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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-Q

(Mark One)
XI QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934

For the quarterly period ended July 2, 2006
or
O TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934

For the transition period from to

Commission File Number 000-26137

drugstore.com, inc.

(Exact name of registrant as specified in its chaer)

Delaware 04-341625&
(State or other jurisdiction (IRS Employer
of incorporation or organization) Identification No.)

411 108" Avenue NE, Suite 1400, Bellevue, Washington 98004

(Address of principal executive offices including ip code)

(425) 372-3200

(Registrant’s telephone number, including area code

Indicate by check mark whether the registranthés filed all reports required to be filed by Sewti3 or 15(d) of the Securities
Exchange Act of 1934 during the preceding 12 mofah$or such shorter period that the registrans wegjuired to file such reports), and
(2) has been subject to such filing requirementshe past 90 days. Ye&l No O

Indicate by check mark whether the registrantlearge accelerated filer, an accelerated filer, noa-accelerated filer. See definition of
“accelerated filer and large accelerated filerRinle 12b-2 of the Exchange Act.

Large accelerated fileld Accelerated fileix] Non-accelerated fildr]
Indicate by check mark whether the registrantshell company (as defined in Rule 12b-2 of the Exgie Act). Yes O No

As of August 1, 2006, the registrant had 93,419 $ltares of common stock outstanding.
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PART I—FINANCIAL INFORMATION

ltem 1. Financial Statements
DRUGSTORE.COM, INC.
CONSOLIDATED STATEMENTS OF OPERATIONS
(in thousands, except share and per share data)
(unaudited)
Three Months Ended Six Months Ended
July 2, July 3, July 2, July 3,
2006 2005 2006 2005
Net sales $ 102,43 $ 96,89 $ 206,54 $ 196,46!
Costs and expense
Cost of sale: 79,94¢ 77,03¢ 161,83: 156,37:
Fulfillment and order processit 10,23¢ 9,36¢ 20,41¢ 19,65!
Marketing and sale 6,322 7,03¢ 15,29¢ 14,00:
Technology and conte! 4,00z 3,03¢ 7,94t 5,96¢
General and administratiy 4,02t 4,311 8,31¢ 8,74(
Amortization of intangible asse 531 752 1,061 1,55:
Total costs and expens 105,06! 101,53 214,87 206,28:
Operating los! (2,629 (4,645 (8,329 (9,819
Interest income, ne 43€ 34C 84: 51¢
Net loss $ (2,199 $ (4,30) % (7,48¢) % (9,299
Basic and diluted net loss per sh $ (0.02) ¢ (0.05) % (0.0§) % (0.10
Weighted average shares outstanding used to corbpsie and dilute
net loss per sha 93,136,20 92,228,22 93,052,92 88,857,99

See accompanying notes to consolidated finanassients.
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DRUGSTORE.COM, INC.

CONSOLIDATED BALANCE SHEETS
(in thousands, except share data)

July 2, January 1,
2006 2006
(Unaudited)
Assets
Current asset:
Cash and cash equivalel $ 1591: $ 20,29
Marketable securitie 23,78( 26,17:
Accounts receivable, net of allowanc 36,98¢ 34,21
Inventories 20,15¢ 23,46¢
Prepaid marketing expens 2,29( 2,38
Other current asse 2,25¢ 2,58t
Total current asse 101,38 109,11!
Fixed assets, ni 16,37¢ 15,83¢
Other intangible assets, r 6,37¢ 7,421
Goodwill 32,20: 32,20:
Prepaid marketing expenses and o 4,89t 5,98(
Total asset $161,22° $170,56:
Liabilities and Stockholders’ Equity
Current liabilities:
Accounts payabl $ 52,487 $ 58,17
Accrued compensatic 4,532 3,42¢
Accrued marketing expens 3,492 3,38
Other current liabilitie: 1,58¢ 1,751
Current portion of lon-term debt obligation 1,981 2,02¢
Total current liabilities 64,071 68,76¢
Long-term debt obligations, less current port 1,791 2,68¢
Deferred income taxe 94t 94t
Other lon¢-term liabilities 1,75¢ 1,89
Commitments and contingenci
Stockholder' equity:
Preferred stock, $.0001 par value, 10,000,000 stearthorized, no shares issued and outstal — —
Common stock, $.0001 par value, stated at amouaidisim:

