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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 Nine Months Ended
October 2, September 26, October 2, September 26,
2005 2004 2005 2004
(unaudited) (unaudited)
Net sales $ 96,59 $ 84,28 $ 293,06: $ 256,49:
Costs and expense

Cost of sale: 77,41¢ 67,70: 233,79: 204,23
Fulfillment and order processit 9,77: 9,59( 29,42 28,40¢
Marketing and sale 8,80: 5,74¢ 22,64¢ 18,21
Technology and conte! 3,262 2,25¢ 9,22: 6,64
General and administratiy 3,70¢ 4,287 11,36( 11,34:
Amortization of intangible asse 74E 1,07z 2,29¢ 3,15¢
Stocl-based compensation ( 37¢ 56 1,631 61%
Impairment of goodwill and other intangible as: — 26,48( — 26,48(
Total costs and expens 104,08t 117,19. 310,37: 299,08¢
Operating los! (7,4972) (32,909 (27,310 (42,599
Interest income, ne 384 62 90:< 221
Net loss $ (7,10¢) $ (32,849 $ (16,40) $ (42,37
Basic and diluted net loss per sh $ (0.0¢) $ (0.49) $ (0.1¢) $ (0.5€)

Weighted average shares outstanding used to compu
basic and diluted net loss per sh 92,641,95 76,493,04 90,119,31 75,474,90

(1) Set forth below are the amounts of stockedasompensation that, if recorded by operatingtfancwould be classified in the
Statements of Operations as follo

Fulfillment and order processir $ 2 $ 5 $ 2 $ 34
Marketing and sale — 1 15¢ 63
Technology and contel — 42 5 74
General and administrati 37¢€ 8 1,46t 444

Total $ 37¢ $ 56 $ 1,631 $ 61¢

See accompanying notes to condensed consolidaiucfal statements.
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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
Stockholder' equity:
Preferred stock, $.0001 par value, 10,000,000 steuthorized, no shares issued and outstal
Common stock, $.0001 par value, stated at amowidsip: 250,000,000 shares authorized; 92,834,720 a
81,440,927 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 consolidaiucial statements.
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October 2, January 2,
2005 2005

(unaudited) (Note 2)
$ 15,80¢ $ 15,49
30,41¢ 18,72¢
32,80 35,34«
20,37( 19,287
3,644 2,29(
2,70¢ 3,02
105,74¢ 94,16%
15,341 13,62¢
8,101 10,39¢
32,20: 32,20:
6,39¢ 8,11
$167,79: $ 158,51:
$ 53,63¢ $ 57,51(
3,13¢ 3,55¢
2,80¢ 2,567
3,684 3,831
2,23¢ 1,15¢
65,501 68,63!
94t 94t
1,044 1,807
835,37¢ 807,14
(2,245 (3,59¢)

9) —
(732,82) (716,419
100,30: 87,12¢
$ 167,79 $ 158,51
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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:
(Gain) /loss on disposal of fixed ass
Amortization of intangible asse
Stocl-based compensatic
Impairment of goodwill and other intangible as:
Litigation settlemen
Changes in
Accounts receivabl
Inventories
Other current asse
Accounts payable and accrued expel

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
Principal payments on debt obligatic

Borrowings under revolving line of crec

Net cash provided by financing activiti
Net increase in cash and cash equival
Cash and cash equivalents at beginning of pe

Cash and cash equivalents at end of pe

Supplemental Cash Flow Information:
Non-cash leasehold incentive provided by land!
Equipment acquired in capital lease agreem

See accompanying notes to condensed consolidaiucial statements.
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Nine Months Ended

October 2,
September 2€
2005 2004
$(16,407)  $ (42,379
3,871 5,571
1,71¢ 1,71¢
10C (19)
2,29¢ 3,15¢€
1,631 61t
— 26,48(
— 47¢
2,531 (4,799
(1,089 (2,359
(1,035 (25€)
(4,206 1,53¢
(10,57¢) (10,249
(36,572) (11,940
24,87¢ 28,77(
(5,17¢) (3,25¢)
(16,879 13,57:
1,99 3,991
25,96! —
(2,19 (332
1,00( —
27,76 3,65¢
313 6,98
15,49 7,03t
$ 15,80« $ 14,017
$ — $ 2,331
$ 508 $ @ —
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DRUGSTORE.COM, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S
(unaudited)

1. Description of the Business

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 drugstone.website. We offer customized nutritional supplabprograms through
our wholly owned subsidiary, Custom Nutrition Sess, Inc. (CNS), through websites locatednatv. DrwWeilVitaminAdvisor.com
www.zoneprofiler.comwww.pritikin@home.comand marketplaces locatedvavw.drweil.comand other Dr. Weil-related websites. We sell
contact lenses through our wholly owned subsidiargrnational Vision Direct Corp. and its subsidar(collectively, Vision Direct), through
websites located atww.visiondirect.comwww.lensmart.cormandwww.lensquest.comOur customers are located primarily in the United
States and Canada, but our products are availalslenisumers worldwide.

All customer orders are processed through our ebsr 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 anapproximately 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 Consolidain

The accompanying condensed consolidated finaneitdraents have been prepared in conformity with geBerally accepted
accounting principles (GAAP) and the rules and l&iipns of the Securities and Exchange Commiss®(). These condensed consolidated
financial statements have been prepared pursudiné taules and regulations of the SEC for inteiimarficial reporting. These condensed
consolidated financial statements are unauditediaralr opinion, include all adjustments, consigtof normal recurring adjustments and
accruals, necessary for a fair presentation o€timelensed consolidated balance sheets, statenf@uerating results, and statements of cash
flows for the periods presented. Operating redaltshe periods presented are not necessarily dtigie of the results that may be expected for
the fiscal year ending January 1, 2006 or any dtiterim period due to seasonal and other factestain information and footnote
disclosures normally included in financial statetsgirepared in accordance with GAAP have been editt accordance with the rules and
regulations of the SEC. The balance sheet at Ja2y@&005 has been derived from audited finan¢a&ksents at that date but does not
include all disclosures required by GAAP for contelinancial statements. These condensed consatfidatancial statements should be read
in conjunction with the audited consolidated finahstatements and accompanying notes includedrmonual report on Form 10-K for the
fiscal year ended January 2, 2005.

We operate using a 52/53-week retail calendar yeittr,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 finantsitdraents include those of drugstore.com, inc.camdsubsidiaries. All material
intercompany transactions and balances have berimaied.

3.  Significant Accounting Policies
Estimates and Assumptions

The preparation of financial statements in conftymiith GAAP requires management to make estimatesassumptions that affect
amounts of assets and liabilities, revenues andresgs, and disclosure of contingent assets antitiggbat the date of the financial
statements. Actual results could differ from thesgémates, and these estimates could be material.
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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 correctafresrors made in fiscal years beginning afterdéeber 15, 2005. We believe the adoption
of SFAS 154 will not have a material effect on inancial statements.

Reclassifications

Certain amounts included in the condensed congstidstatement of cash flows for the nine monthedr8eptember 26, 2004 have
been reclassified to conform to the 2005 presemtaReclassifications were made between cash,erpsfialents and marketable securities
and purchase and sale activity related to marketsdturities. Reclassifications include a decremperchases of marketable securities of
$5.4 million and a decrease to sales of marketsdtarities of $14.5 million, resulting in a decree&s net cash provided by investing activi
of $9.1 million. The reclassifications did not ingb@ur results of operations or financial position.

4. Net Loss Per Share

Net loss per share is computed using the weightethge number of shares of common stock outstaridasgthe number of shares that
are contingently issuable pursuant to contractkrah$. Shares associated with stock options ancantarare not included in the calculation of
diluted net loss per share as they are antidilutive
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The following table sets forth the computation asiz and diluted net loss per share for the peiiudisated:

Three Months Ended Nine Months Ended
October 2, September 26, October 2, September 26,
2005 2004 2005 2004
(in thousands, except share and (in thousands, except share and
per share data) per share data)
Numerator:

Net loss $ (7,109 $ (32,849 $ (16,40) $ (42,37
I I I I

Denominator:
Weighted average shares outstant 92,641,95 79,908,33 90,119,31 78,890,19
Less: weighted average common shares
contingently issuable pursuant to contractt

terms — (3,415,29) — (3,415,29)
Shares used in computation of basic and dilui
net loss per shai 92,641,95 76,493,04 90,119,31 75,474,90
Basic and diluted net loss per sh $ (0.0¢) $ (0.49) $ (0.1¢) $ (0.5€)

At October 2, 2005 and September 26, 2004, there & 092,273 shares and 12,960,470 shares, regigodf common stock subject
to stock options and 615,000 shares and 500,00@sh&spectively, of common stock subject to wasréhat were excluded from the
computation of diluted net loss per share as #fé#ct was antidilutive. If we had reported netdme, the calculation of these per share
amounts would have included the dilutive effecth@fse common stock equivalents using the treasock snethod.

