) Designed such internal control over financial réipgr, or caused such internal control over finahaaorting to be designed uni
our supervision, to provide reasonable assuramzgdang the reliability of financial reporting attie preparation of financial
statements for external purposes in accordanceggitlerally accepted accounting princip

c) Evaluated the effectiveness of the registratisslosure controls and procedures and presentiisineport our conclusions about
the effectiveness of the disclosure controls andgatures, as of the end of the period coveredibydport based on such
evaluation; an

d) Disclosed in this report any change in the tegig’s internal control over financial reportintgat occurred during the registrant’s
most recent fiscal quarter that has materiallycéfe, or is reasonably likely to materially affetie registrant’s internal control
over financial reporting; an

5.  The registrant’s other certifying officer antdve disclosed, based on our most recent evaluatimernal control over financial
reporting, to the registre’s auditors and the audit committee of the regit's board of directors

a) All significant deficiencies and material weakses in the design or operation of internal corver financial reporting which are
reasonably likely to adversely affect the regid’s ability to record, process, summarize and refptahcial information; an

b)  Any fraud, whether or not material, that invaweanagement or other employees who have a signifiole in the registrant’s
internal control over financial reportin

August 12, 2005

/s/ Robert A. Bartol

Robert A. Barton

Vice President, Chief Financial Officer
and Treasure

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 Quarterly Report of drugstoom, inc. (the “Company”) for the period endindyJ3, 2005, as filed with the
Securities and Exchange Commission on the dat@h@he “Report”), I, Dawn G. Lepore, President,i€hexecutive Officer and Chairman
of the Board of the Company, certify, pursuant8dLS.C. § 1350, as adopted pursuant to § 906ecE#rbanes-Oxley Act of 2002, that:

(1) The Report fully complies with the requiremeatsSection 13(a) or 15(d) of the Securities ExajeAct of 1934; and

(2) The information contained in the Report faplgsents, in all material respects, the finana@aldition and results of operations of
Company.

/s Dawn G. Lepor

Dawn G. Lepore

President, Chief Executive Officer and
Chairman of the Boar

August 12, 2005

A signed original of this written statement reqdit®y Section 906 has been provided to drugstore.gmmand will be retained t



drugstore.com, inc. and furnished to the Securéies Exchange Commission or its staff upon request.
Exhibit 32.2

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 Quarterly Report of drugstoom, inc. (the “Company”) for the period endindyB, 2005, as filed with the
Securities and Exchange Commission on the date@h@he “Report”), |, Robert A. Barton, Vice Presitt and Chief Financial Officer, of the
Company, certify, pursuant to 18 U.S.C. § 135Gdpted pursuant to § 906 of the Sarbanes-Oxley®2002, that:

(1) The Report fully complies with the requiremeatsSection 13(a) or 15(d) of the Securities Exg®Act of 1934; and

(2) The information contained in the Report faplgsents, in all material respects, the finanaaldition and results of operations of
Company.

/s/ Robert A. Bartol

Robert A. Barton

Vice President, Chief Financial Officer
and Treasure

August 12, 2005

A signed original of this written statement reqdil®y Section 906 has been provided to drugstore.gmmand will be retained by
drugstore.com, inc. and furnished to the Securéies Exchange Commission or its staff upon request.
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