250,000,000 shares authorized, 93,221,630 and 88358 shares issued and outstant 837,46: 833,58t
Accumulated other comprehensive | 1) (3)
Accumulated defici (744,80) (737,31))

Total stockholder equity 92,66( 96,27
Total liabilities and stockholde’ equity $161,22° $170,56:

See accompanying notes to consolidated finanassients.
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DRUGSTORE.COM, INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands)

(unaudited)
Six Months Ended
July 2, July 3,
2006 2005
Operating Activities:
Net loss $ (7,486 $ (9,299
Adjustments to reconcile net loss to net cash usegerating activities
Depreciatior 3,00¢ 2,70¢
Amortization of marketing and sales agreem: 1,14¢ 1,14¢
Amortization of intangible asse 1,061 1,552
Stocl-based compensatic 3,25¢ 1,25:%
Other 13 10C
Changes in
Accounts receivabl (2,772 2,021
Inventories 3,312 (597)
Prepaid marketing expenses and other current ¢ 364 (30€)
Accounts payable, accrued expenses, and othelitlesh (4,789 (1,717
Net cash used in operating activit (2,890 (3,129
Investing Activities:
Purchases of marketable securi (12,900  (33,47))
Sales and maturities of marketable secur 15,30( 15,32¢
Purchases of fixed asst (3,326 (2,379
Net cash used in investing activiti (932) (20,526
Financing Activities:
Proceeds from exercise of stock options and emplsyeck purchase pl: 617 1,101
Proceeds from private placement financing, nessfiance cos — 25,96!
Proceeds from term loan, line of credit and aseanhtings — 1,00
Principal payments on capital lease and term |ddigations (1,179 (712)
Net cash provided by (used in) financing activi (557) 27,35(
Net increase (decrease) in cash and cash equis (4,379 3,69¢
Cash and cash equivalents at beginning of p¢ 20,29: 15,49:
Cash and cash equivalents at end of pe $1591: $19,18¢
Supplemental Cash Flow Information:
Equipment acquired in capital lease agreem $ 23 $§ —
Cash paid during the period for inter $ 19 $ 11g

See accompanying notes to consolidated financgdsients.
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DRUGSTORE.COM, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(unaudited)

1. Description of the Busines:

drugstore.com, inc. is a leading online providehedlth, beauty, vision and pharmacy products. Y& bealth, beauty, sexual well-
being, household and other non-prescription pradantl prescription medications through our welzitevw.drugstore.comiVe also offer
prestige beauty products through our website lacateww.beauty.corfwhich is also accessible through the drugstore.e@isite); contact
lenses through our wholly owned subsidiary Intéomal Vision Direct Corp. and its subsidiaries,leolively referred to as Vision Direct,
through websites located atvw.visiondirect.comwww.lensmart.comndwww.lensquest.cofvhich are also accessible through the
drugstore.com website); and customized nutritieuglplement programs through our wholly owned sudsidCustom Nutrition Services,
Inc. (CNS). Our products are also available tadefby telephone at 1-800-DRUGSTORE and 1-800-VISMIRECT. Under the terms of an
agreement with Rite Aid Corporation, or Rite Aidistomers are also able to order refill prescrigtifor pickup at any Rite Aid store. We
manage our business in four segments: over-theteo(@TC), mail-order pharmacy, local pick-up phaoy, and vision.