5. Stock-Based Compensation

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 dateasftgr when the options are modified.
Under APB 25, no compensation expense is recogmibeh the exercise price of employee stock optemnsals the fair value of the
underlying stock on the date of grant. Deferredlsioased compensation expense is recorded for Hitsgions where the exercise price of
an option was lower than the fair value for finaheceporting purposes of the underlying commonlstotthe date of grant. Deferred stock-
based compensation expense is being amortizedlweesting period of the underlying options udimg multiple-option approach.

For the three-month periods ended October 2, 28685&ptember 26, 2004, we recognized stock-basegersation expense of
$295,000 and $56,000, respectively, related tathertization of deferred stock-based compensattatad to stock options issued with an
exercise price lower than the fair value of theerhydng common stock; and $83,000 and $0, respelgtivelated to the issuance of options
and warrants to non-employees for the performafservices. For the nine-month periods ended Oct2pb2005 and September 26, 2004,
we recognized stock-based compensation expenskI8&000 and $219,000, respectively, relateddathortization of deferred stotlases
compensation related to stock options issued witbxercise 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; an@id$300 and $0, respectively, related to
the issuance of options and warrants to non-empkj@ the performance of services. For the ninetmperiods ended October 2, 2005 and
September 26, 2004, we reversed $0 and $4,00@&akegly, of stock-based compensation expenseresudt of employee terminations.

FAS 123, which was amended by SFAS No. &,ounting for Stock-Based Compensation — Tramsétitd Disclosure requires
companies that continue to follow APB 25 to provitigclosures of the impact of applying the faimemethod of FAS 123. We account for
stock issued to non-employees in accordance wilptbvisions of FAS 123 and Emerging Issue Taskdé@EITF) Issue No. 96-18,
Accounting for Equity Instruments That Are Issue®ther Than Employees for Acquiring, or in Confjiimre with Selling, Goods or Service
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If the stock-based compensation granted to emptoyader our stock option plan and employee stoc&h@ase plan had been
determined based on the fair value method, as gogated by FAS 123, our net loss would have beeunsaeljl to the following amounts for
the three- and nine-month periods ended Octob20@% and September 26, 2004:

Three Months Ended Nine Months Ended
October 2 September 2€ October 2, September 2€
2005 2004 (1) 2005 2004 (1)

Net loss, as reporte $(7,10) $ (32,84) $(16,407) $ (42,379

Add: Stocl-based compensation, as repol 37¢ 56 1,631 61t
Deduct: Total stoclased compensation determined under fair valueaddtr

all awards (2,560 (2,095 (7,047) (8,537

Net loss- FAS 123 adjuste $ (9,290 $ (34,88) $(21,827) $ (50,290

Basic and diluted net loss per sh- as reporte: $ (0.0¢) $ (0.49) $ (0.1¢) $ (0.5€)

Basic and diluted net loss per sh- FAS 123 adjuste $ (0.10) $ (0.4¢) $ (0.29 $ (0.67)

(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 GAb 123 for the three- and nine-month periodtedrSeptember 26, 2004, as
reported, inadvertently overstated expense relatimgodified stock option awards. Accordingly, #raounts of the pro forma stock-
based compensation expense reported under FASAL #3fthree- and nine-month periods ended Septedt@004 presented in the
table above have been restated, resulting in a&dserof $477,000 and $741,000, respectively, frmmpteviously reported amounts for
2004. This restatement had no effect on our presloeported consolidated results of operationénancial condition

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 assummstiwere utilized in arriving at the fair value afch option grant:

Three Months Ended Nine Months Ended
September 2€ September 2€
October 2, October 2,
2005 2004 2005 2004
Risk-free interest rat 3.9% 2.9%% 3.86% 2.6&%
Expected life 3.2 year 3 year 3.2 year 3 year
Volatility 82% 99% 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 ®otérms of the stock purchase agreement, Ziff agfesst 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 reséldl the common shares within nine months fromd¢bnsummation of the sale. We expect
to use the proceeds received, net of issuance ab$89,000 and estimated future registration ¢dstsgeneral corporate purposes, including,
but not limited to, investments in marketing inii@s and technology infrastructure enhancements.

7. Commitments and Contingencies
Legal Proceedings

Class Action Laddering LitigationOn and after July 6, 2001, eight stockholderskagion 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 theridffs were materially
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false and misleading for failure to disclose, amotiger things, that (i) the underwriters of theedifigs allegedly had solicited and received
excessive and undisclosed commissions from certa@stors in exchange for which the underwritelscalted to those investors material
portions of the restricted number of shares issnednnection with the Offerings and (ii) the undaters allegedly entered into agreements
with customers whereby the underwriters agreedldoate drugstore.com shares to customers in tferi@fs in exchange for which
customers agreed to purchase additional drugstonestares in the after-market at predetermine@grithe complaint asserts violations of
various sections of the Securities Act of 1933am&nded, and the Securities Exchange Act of 133dnended. The action seeks damages ir
an unspecified amount and other relief. The adgdieing coordinated with approximately 300 otheanty identical actions filed against
other companies or their former officers and dwextOn July 15, 2002, we moved to dismiss allhetaagainst us and the Individual
Defendants. On October 9, 2002, the Court dismiisedhdividual Defendants from the case withoafjymlice based on stipulations of
dismissal filed by the plaintiffs and the Individizefendants. On February 19, 2003, the Court dktlie motion to dismiss the complaint
against drugstore.com. On October 13, 2004, thet@eutified a class in nine of the approximatedp dther nearly identical actions and
noted that the decision is intended to providengfrguidance to all parties regarding class cedtifan in the remaining cases. Plaintiffs have
not yet moved to certify a class in our case.

We have approved a settlement agreement and relgtedments, which set forth the terms of a settterbetween 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 Ded@etslfor the conduct alleged in the ac
to be wrongful. We would agree to undertake cemasponsibilities, including agreeing to assign awet 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 B80ers. To the extent that the underwriter defetsdsettle all of the cases for at least $1
billion, no payment will be required under the isg] 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 aafrany material limitations from our insurancerigas on the expected recovery of any
potential financial obligation to the plaintiffsuDcarriers 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 recovernyaaf/ potential financial obligation to the plaifdifrom drugstore.com’s insurance carriers
should arise, drugstore.com’s maximum financiaigatiion to plaintiffs pursuant to the settlementesgnment would be less than $3.4 million.

On February 15, 2005, the Court granted prelimirzggroval of the settlement agreement, subjecétminn modifications consistent
with its opinion. These modifications have been endthere is no assurance that the Court will diiaat approval to the settlement. We are
unable to estimate the potential damages that rbiglatwarded if the settlement were not approvedyere found liable, there arose a
material limitation with respect to our insurancxerage, 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.

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 bastagstof sales revenue numbers during those peried¥ecember 2002, we received a
revised assessment from the state of New Jerse&06 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 eriabt 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
trial is scheduled for March 2006. Due to the utaiaty of the appeal, no amounts have been recardiéd 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 subsgdméix 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 impacbur 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, the
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Consolidated Amended Complaint was filed by thel lelaintiffs. On March 15, 2005, the defendants etbto dismiss the complaint, and
October 19, 2005, the Court granted the motiondisiissed all of the plaintiffs’ claims. Applyinge heightened pleading standards of the
Private Securities Litigation Reform Act of 199%,RSLRA, the Court found that all of the allegefilise statements were “forward-looking
statements” and were accompanied by sufficieni@aarty language to fall under the safe harbor éowtrd-looking statements provided by
the PSLRA. Plaintiffs were granted 30 days to antbedccomplaint, and we do not know whether they daglso. No amounts have been
accrued for this matter, as our liability, if amgnnot be reasonably estimated. The ultimate owanfithis matter could have a material
adverse effect on our financial position and resoftoperations.

Stockholder Derivative ActionOn August 13, 2004, two stockholder derivativeoas 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 fiduciarytgduased on the failure to prevent the disclosiokations 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. Plamtffege that certain of the defendants
breached their fiduciary duties by selling drugstoom stock while in possession of material pablic information. On January 21, 2005,
defendants moved to stay proceedings pending fudineelopments in the federal securities actionJ@me 13, 2005, the Court denied the
motion to stay. Plaintiffs filed a consolidated arded complaint on July 29, 2005 and, by stipulatibthe parties, the defendants must
respond by November 15, 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, akadnility, 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.

8. Segment Information

We have four reporting segments: over-the-cour@diQ), mail-order pharmacy, local pick-up pharmaamyd vision. The OTC segment
is comprised of the sales and related costs ahgdiealth, beauty, personal care, and wellnesgyats through our websites and customized
nutritional supplement programs through CNS. Th&€@&gment also includes wholesale OTC net salefuffiltnent fees generated
through our agreement with Amazon.com, Inc., whiehterminated effective November 9, 2005, and aletssof consignment products. The
mail-order pharmacy segment is comprised of saldglze related costs of selling pharmaceuticatsuitin the drugstore.com website for
mail-order delivery. The local pick-up pharmacysegt is comprised of sales and the related costslliig pharmaceuticals through the
drugstore.com website and the RiteAid.com websitg@ick-up at a local Rite Aid store. Our visiorgseent reflects sales and related costs of
selling contact lenses through Vision Direct. Wenage our business segments based on contributicggimrasults. We define contribution
margin as net sales attributable to a segmentthesdirect cost of these sales and the incremérdahble) costs of fulfilling, processing and
delivering the order (labor, packaging suppliesdircard fees, and royalty costs that are varibhged on sales volume). In 2004, we revised
our contribution margin definition and calculatiorethodology to reflect the benefits of segment dtbsieg revenues and the impacts of
royalty costs. Amounts previously reported havenlreelassified to reflect these changes.
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The information presented below for these segmisnitgormation used by our chief operating decigioaker in evaluating operating
performance.

Three Months Ended Nine Months Ended
October 2, September 2€ September 2€
October 2,
2005 2004 2005 2004

Overthe-Counter (OTC):
Net sales (a $41,70! $ 35,24¢ $129,34( $ 107,44:
Cost of sale: 30,46: 26,04 93,96¢ 77,82¢
Variable order costs (t 4,664 4,03¢ 13,71 11,18
Contribution margin (c 6,57¢ 5,16¢ 21,66¢ 18,43
Mail-Order Pharmacy:
Net sales $19,24¢ $ 16,18¢ $ 55,61¢ $ 45,83
Cost of sale: 16,63 13,91: 48,08¢ 38,99(
Variable order costs (t 1,707 1,662 5,127 4,41¢
Contribution margin (c 90¢ 61C 2,40z 2,42¢
Local Pick-Up Pharmacy:
Net sales (d $23,36: $ 22,07 $ 72,29. $ 66,70:
Cost of sale: 20,52 19,68: 63,70: 59,77:
Variable order costs (i 97C 94¢ 3,04« 2,871
Contribution margin (c 1,871 1,44¢ 5,54¢ 4,05¢
Vision:
Net sales $12,28: $ 10,77 $ 35,81 $ 36,51¢
Cost of sale: 9,801 8,06¢ 28,03’ 27,64¢
Variable order costs (t 81t 711 2,19 2,61«
Contribution margin (c 1,667 2,00(¢ 5,582 6,25¢
Consolidated:
Net sales $96,59¢ $ 84,28 $293,06: $ 256,49
Cost of sale: 77,41¢ 67,70: 233,79: 204,23:
Variable order costs (t 8,15¢ 7,361 24,07« 21,08¢
Contribution margin (c 11,021 9,22¢ 35,19¢ 31,17¢

(@) Net sales in our OTC segment include wholesale @&tGales and fulfillment fees generated throughageeement with Amazon.co
(terminated effective November 9, 2005) totalings$illion and $3.6 million for the three-month joels ended October 2, 2005 and
September 26, 2004, respectively, and $5.8 mibiod $9.5 million for the nine-month periods endeddaDer 2, 2005 and September
26, 2004, respectivel

(b) These amounts include all variable costs dflfiment and order processing, including labor, keging supplies, credit card fees, and
royalty costs that are variable based on saleanwelThese costs are discernable by business sedgrhese amounts exclude
depreciation and fixed overhead costs that arelisoernable by business segm

(c) Contribution margin represents a measure of Wwelleach segment is contributing to our operatjogls. It is calculated as net sales
less the cost of sales and variable fulfillment arder processing costs and royalty cc

(d) Net sales in our local pi-up pharmacy segment include co-payments totaling fillion and $4.8 million for the three-monthripels
ended October 2, 2005 and September 26, 2004 atesgg, and $15.9 million and $14.5 million foremine-month periods ended
October 2, 2005 and September 26, 2004, respeact

Three Months Ended Nine Months Ended

October 2 September 2€ October 2, September 2€

2005 2004 2005 2004



Consolidated contribution margin for reportablersegts $11,02: $ 9,22« $ 35,19¢ $ 31,17¢
Less:

Fixed fulfillment and order processing | 2,201 2,791 7,22¢ 9,02¢
Marketing and sales ( 8,21¢ 5,187 20,76¢ 16,50¢
Technology and contel 3,262 2,25¢ 9,22: 6,64
General and administrati 3,70¢ 4,285 11,36( 11,34
Amortization of intangible asse 74E 1,07z 2,29¢ 3,15¢
Amortization of stoc-based compensatic 37¢ 56 1,631 61E
Impairment of goodwill and other intangible as: — 26,48( — 26,48(
Operating los: $ (7,497) $ (32,909 $(17,310) $ (42,59)

(e) These amounts include all fixed costs of fulfillmand order processing that are not discernablaulsiness segmer
(H These amounts exclude royalty expenses that dredit in variable cost:
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9. Subsequent Eventt

Pursuant to her offer letter dated September 204 2Dawn Lepore, our president, chief executiviceffand chairman of the board, is
entitled to receive a guaranteed bonus equal t&el@Cher annual salary paid with respect to thertith period following October 11, 20(
the date on which she commenced her employmentusitdn October 27, we announced that Ms. Lepaselezted to waive this
guaranteed bonus.

Effective November 9, 2005, we terminated our whale OTC fulfillment agreement with Amazon.com,.INeither party has any
material obligations following termination. Wholés®TC net sales under this agreement for the mioeth period ended October 2, 2005
were $5.8 million, or 2.0% of our total net sales &.5% of our total OTC net sales. Our net salédamce provided in theManagement
Outlook” discussion contained in Part |, Item 2 of thisgarly report reflects the termination of thisegment.

Item 2. Managemen's Discussion and Analysis of Financial Conditionnal Results of Operations

The following discussion and analysis should bel ieaconjunction with the financial statements aedompanying notes included
elsewhere in this quarterly report and in our ahmefaort 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 “expéctelieves,” “anticipates,” “targets,”
“intends,” “may,” “will,” “plan,” “continue,” “forecast,” “remains,” “would,” “should,” and similar pressions, are intended to identify
forward-looking statements. Forward-looking statateere based on current expectations, are noagigess of future performance and
involve assumptions, risks, and uncertainties. &tmal 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 current branchpaign may not be as successful as we anticipdfieutties 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 succesxpfnsion efforts, recent changes in senior manegg risks related to systems
interruptions, possible governmental regulation gnedability to manage a rapidly growing busindssese 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, 2665l 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.lensie@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 prtsdare available to
consumers worldwide.

Business Segments; Growth Strategidfe 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 allowsmamagemet
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, at www.DrWeilVitaminAdvisor.comwww.zoneprofiler.com
www.pritikin@home.comand marketplaces locatedvatw.drweil.comand other Dr. Weil-related websites. Our OTC segratso
includes product revenues and fulfillment fees ingmkunder our wholesale OTC fulfillment agreemaith Amazon.com, Inc.,
under which we acted as a nonexclusive wholesak&ffillment provider for certain OTC productsiddhrough the Health &
Personal Care store on the Amazon.com websitectitfeNovember 9, 2005, we terminated our whole€AI€ fulfillment
agreement witl

12



Table of Contents

Amazon.com. We source our OTC products from variaaaufacturers and distributors. We believe thatinaed growth in this
segment will depend on our ability to offer custesa superior shopping experience and servicajdinad providing a broad
selection of basic necessity items and hard-to-dipekialty items, that encourages customers torréduour websites and make
repeat, replenishment, and impulse purchases. W&oe to make investments in marketing, includimgyeasing customer
awareness through our brand campaign, launchireppalized marketing messages and offering prometoma targeted customer
base, and will continue to test new loyalty andkating programs designed to drive l-term customer retention and grow

* Mail-Order Pharmacy Our mail-order pharmacy segment includes presernigrugs and supplies, other than prescriptiartanct
lenses, sold online or over the telephone throbglvtvw.drugstore.corveb 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 indilsdand we also serve as a third-party proviflerail-order prescription
services for pharmacy benefit management compamid2BMs, and third-party benefits companies. Ia fegment, we focus our
marketing efforts on establishing broader relatigps with PBMs. We anticipate that continued growitlthis 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.corweb 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 amdail refill 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 distributorshism segment, we focus on a
strategy of balancing customer acquisition withmatgin in order to maximize our profits, rathesitfocusing exclusively on
growth.