2. Basis of Presentation and Principles of Consokdion

The accompanying consolidated financial statemieate been prepared in conformity with United Stgesserally accepted accounting
principles (GAAP) and the rules and regulationthef Securities and Exchange Commission (SEC). Temssolidated financial statements
have been prepared pursuant to the rules and temdaf the SEC for interim financial reportinchése consolidated financial statements are
unaudited but, in our opinion, include all adjustitse consisting of normal recurring adjustments acctuals, necessary for a fair present:
of the consolidated balance sheets, statementsephtions, and statements of cash flows for thmgepresented. Operating results for the
periods presented are not necessarily indicatithefesults that may be expected for the fiscal gading December 31, 2006 or any other
interim period, due to seasonal and other factestain information and footnote disclosures nohmiakluded in financial statements
prepared in accordance with GAAP have been omitt@gcordance with the rules and regulations ofSBE€. These consolidated financial
statements should be read in conjunction with tititad consolidated financial statements and acemyipg notes included in our annual
report on Form 10-K for the fiscal year ended Jaynda2006.

The accompanying consolidated financial statemietade those of drugstore.com, inc. and our sudses. All material intercompar
transactions and balances have been eliminated.

We operate using a 52/53-week retail calendar ye#in,each of the fiscal quarters in a 52-weekdis@ar representing a 13-week
period. Fiscal years 2006 and 2005 are 52-weelsyear

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. These estimates include, but aremibédl to, revenue recognition, inventories, goobavild intangible assets, stock-based
compensation, and commitments and contingencigsiahesults could differ from our estimates, amelse estimates could be material.

Recent Accounting Pronouncements

In June 2006, the Financial Accounting Standardsr@¢FASB) issued Financial Accounting Standardesrpretation No. 48,
Accounting for Uncertainty in Income Ta)(FIN 48). FIN 48 clarifies the accounting for uncertaintyiricome taxes recognized in an
enterprise’s financial statements in accordanchk RSB Statement No. 108ccounting for Income Taxe$IN 48 prescribes a recognition
threshold and measurement for the financial staténeeognition and measurement of a tax positikaniaor expected to be taken, in a tax
return. FIN 48 also provides guidance on derecagnitlassification, interest and penalties, actiognn interim periods, disclosures and
transitions. FIN 48 is effective for fiscal yeamsginning after December 15, 2006. We are currenthluating the impact of adopting FIN 48
on our consolidated financial statements.



Table of Contents

4. Net Loss Per Share

Net loss per share is computed using the weightethge number of shares of common stock outstan8imares associated with stock
options, warrants, and our employee stock purcphiEseare not included in the calculation of dilutext loss per share as their effects are
antidilutive.

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

Three Months Ended Six Months Ended
July 2, July 3, July 2, July 3,
2006 2005 2006 2005
(in thousands, except share and (in thousands, except share and
per share data) per share data)
Numerator:
Net loss $ (2,197 $ (4,305 $ (7,48¢) $ (9,299
Denominator:
Weighted average shares outstanding used in cotign
of basic and diluted net loss per sh 93,136,20 92,228,22 93,052,92 88,857,99
Basic and diluted net loss per sh $ (0.02) $ (0.0%) $ (0.0¢) $ (0.10

At July 2, 2006 and July 3, 2005 there were 17 385%and 16,050,881 shares, respectively, of conmstaok subject to outstanding
stock options and 615,000 shares of common stdgjestto warrants in each period that were exclddat the computation of diluted net
loss per share as their effect was antidilutivevdfhad reported net income, the calculation ofeh@er share amounts would have include
dilutive effect of these common stock equivalersing the treasury stock method.

5. Stock-Based Compensatiot
Stocl-Based Benefit Plans

1998 Stock Plan Under the terms of our 1998 Stock Plan, as ank (@98 Stock Plan), our board of directors maygiacentive and
nonqualified stock options to employees, officélisgctors, agents, consultants and independentastiats of drugstore.com. Options to
purchase 15,764,528 shares of common stock weséaoding under the 1998 Stock Plan at Januarydg 26d 855,600 and 2,980,315
options to purchase common shares were grantedgdiire three- and six-month periods ended JulYp@62respectively, in connection with
our annual employee stock option grants and negvdrints. Options under this plan generally ve$blémvs: 20% of the shares vest during
the first six months and the remaining 80% vestiguly over the subsequent 42 months. Option grargspproved by the board of directors,
generally have exercise prices equal to the fankatasalue of the common stock on the date of gaawdtexpire 10 years from the date of
grant.