Revenue We generate revenue primarily from product sate$ shipping fees. For the third quarter of 2008 reported consolidated
total net sales of $96.6 million, which reflect$¥2.3 million, or 15%, increase over the third deiaof 2004. This net sales growth was dri
primarily by a 14% year-over-year increase in onddume, to 1.3 million orders. Our average ne¢sgler order remained at $77. Our net
sales benefited from strong year-over-year growthur flagship OTC and mail-order pharmacy segmevtigch grew by 18% and 19%,
respectively, in the third quarter of 2005. (Exéhglwholesale OTC net sales of $1.5 million in thied quarter of 2005, compared to $3.6
million in the third quarter of 2004, our net saleshe OTC segment increased by 27% year-overylat sales in our vision and local pick-
up segments increased by 14% and 6%, respectiady;over-year.

Expenses Our operating expenses, including cost of gootts, slecreased in the third quarter of 2005 to 1@8%et sales, compared to
139% in the third quarter of 2004, primarily duehe absence of impairment charges of $26.5 millemorded to goodwill and other
intangible assets in the third quarter of 2004teeldo our vision segment. In addition, our fixedporate infrastructure costs were spread
greater net sales. In the third quarter, fulfillmand order processing costs and general and agtnaitive costs both decreased year-over-year
as a percentage of net sales, while technologyantint costs and marketing and sales costs ireigesr-over-year as a percentage of net
sales. Cost of goods sold declined slightly yearepear.

Net Loss; Cash PositionOur net loss for the third quarter decreased8%p,7or $25.7 million, to $7.1 million, compared$%82.8
million for the third quarter of 2004, primarily asresult of the $26.5 million impairment chargehe third quarter of 2004. We ended the
third quarter with $46.2 million in cash, cash e@leénts and marketable securities, compared t@%8ilion at January 2, 2005. This bala
reflects cash flow activity in the first nine moatbf 2005 consisting of $26.0 million in proceeds the sale of 10.0 million shares of our
common stock in a private placement, $1.0 milliopioceeds from an advance under our revolvingdfrezedit, and $2.0 million in procee
from the exercise of stock options and sales uadeemployee stock purchase plan, partially offgethe use of $10.6 million to fund
operating activities, $1.2 million to repay longrtedebt obligations and $5.2 million for capitapexditures.

Significant Accounting Judgments

The preparation of financial statements in confeymiith U.S. generally accepted accounting priresplequires estimates and
assumptions that affect the reported amounts eftassd liabilities, revenues and expenses antbdetisclosures of contingent assets and
liabilities in the consolidated financial statenseahd accompanying notes. The SEC has defined parosis critical accounting policies as
the ones that are most important to the portraffll@companys financial condition and results of operationg] #rat require the company
make its most difficult and subjective judgment$en as a result
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of the need to make estimates of matters thah&eréntly uncertain. Based on this definition, vaeéidentified the significant accounting
policies and judgments addressed below. We alse bther key accounting policies that involve the akestimates, judgments and
assumptions that are significant to understandirgesults. Additional information about our sigoént accounting policies is included in
Note 3 of our condensed consolidated financiabstants included in Part | of this quarterly repéithough we believe that our estimat
assumptions and judgments are reasonable, théyaseel upon information presently available. Actaallts may differ significantly from
these estimates under different assumptions, judtoe conditions. In addition, any significant atieipated changes in any of our
assumptions could have a material adverse effeotiobusiness, financial condition and resultspgrations.

Revenue Recognition
We recognize revenues in accordance with SEC Atafbunting Bulletin, or SAB, No. 10Revenue Recognition.

Revenues from sales of OTC, mail-order pharmacyvisidn products delivered to customers (net ohpstional discounts,
cancellations, rebates and returns allowanceskeaognized when the product is shipped and tites@s to the customer. Return allowances,
which reduce product sales, are estimated usirgrital experience. If our estimate of return akkowes is too high, our revenues will be
understated; if our estimate of these allowancésoisow, our revenues will be overstated. Histaltic product returns, and differences
between our estimates and actual returns, havieewut significant.

Revenues from sales of OTC products ordered thrthughmazon.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 fulfillment fees and reues generated by this Amazon.com
agreement in our OTC segment on a gross basisfeeee believe we act as a principal, based ofatiiehat we bear general inventory risk
associated with these sales. Effective Novemb2005, we terminated this agreement with Amazon.com.

Revenues from sales of prescription products otterdine or by telephone through the drugstore.eeh 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 theauer picks up the product. In these circumstaneegjtilize Rite Aid as our fulfillment
partner. According to the criteria outlined in EI®8-19, we record revenues in our local pick-uprptacy 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 drades and we receive this entire amount as
cash. We therefore recognize the entire amourg\senue when the order is shipped to the custoraent{éil 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 pereesitéige current purchase, as well as other offeiscounts, when accepted by our
customers, are treated as a reduction to the gatesof the related transaction and are preseagednet 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 adglat our inventories for shrinkage and slow-moyidgmaged and expired inventory,
which is recorded as the difference between theafabe inventory and the estimated market valaseld on management’s assumptions
about future demand for the products we offer aadket conditions. We use a variety of methods tluce the quantity of slow-moving
inventory, including reducing sales prices on oebsites, negotiating returns to vendors, and lafing inventory through third parties. If ¢
estimates of future product demand or our assumptdrout market conditions are inaccurate, weusitlerstate or overstate the provision
required for excess and obsolete inventory. Hisédlyi, inventories have not differed materiallyrfr@ur 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 fopa&inment at least annually. We test for impairnagrthe beginning of the
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fourth quarter or whenever indicators of impairmectur. The first phase of the test screens foaimpent. If impairment is determined, the
second phase measures the impairment by compaerfgit value of the applicable reporting unitt®darrying value. Fair value is
determined using either a discounted cash flow otitogy or methodology based on comparable markets

We review our indefinite-lived intangible assetter than goodwill, for impairment when indicatofsmpairment occur and annually
at the beginning of the fourth quarter. We compheecarrying value of the asset to its estimat@d/&due and record an impairment charge
when the carrying value of the asset exceeds tiraasd fair value.

In accordance with Statement of Financial Accoun@tandards No. 144ccounting for the Impairment or Disposal of Loniged
Assets, or FAS 144, we review the carrying values of aonortized long-lived assets, including definitestivintangible assets, whenever an
indicator of impairment occurs. When facts andwinstances indicate that the carrying values of-loregl assets may be impaired, we
perform an evaluation of recoverability. The detieration of whether impairment exists is based onexcess of the carrying value over the
expected future cash flows, as estimated througlisoounted cash flows, excluding interest chargésmeasure any resulting impairment
charge based on the difference between the camghug of the asset and its fair value, as estidh#ibemugh expected future discounted cash
flows, discounted at a rate of return for an alégrinvestment.

If our estimates of revenue growth or future cdstv$ prove to be inaccurate, we may have a futagairment 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 themtm! loss from any claim or legal proceedingassidered probable and the amount can be
estimated, we accrue a liability for the estimdt=ss. 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 legal proceedings and may revise our estimatgssuch revisions in the estimates of the po&ifibilities could have a material impact
on our future results of operations and financaifion. See Note 7 of our condensed consolidateshial statement§ommitments and
Contingencies included in this quarterly report, for a desddptof our material legal proceedings.

Results of Operations

Net Sales
Three Months Ended Nine Months Ended
October 2, % Change September 2€ October 2, % Change September 2€
2005 2004 2005 2004
($ in thousands, ($ in thousands,
except average net sales per order) except average net sales per order)
Net sales $96,59¢ 14.€% $ 84,28 $293,06: 14.3% $ 256,49
Segmented net sales informati
% of net sales from OT 43.2% 41.8% 44.1% 41.%
% of net sales from mi-order pharmac 19.9% 19.2% 19.(% 17.%
% of net sales from local pick-up
pharmacy 24.2% 26.2% 24. 1% 26.(%
% of net sales from visic 12.7% 12.8% 12.2% 14.2%
Average net sales per OTC or¢ $ 55 1.7%) $ 56 $ 56 12% $ 55
Average net sales per mail-order pharmacy
order $ 14¢ 6.6% $ 14C $ 14t 8% $ 134
Average net sales per local pick-up pharmac
order $ 111 72%  $ 104 $ 10¢ 57% $ 10z
Average net sales per vision ort $ 83 4.4% $ 79 $ 82 52% $ 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 recently terminated wholes.
OTC fulfillment agreement with Amazon.com, and dgnment services fees earned from our arrangemiéimtGeneral Nutrition Companie
Inc., or GNC, under which we do not take titletie tnventory and cannot establish pricing. Consigminservice fees are booked on a net
basis and constitute approximately 1% of totalsad¢s in each period presented. Orders are bdlétetcustomer’s credit card or, in the case
of prescriptions covered by insurance, the co-pansebilled to the customes’credit card and the remainder of the prescrigtiace is billec
to insurance. Sales of pharmaceutical productsreovay insurance are recorded as the sum of themisiceceived from the customer and
the third party. Sales made to
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Amazon.com under our wholesale OTC fulfillment agnent were billed directly to Amazon.com and reedrdt the gross amount received
from Amazon.com.

Total net sales increased for the three- and nioetimperiods ended October 2, 2005, compared tthtke- and nine-month periods
ended September 26, 2004, primarily as a resatlef% increase in order volume in the three-moetiod ended October 2, 2005, to 1.3
million orders, and a 12% increase in order volumie nine-month period ended October 2, 20083,&amillion orders. This increase in
order volume resulted primarily from strong growttour OTC and mail-order pharmacy segments. Thelbau of customer orders includes
new and repeat orders made through the drugstonesabsite and the websites of our subsidiaries caders generated through our
wholesale OTC fulfilment agreement with Amazon.cdratal net sales also benefited from an incre&28win the average net sales per
order in the nine-month period ended October 252@9$77 compared to $76, and remained flat ati$Tfie three-month period ended
October 2, 2005 compared to the same period in.2004

Our net sales in the OTC segment (including whd$e®& C) increased year-over-year by 18%, to $41illfom and by 20%, to $129.3
million, for the three- and nine-month periods eh@xtober 2, 2005. For the three- and nine-montloge ended September 26, 2004, net
sales in this segment were $35.2 million and $1@lHon. Excluding wholesale OTC net sales andilfaient fees of $1.5 million and $5.8
million for the three- and nine-month periods en@adober 2, 2005, our net sales in the OTC segimergased year-over-year by 27% and
26%. For the three- and nine-month periods endete8wer 26, 2004, wholesale OTC net sales andlrfudfint fees were $3.6 million and
$9.5 million. The increase in OTC net sales refléstreases of 20% and 19% in the number of OT@rerfbr the three- and nine-month
periods ended October 2, 2005, to 764,000 ordet2ahmillion orders, compared to 635,000 orders B8 million orders for the three- and
nine-month periods ended September 26, 2004. Gbthknumber of orders, 68,000 and 218,000 ordere wholesale OTC orders in the
three- and nine-month periods ended October 2, Z@fiBpared to 89,000 and 242,000 wholesale OTOordehe three- and nine-month
periods ended September 26, 2004. The increas& @hr@t sales also reflects a slight year-over-y@aease in the average net sales per
order for the nine-month period ended October B52Which resulted from increases in the averageh®su of items per order and revenue
per item. Average net sales per order decreaggitlgliyear-over-year for the three-month periodezh@ctober 2, 2005, as a result of a
decrease in the revenue per item shipped resuitting our ongoing pricing strategies and promoticawdlivities, partially offset by an incree
in the average number of items per order.

Our net sales in the mail-order pharmacy segmentased year-overear by 19%, to a historical quarterly high of ®Lillion, and by
21%, to $55.6 million, for the three- and nine-ntopériods ended October 2, 2005. For the threenare@month periods ended September
26, 2004, net sales in this segment were $16.2omiind $45.8 million. The increase in net saléigcts increases of 11% and 12% in the
number of mail-order pharmacy orders for the thee®t nine-month periods ended October 2, 2005290000 orders and 383,000 orders,
compared to 116,000 orders and 342,000 order$iéothiree- and nine-month periods ended Septemh@0Pé&. The increase in mail-order
pharmacy net sales also reflects a year-over-yeagase in each period in average net sales per.drde increase in average net sales per
order resulted from a larger proportion of custasrmirchasing supply quantities of 90 days or moctkaayear-over-year increase of 6% in
prescription prices resulting from higher pharmédioaili costs.

Our net sales in the local pick-up pharmacy segnmenéased year-over-year by 6%, to $23.4 millemd by 8%, to $72.3 million, for
the three- and nine-month periods ended Octoh2005. For the three- and nine-month periods en@épdetber 26, 2004, net sales in this
segment were $22.1 million and $66.7 million. Theréase in net sales in the three-month periodde@ad¢ober 2, 2005 resulted from an
increase in average net sales per order resulmg ihcreases in the average price per prescrigti@nged by Rite Aid and the average
number of prescriptions per order. Local pick-upnphacy orders for the three-month period endedli2etd, 2005 decreased slightly to
210,000 orders, compared to 213,000 orders fothitee-month period ended September 26, 2004. Tdneadse in local pick-up pharmacy net
sales in the nine-month period ended October 25 26flects a year-over-year increase of 3% in tmalver of local pick-up pharmacy orders
for the nine-month period ended October 2, 20056®,000 orders, compared to 652,000 orders fonitiemonth period ended September
26, 2004. The increase in net sales in the ninetimperiod ended October 2, 2005 also resulted frmmeases in average net sales per order
resulting from increases in the average price pesqguiption charged by Rite Aid and the averagebmmof prescriptions per order.

Our net sales in the vision segment increased gear-year by 14%, to $12.3 million, and decreasearyver-year by 2%, to $35.8
million, for the three- and nine-month periods eh@xtober 2, 2005. For the three- and nine-montloge ended September 26, 2004, net
sales in this segment were $10.8 million and $&tilbon. The increase in net sales for the threeath@eriod ended October 2, 2005 reflects
an increase of 9% in the number of vision orderd,49,000 orders, compared to 136,000 orders éothitee-month period ended September
26, 2004, and a year-over-year increase in theageemnet sales per order. The decrease in visiosates for the nine-month period ended
October 2, 2005 reflects a decrease of 7% in tingbew of vision orders, to 435,000 orders, comp&wetb7,000 orders for the nine-month
period ended September 26, 2004, partially offged pear-over-year increase in average net satesrger. The year-over-year increases in
average net sales per order resulted primarily ormcrease in the average number of items per @mb increased purchases of higher-
priced specialty contact lenses.
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Customer DataWe obtained 286,000 new customers during the thiatter of 2005, increasing our total customer base
approximately 6.8 million customers since inceptiOnders from repeat customers as a percentageabioirders increased to 72% and 71%
for the three- and nine-month periods ended Octab2005, compared to 69% and 68% for the thred-name-month periods ended
September 26, 2004, reflecting a 9% increase irtrailing 12-month active customer base. Whole€al€ orders are included in the number
of total orders but are considered neither repeahaw orders for purposes of calculating repedéi® as a percentage of total orders. Our
trailing 12-month active customer base grew torillon customers as of the end of the third quanfe2005, compared to 1.8 million
customers as of the end of the third quarter o#2@ur trailing 12-month net sales per active an&iogrew year-over-year by $17, or 10%,
to approximately $193 as of the end of the thirdrtpr of 2005. Our trailing 12-month active custoibase, which reflects those customers
who have purchased at least once within the lashd2hs, and our trailing 12-month net sales pgvacustomer exclude customers and
revenue associated with our recently terminatedegate OTC business.