1999 Employee Stock Purchase Pldimder the terms of our 1999 Employee Stock Pugelilan, as amended (1999 ESPP), eligible
employees may purchase common stock for a purgiracsseequal to 85% of the fair market value of common stock on the first or last d
whichever is less, of the applicable six-month pase period. During the six-month period ended 2uB006, employees purchased 51,420
shares of our common stock under the 1999 ESPichmage for approximately $141,000, and duringsikenonth period ended July 3,
2005, employees purchased 71,179 shares of comimchnder the 1999 ESPP in exchange for approgimn&tl57,000. No shares were
purchased during the three-month periods ended2]@906 and July 3, 2005.

Adoption of FASB Statement No. 123 (revised 20

Prior to January 2, 2006, we accounted for the 1288k Plan and the 1999 ESPP under the recogritidrmeasurement principles of
Accounting Principles Board (APB) Opinion No. Z&;counting for Stock Issued to Employg&RB 25), and related Interpretations, as
permitted by FASB Statement No. 128;counting for Stock-based CompensatieAS 123). Under APB 25, no compensation expense wa
recognized when the exercise price of employeesiptions equaled the fair value of the underhgtack on the date of grant. Deferred
stock-based compensation was recorded for thasatisihs where the exercise price of an option waet than the fair value for financial
reporting purposes of the underlying common statkhe date of grant. Deferred stock-based compiensataling $2.0 million, which was
being amortized over the vesting period of the ulydey options using the

7
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multiple-option approach, was reversed againsksialders’ equity on January 2, 2006 upon adoptioRASB Statement No. 123 (revised
2004),Share-Based PaymefftAS 123R).

Effective January 2, 2006, we adopted the fair@akcognition provisions of FAS 123R, using the ified-prospective-transition
method, which requires measurement of compensetisifor all stock-based awards at fair value endhte of grant and recognition of
compensation over the service period for awardeeg to vest. Under the modified-prospective-itammsmethod, compensation cost
recognized in 2006 includes: (a) compensation fopsdll share-based payments granted prior tonbtiyet vested as of January 2, 2006,
which is based on the grant date fair value eséthat accordance with the original provisions of3~223, recognized over the vesting period
of the underlying options using the multiple-optapproach, (b) compensation cost for all shareebpagments granted subsequent to
January 2, 2006, which is based on the grant-datedlue estimated in accordance with the prowmsiof FAS 123R, recognized over the
requisite service period of the award on a straligletbasis, and (c) compensation cost for shagsed under the 1999 ESPP, which is based
on the fair value estimated in accordance withptferisions of FAS 123R and is not considered maltéoi our overall financial statements. In
accordance with the modified-prospective-transitivethod, results for the three and six-month periled July 3, 2005 have not been
restated to reflect, and do not include, the impa&AS 123R.

Determining Fair Value

We calculate the fair value of our stock optiornsnged to employees using the Black-Scholes optiming model using the single
option award approach. This fair value is then diped on a straight-line basis over the requisitevise periods of the awards, which is
generally the vesting period. The following weighteverage assumptions were used for the threesiasdonth periods ended July 2, 2006
and July 3, 2005:

Three Months Ended Six Months Ended

July 2, July 3, July 2, July 3,

2006 2005 2006 2005
Expected volatility 80% 82% 80% 83%
Expected term (in year 6.C 3.2 6.C 3.2
Risk-free interest rat 5.1% 3.7% 4.4% 3.£%
Expected dividen: 0% 0% 0% 0%
Weighte-average fair valu $ 2.07 $ 1.7C $2.1C $1.5¢