Cost of Sales

Three Months Ended Nine Months Ended
October 2, % Change September 2€ October 2, % Change September 2€
2005 2004 2005 2004
(% in thousands) ($ in thousands)
Cost of sale: $77,41¢ 14.4% $ 67,702 $233,79: 14.5% $ 204,23:
Percent of net sale 80.1% 80.2% 79.8% 79.€%

Segmented cost of sales informati

OTC cost of sales as a % of OTC

net sale: 73.(% 73.%% 72.€% 72.4%
Mail-order pharmacy cost of sale:

as a % of mail-order pharmacy

net sale: 86.4% 86.(% 86.5% 85.1%
Local pick-up pharmacy cost of

sales as a % of local pick-up

pharmacy net sale 87.% 89.2% 88.1% 89.t%
Vision cost of sales as a % of visi
net sale: 79.£% 74.£% 78.2% 75.1%

Cost of sales consists primarily of the cost ofdoids 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 vendarsrinection with volume purchase or rebate allowarare netted against cost of sales.

Total cost of sales increased in absolute dollarshie three- and nine-month periods ended Oct®b2005, compared to the three- and
nine-month periods ended September 26, 2004, esuét of growth in order volume and net sales. @bshles as a percentage of net sales
decreased slightly year-over-year for the threetmperiod ended October 2, 2005 primarily as altefinigher product margins in our OTC
segment, partially offset by higher shipping co€tsst of sales as a percentage of net sales irdtatightly year-over-year for the nimesntt
period ended October 2, 2005 primarily as a resfligher shipping costs, partially offset by higlpeoduct margins in our OTC segment.

Cost of sales in our OTC segment increased to $80ldn and $94.0 million for the three- and nimonth periods ended October 2,
2005, compared to $26.0 million and $77.8 million the three- and nine-month periods ended SepteR@&004, primarily as a result of
increased order volume. Cost of sales as a pegeofanet sales in this segment decreased yearyeagifor the three-month period ended
October 2, 2005 as a result of increased produngins partially offset by higher perder shipping costs. Cost of sales as a perceofaus
sales increased slightly for the nine-month peended October 2, 2005 as a result of higher pesrakipping costs, partially offset by
increased product margins. Per-order shipping éostsased in both periods for the reasons disdusskow.

Cost of sales in our mail-order pharmacy segmemteased to $16.6 million and $48.1 million for theee- and nine-month periods
ended October 2, 2005, compared to $13.9 milliah%89.0 million for the three- and nine-month pds@nded September 26, 2004, as a
result of increased order volume and higher peeiopdoduct costs. Per-order product costs, andofastles as a percentage of net sales, in
this segment increased year-over-year for the tfze@ nine-month periods ended October 2, 2008,rasult of our initiatives to grow this
segment by providing third-party fulfillment seregto PBMs. This strategy focuses on fulfilling @y-or-greater order quantities, which
generates higher per-order revenue than 30-daytiuarders but also results in higher per-orderdoict costs and lower product margins.

Cost of sales in our local pick-up pharmacy segnremeased to $20.5 million and $63.7 million foetthree- and nine-month periods
ended October 2, 2005, compared to $19.7 millich$69.8 million for the three- and nine-month pdsi@nded September 26, 2004, as a
result of increased product costs in both perigdbkiacreased order volume in the nine-month pegindied October 2,
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2005. Cost of sales as a percentage of net satksisegment decreased year-over-year in the-threknine-month periods ended October 2,
2005 as a result of selling a higher proportiohigher-margin generic drugs compared to lower-nmabganded drugs, as well as higher
product margins on sales of generic drugs.

Cost of sales in our vision segment increased 18 #8llion and $28.0 million for the three- and @imonth periods ended October 2,
2005, compared to $8.1 million and $27.6 million tiee three- and nine-month periods ended Septegfhe2004, as a result of increased
shipping costs for both periods and increased ardieime and higher per-order product costs forttinee-month period ended October 2,
2005. Cost of sales as a percentage of net salksisegment increased year-over-year in the #imaeth period ended October 2, 2005 as a
result of higher per-order product costs, incregsediotional activity, and higher shipping costesCof sales as a percentage of net sales
increased year-over-year in the nine-month periated October 2, 2005 as a result of higher shippasfs and increased promotional
activity. The increase in shipping costs in bothHqes reflected a rate increase from one of oysmhg carriers.

Shipping costs, which are included in cost of satestinue to exceed the amount we charge custdimesipping. 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 shipgeghas increased to $5.99 from $5.49
(or free with non-prescription orders of $49 or Bjaand 3-day shipping is provided for a fee of $&& free with non-prescription orders of
$99 or more). The cost reductions resulting froia tfiange in our shipping policy were neutralizgddte increases and fuel surcharges from
our shipping carriers, a higher proportion of osdleeing shipped to Alaska, Hawaii, U.S. Territoremsd APO/FPO (which are more
expensive to ship), and greater package weightstires from a greater number of items per ordergiBreing in November 2005, shipping
surcharges will apply to shipments to Alaska, Haw&iS. Territories, and APO/FPO, and we will inmse the upgrade charge for 3-day
shipping for customers who qualify for free growshipping (those with non-prescription orders of $49nore) from $3 to $3.99.

Fulfillment and Order Processing Expenses

Three Months Ended Nine Months Ended
0, 0,
October 2, % Change September 2€ October 2 % Change September 2€
2005 2004 2005 2004
(% in thousands) ($ in thousands)
Fulfillment and order processing
expense: $ 9,77: 1.5% $ 9,59( $29,42! 3.€% $ 28,40¢
Percentage of net sal 10.1% 11.4% 10.(% 11.1%

Fulfillment and order processing expenses inclugepses related to payroll and related expensgsefsonnel engaged in purchasing,
fulfillment, distribution, and customer care adie$ (including warehouse personnel and pharmaeigjaged in prescription verification
activities), distribution center equipment and kg supplies, per-unit fulfilment fees charggdRite Aid for prescriptions ordered
through the drugstore.com website and picked @pRite Aid store, credit card processing fees, lzattidebt expenses. These expenses also
include rent and depreciation related to equipraentfixtures in our distribution center and calhtes facilities.

Fulfillment and order processing expenses for liheg-month period ended October 2, 2005 were caegof $7.6 million of variable
costs and $2.2 million of fixed costs, compare@&d million of variable costs and $2.8 millionfofed costs for the same period in 2004.
Fulfillment and order processing expenses for ihe-month period ended October 2, 2005 were comgrig $22.2 million of variable costs
and $7.2 million of fixed costs, compared to $1®illion of variable costs and $9.0 million of fixewsts for the same period in 2004.
Variable fulfillment and order processing expenseseased by 11.4% year-over-year for the threaatmperiod ended October 2, 2005
primarily due to increases in order volume in oi@and mailerder pharmacy segments and, to a lesser extentases in order volume ¢
variable per-order fulfillment costs in our visieagment, partially offset by a decrease in varigbleorder fulfillment costs in our OTC and
mail-order pharmacy segments. Variable fulfillmantl order processing expenses increased by 14.&f4yer-year for the nine-month
period ended October 2, 2005 primarily due to angase in order volume and, to a lesser exterrgases in variable per-order fulfillment
costs in our OTC and mail-order pharmacy segmeattially offset by decreases in order volume aaudable per-order fulfillment costs in
our vision segment. Fixed fulfilment and order gessing expenses decreased by 21.1% and 20.0%werayear for the three- and nine-
month periods ended October 2, 2005, as a resaltdetrease in depreciation expense for asseysdiefireciated during 2004. Fulfillment ¢
order processing expenses as a percentage ofleetadso declined year-over-year for the three-rand-month periods ended October 2,
2005 as greater order volumes resulted in impraongidation of our primary distribution center.
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Marketing and Sales Expenses

Three Months Ended Nine Months Ended
0, 0,
October 2 % Change September 2€ October 2 % Change September 2€
2005 2004 2005 2004
($ in thousands) ($ in thousands)
Marketing and sales expen: $ 8,80¢ 53.1% $  5,74¢ $22,64¢ 24.% $ 18,21
Percentage of net sal 9.1% 6.8% 7.7% 7.1%

Marketing and sales expenses include marketingresqse advertising expenses under various adveriisintracts, promotional
expenditures and payroll and related expensesefisopnel engaged in marketing and merchandisimgtaed. In addition, marketing and
sales expense include CNS-related royalties of $&®and $1.9 million for the three- and nine-magmthiods ended October 2, 2005,
compared to $562,000 and $1.7 million for threed aime-month periods ended September 26, 2004.

Marketing and sales expenses increased year-oagelifyboth absolute dollars and as a percentagetdcfales for the three- and nine-
month periods ended October 2, 2005. Marketingsaheks dollars per new customer, including brana:kbgment and marketing
personalization costs, increased to $31 and $2théthree- and nine-month periods ended Octoh20@,, compared to $23 and $21 for the
same periods in 2004. The increase in marketingsates expense in both absolute dollars and ascargage of net sales for the three- and
nine-month periods ended October 2, 2005 was pilyrdue to $1.8 million and $2.9 million of additial marketing costs related to our
brand advertising and personalization initiativeswell as an increase in personnel costs.

In addition to our usual marketing activities, wiéend to spend an additional $2.7 million on adserg in the fourth quarter of 2005 in
support of our brand advertising and personalinatidiatives.

Technology and Content Expenses

Three Months Ended Nine Months Ended
October 2 % Change September 2€ October 2 % Change September 2€
2005 2004 2005 2004
($ in thousands) ($ in thousands)
Technology and content expen: $ 3,26 44.6% $  2,25¢ $ 9,22 38.8% $ 6,64
Percentage of net sal 3.4% 2.1% 3.1% 2.€%

Technology and content expenses consist primafibagroll and related expenses for personnel erdjagdeveloping, maintaining and
making routine upgrades and enhancements to owitesbTechnology and content expenses also in¢hidmet access and hosting char
depreciation on hardware and IT structures, andsiteebontent and design expenses.

Technology and content expenses increased yeatyeaelin both absolute dollars and as a percerdhget sales for the three- and
nine-month periods ended October 2, 2005. The ase®in both periods resulted primarily from insezhpersonnel costs of $836,000 and
$1.7 million (which amounts include capitalizeddalcosts of $605,000 and $1.4 million for the threed nine-month periods ended October
2, 2005, compared to $712,000 and $1.3 milliortlierthree- and nine-month periods ended Septenth@0B4), and increased depreciation
costs of $67,000 and $615,000 from the acquisiifossoftware and computer equipment related to ecdraents to our IT infrastructure.

General and Administrative Expenses

Three Months Ended Nine Months Ended
0, 0,
October 2, % Change September 2€ October 2 % Change September 2€
2005 2004 2005 2004
($ in thousands) ($ in thousands)
General and administrative expen $ 3,70¢ (13.5%) $ 4,28 $11,36( 0.2% $ 11,34:
Percentage of net sal 3.8% 5.1% 3.£% 4.4%

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

General and administrative expenses decreaseddyeadyear in absolute dollars for the three-moretiqul ended October 2, 2005,
remained flat in absolute dollars for the nine-nmopériod ended October 2, 2005, and decreasedoyeatyear as a percentage of net sales in
both periods. The decrease in absolute dollarthfothree-month period ended October 2, 2005 exbpitimarily from

19



Table of Contents

a one-time recruiting expense of $400,000 relatettie: hiring of our chief executive officer in 2Q@4non-cash litigation settlement expense
of $475,000 recorded in 2004, and lower depreaiatipenses related to assets being fully deprekiat2004, partially offset by increased
personnel costs and professional fees in the thiedter of 2005. The decreases in general and &tnative expenses as a percentage of net
sales resulted from our fixed corporate infrastiteeicosts being spread over more net sales.

Amortization of Intangible Assets

Three Months Ended

Nine Months Ended

0, 0,
October 2 % Change September 2€ October 2, % Change September 2€
2005 2004 2005 2004
(% in thousands) ($ in thousands)
Amortization of intangible asse $ 74t (30f%) $ 1,072 $ 2,29¢ (27.2%) $  3,15¢

Amortization of intangible assets includes the dipation expense associated with assets acquiredninection with our acquisitions
CNS, Acumins, Inc., and Vision Direct, assets agliin 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 nine-magmttiods ended October 2, 2005 decreased year-@agrag a result of the write-
down of intangible assets related to our visiomsegt that we recorded in the second half of 2004.

Stock-based Compensation

Three Months Ended Nine Months Ended

0, 0,
October 2 % Change September 2€ October 2 % Change September 2€
2005 2004 2005 2004
($ in thousands) ($ in thousands)
Stocl-based compensatic $ 37¢ 575.(%  $ 56 $ 1,631 165.% $ 61t

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 expenseguates. The deferred stock-based compensatiomsgmamounts 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 the terms of previously issued optionsvarrants. The deferred stock-based compensatisense amounts for these options and
warrants represent the fair value of the optionsanrants, as determined using the Black-ScholdkadeAll such amounts are amortized to
expense over the vesting periods of the optionsaarcants granted, using the multiple-option apphoa

For the three-month periods ended October 2, 28@85a&ptember 26, 2004, we recognized stock-basagearsation expense of
$295,000 and $56,000 related to the amortizaticsteéérred stock-based compensation related to stoitins issued with an exercise price
lower than the fair value of the underlying comnstock, and $83,000 and $0 related to the issuahoptions and warrants to namployee
for the performance of services. For the three-impetriods ended October 2, 2005 and Septembei0R@, #ve reversed $0 and $0 of stock-
based compensation expense as a result of emplayemations. For the nine-month periods ended at@, 2005 and September 26, 2004,
we recognized stock-based compensation expensk 86000 and $219,000 related to the amortizatfateferred stock-based
compensation related to stock options issued witbxercise price lower than the fair value of thderlying common stock, $145,000 and
$400,000 related to certain options that were niedlifor terminated employees, and $300,000 anaBded to the issuance of options and
warrants to non-employees for the performance fices. For the nine-month periods ended Octob20@5 and September 26, 2004, we
reversed $0 and $4,000 of stock-based compensatiense as a result of employee terminations.

Impairment of Goodwill and Other Intangible Assets

Impairment of goodwill and other intangible as:

Three Months Ended

Nine Months Ended

0, 0,
October 2 % Change September 2€ October 2, % Change September 2€
2005 2004 2005 2004
($ in thousands) (% in thousands)
$ — N/A $ 26,48( $ — N/A $ 26,48(
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The impairment charges we recorded in the thirdtquaf 2004 were to reduce the carrying valuegaafdwill and other intangible
assets related to our vision segment by $23.2anibind $3.3 million, respectively, in accordancthiAS 142 and FAS 144. We will
perform our annual impairment test for indefiniieetl intangible assets, including goodwill, at besgyinning of the fourth quarter of 2005.

Interest Income and Expense

Three Months Ended Nine Months Ended
0, 0,
October 2, % Change September 2€ October 2, % Change September 2€
2005 2004 2005 2004
(% in thousands) ($ in thousands)
Interest income, ne $ 384 519.4% $ 62 $ 90z 308.6% $ 221

Interest income consists of earnings on our casth equivalents and marketable securities, antesttexpense consists primarily of
interest associated with capital lease and deligatiins. Net interest income increased year-oearyor the three- and nine-month periods
ended October 2, 2005 as a result of increased cash equivalents and marketable securities begamsulting from our March 2005 private
placement and increases in interest rates.

Income Taxes

There was no provision or benefit for income tafaeghe three- and nine-month periods ended Oct@ab26005 and September 26, 2004

due to our ongoing operating losses.
Recent Accounting Pronouncements

See Note 3 of our condensed consolidated finastaéédments'Significant Accounting Policies,Included in Part I, Item 1 of this
quarterly report, for a discussion of recent actiogrnpronouncements.

Liquidity and Capital Resources

We have incurred net losses of $732.8 million sinception. We believe that we will continue tounaet losses for at least the next
year, and possibly longer. From our inception tgfo@ctober 2, 2005, we have financed our operaginsarily through the sale of equi
securities, including common and preferred sto@dding net cash proceeds of $413.6 million.

Discussion of Cash Flows

Nine Months Ended

September 2€
October 2, 2004
2005 $ Change (Note 3)

($in thousands)

Net cash used in operating activit $(10,576  $ (327) $ (10,249
Net cash (used in) provided by investing activi $(16,874  $(30,44¢) $ 13,57
Net cash provided by financing activiti $27,76:  $ 24,10« $  3,65¢
Net increase in cash and cash equival $31: $ (6,669 $ 6,98

Net cash used in operating activities for the mimanth periods ended October 2, 2005 and Septenh@0R4 primarily reflects net
losses and changes in operating assets and lesilitartially offset by non-cash expenses. Net cagd in operating activities decreased in
the nine-month period ended October 2, 2005, coatptar the prior year, primarily as a result of @ased uses of other working capital.

Net cash used in investing activities for the nin@ath period ended October 2, 2005 was primartlybaitable to the purchase of
marketable securities and the acquisition of fiaedets, partially offset by the net proceeds reckikom the sale and maturity of marketable
securities. Net cash provided by investing actsitfior the nine-month period ended September 2B} @@s primarily attributable to the net
proceeds from the sale and maturity of marketaddarsties offset by the purchase of marketabler#gesiand the acquisition of fixed assets.

Net cash provided by financing activities for theeamonth period ended October 2, 2005 was atafiiatto $26.0 million of net
proceeds received from the sale of 10.0 milliorres@f our common stock, cash provided from exesctf employee stock options, and
borrowings under our revolving line of credit agremt with a bank, partially offset by payments omn debt
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obligations. Net cash provided by financing acidgtfor the nine-month period ended September @®4 2vas attributable to cash provided
from exercises of employee stock options, partiaffget 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, whichuishelcommercial paper, auction rate
securities, corporate notes and government bonesomsidered short-term as they are availabland €urrent operations.

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

October 2, January 2,
2005 2005

(In thousands)

Cash and cash equivalel $15,80¢ $15,49:
Marketable securitie 30,41t 18,72¢
Total $46,21¢ $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 cagitdlcapital 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 expensespgaathead and fixed costs. Any
projections of our future cash needs and cash flmwsubject to substantial uncertainty for thsoea discussed in this section, the section
entitled “Additional Factors That May Affect Our Biness and Future Results” in Part |, ltem 1 ofanmual report on Form 10-K for the
fiscal year ended January 2, 2005, and our oth@wde filings with the SEC.

In December 2004, we secured additional fundinghfilicon Valley Bank, or SVB, through a $2.0 nali 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 balaiqaime plus one half of one percent
(7.25% at October 2, 2005) and is payable in 3&keuonthly installments of principal, plus accruetérest, beginning on February 1, 2005
and ending on January 1, 2008. As of October 252$0.6 million was outstanding under the term laad $1.0 million was outstanding
under the revolving line of credit. The line of diteand term loan are collateralized by our equiptmeventories, and intangible assets. The
agreement contains certain financial and non-firdimovenants with which we were in compliance ataber 2, 2005.

In July 2005, we entered into agreements to leasgater equipment under non-cancelable capitaétetataling $508,000. The capital
lease agreements accrue interest on the outstapdimgpal balance at 8.62%, payable in monthlyatsients, and mature in the first quarter
of 2007.

In October 2005, we entered into an agreementgeleomputer equipment under a non-cancelableatigase for amounts not to
exceed $2,000,000. With respect to each draw uhdelease, 63.5% of the sum of the draw amourt piterest determined at the time of
draw is payable in monthly installments over therihths following the draw. At the end of the 24ntioperiod, we will either pay the
remaining 36.5% in a single balloon payment or eatinancing for an additional 12 months. All drawsder this lease must be complete«
June 2006. To date, we have drawn $645,000 unieletise at an interest rate of approximately 6%.

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

In the second half of 2004, we issued two standtigds of credit, in an aggregate amount of appnasely $1.1 million, as security
deposits in connection with our new corporate haadgrs. Both letters of credit were collateralizéth cash. Effective October 1, 2005, one
of these letters of credit expired and was repldgednother letter of credit. The replacement taifecredit, which will be renewed annually
until the end of the lease term, is funded underewlving line of credit and is not required t® secured with cash. The cash previously
as collateral for the expired letter of credit, apgmately $570,000, was therefore released foriusperations and included in cash and cash
equivalents at October 2, 2005. The other letteredit expires on
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November 30, 2005. No portion of either letter i#dit has been utilized, and we do not anticiplad¢ éither letter of credit will be drav
upon by our new landlord.

As of October 2, 2005, we did not have any futuegarial noncancelable commitments to purchase gooservices.

We believe that our sources of cash will be sudfitito fund our operations and anticipated capitpkenditures until we begin
generating positive operating cash flow. Howevay, projections about our future cash needs and ftask are subject to substantial
uncertainty. As a result, we may need to raisetiohdil funds to fund our operating activities or $trategic flexibility (if, for example, we
pursue business or technology acquisitions or eéewiduild a new distribution center or if our egdions regarding our operations and
anticipated capital expenditures change). We haled past and will continue to assess opportuiitieraising additional funds by selling
equity, equity-related or debt securities, obtairéaditional credit facilities or obtaining otheeans of financing for strategic reasons or to
further strengthen our financial position. We carvm certain that additional financing will be dable to us on acceptable terms when
required, or at all. Furthermore, if we were teseaadditional funds through the issuance of seesrisuch securities may have rights,
preferences or privileges senior to those of thktsi of our common stock and our stockholders nxagigence additional dilution.

Management Outlook

For the fourth quarter of fiscal year 2005, wetargeting net sales in the range of $105.0 miltw$110.00 million and a net loss in the
range of $6.4 million to $7.4 million. The net lassge reflects the impact of $2.7 million in adaial marketing expenses that we plan to
incur in the fourth quarter of 2005 in support af drand advertising and personalization initiative

Item 3. Quantitative and Qualitative Disclosures About MakRisk

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 thesestments and our investment policies and praeesjuve have determined that the risk
associated with interest rate fluctuations relatetthese financial instruments is not materialgo u

ltem 4. Controls and Procedure

We have performed an evaluation under the superviesind with the participation of our managemerduiding our chief executive
officer and chief financial officer, of the effeetiness of our disclosure controls and proceduseddfined 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, céided that, as of October 2, 2005, our disclosorgrols and procedures were effective in
ensuring that all material information requirecbtdisclosed in reports filed or submitted by udarthe Exchange Act is made known to
them in a timely fashion.

During the quarter ended October 2, 2005, therewerchanges in our internal controls over findmeiporting 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
None.

Item 5. Other Information.
None.

ltem 6. Exhibits

Exhibit

No. Exhibit Description

3.1 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)).

3.1a Certificate of Designation of Series 1 Preferreac8tof 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)).

3.2 Amended and Restated Bylaws of drugstore.comdiated April 23, 2003 (incorporated by referenc&xbibit 3.2 to
drugstore.com in’s Annual Report on Form -K/A for the fiscal year ended December 29, 2002G e No. 00-26137)).

31.1 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

31.2 Certification of Robert A. Barton, Vice Preside@hief Financial Officer and Treasurer of drugstooen, inc., pursuant to
Section 302 of the Sarbar-Oxley Act of 2002

32.1 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 adoptedipot$o Section 906 of the Sarbz-Oxley Act of 2002

32.2 Certification of Robert A. Barton, Vice Preside@hief Financial Officer and Treasurer of drugstcoe, inc., pursuant to 18

U.S.C. Section 1350, as adopted pursuant to Se@fi6rof the Sarban-Oxley Act of 2002
24



Table of Contents

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: November 10, 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 donéttate a material fact necessary to
make the statements made, in light of the circuntgts.under which such statements were made, nigadisg with respect to the
period covered by this quarterly repc

3. Based on my knowledge, the financial statemandsother financial information included in thipoet fairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amdtf@ 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 hay

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 consolidhtubsidiaries, is made known to
us by others within those entities, particularlyidg the period in which this report is being prejzh

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 accordancegeitlerally 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 anddve 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 regigf’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

November 10, 200

/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.
2.

| have reviewed this quarterly report on Forn-Q of the registrant, drugstore.com, ir

Based on my knowledge, this report does notatoriny untrue statement of a material fact or donéttate 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

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;

The registrant’s other certifying officer andrke responsible for establishing and maintainisgldsure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&)1%nd internal control over financial reportirag defined 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 procedaoites designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhgibsidiaries, 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 finah@gaorting to be designed un
our supervision, to provide reasonable assuram@ading the reliability of financial reporting attte preparation of financial
statements for external purposes in accordanceggitlerally accepted accounting princip

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

d) Disclosed in this report any change in the teghid's internal control over financial reportirtgat 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

The registrant’s other certifying officer antdve disclosed, based on our most recent evaluatioernal 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 refprahcial 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

November 10, 200

/s/ Robert A. Bartol

Robert A. Bartor

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 endingt@er 2, 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

November 10, 200

A signed original of this written statement reqdit®y Section 906 has been provided to drugstore.ocmnand will be retained by
drugstore.com, inc. and furnished to the Securities 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 endingt@er 2, 2005, as filed with the
Securities and Exchange Commission on the date@h@he “Report”), I, Robert A. Barton, Vice Presitt and Chief Financial Officer, of the
Company, certify, pursuant to 18 U.S.C. § 135Gdpted pursuant to 8 906 of the Sarbanes-Oxley®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 finanaaldition and results of operations of
Company.

/s/ Robert A. Bartol

Robert A. Bartor

Vice President, Chief Financial Officer
and Treasure

November 10, 200

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

End of Filing
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