Our computation of expected volatility for the fiend second quarter of 2006 is based on our idatorolatility, adjusted for changes
capital structure and corporate changes, informadiailable that may indicate future volatility daobservable mean reversion tendencies of
historical volatility. Prior to 2006, our computatti of expected volatility was based on our histedniolatility. Our expected life in 2006 was
calculated using the simplified method outlinedIBC Staff Accounting Bulletin No. 10%hare-Based Paymef8AB 107). Under this
method, our expected term is equal to the sumeoibighted average vesting term plus the originatractual term divided by two, which
results in a six-year expected term. Prior to 2@08,computation of expected life was based onngsichedules and historical experience of
options exercised. We base the risk-free inteegstan the implied yield currently available on UT8asury zero-coupon issues with an
equivalent remaining term. Where the expected trour stock-based awards do not correspond wetteghms for which interest rates are
guoted, we average the periods to determine tkeena@n the available term maturities. A dividendlgliof 0% was considered appropriate as
we have not issued and do not anticipate issuigglasidends in the near future. When estimatindeitures, we considered historical
voluntary termination behavior, in addition to ayrhg actual option forfeitures. In conjunction ihis analysis, we identified distinct
subgroups: non-management employees, managemelaye®s our chief executive officer, board membensi other non-employees. An
estimated forfeiture rate of approximately 30%jppla&d to non-management and management employpegasips based on the weighted
average termination behavior of those subgrougdsri&iture rate of 0% is applied to our chief exteri officer, board members, and non-
employees. Prior to the adoption of FAS 123R, veegaized the impact of forfeitures when they ocedrr

8
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Stock Compensation Expen:

We recognized stock-based compensation totaling illion and $3.3 million for the three- and sixenth periods ended July 2, 2006
under FAS 123R. As required by FAS 123R, managemewle an estimate of expected forfeitures anccisgreizing compensation costs o
for those equity awards expected to vest. Pridatwary 2, 2006, we recognized stock-based comi@mseder the provisions of APB 25
and FAS 123 for options granted with exercise prizelow market value on the date of grant, optamswarrants issued to non-employees
for services, and modifications to existing optgrants. As a result of adopting FAS 123R on Jan8aB006, our net loss for the three- and
six-month periods ended July 2, 2006 increasedlhy fillion and $2.8 million, and our net loss plare increased by $0.01 and $0.03,
respectively, which includes $0.3 million and $thBlion of stock-based compensation for the thsd six-month periods ended July 2,
2006 that would have been recognized if we hadimoatl to account for stock-based compensation ym@sious methods. Compensation
expense under the previous methods for the threksix-month periods ended July 3, 2005 totalecb®@ and $1.3 million, respectively.

The following table summarizes stock-based comp@rshy operating function recorded in the Stateréi©perations:

Three Months Ended Six Months Ended

July 2, July 3, July 2, July 3,

2006 2005 2006 2005

Fulfillment and order processit $ 154 $ — $ 378 $ —
Marketing and sale 257 16 581 15¢
Technology and contel 262 1 534 5
General and administratiy 88( 38 1,76€ 1,08¢
Total $ 1550 $ 40t $3,25¢ $1,25:

As of July 2, 2006, the total compensation costtesl to unvested options granted to employees under998 Stock Plan totaled $9.6
million, net of estimated forfeitures of approxireit$5.2 million. This cost will be amortized ors@aight-line basis over a weighted-average
period of 3.6 years and will be adjusted for subset changes in estimated forfeitures.

Stock Option Activity
The following table summarizes activity under 0@88& Stock Plan:

Weighted- Weighted-
Average
Number of Average Remaining Aggregate
Shares Exercise Contractual Intrinsic
Subject to Price per Value
Options Share Term (in thousands’
Outstanding at January 1, 20 15,764,52 $ 3.8
Options grante 2,124,71! $ 297
Options exercise (54,819 $ 212
Options forfeitec (514,72) $ 3.8t
Outstanding at April 2, 200 17,319,70 $ 3.7¢ 8.01 $ 512¢
Options grante 855,60( $ 2.8¢
Options exercise (210,749 $ 1.74
Options forfeitec (608,98) $ 3.8C
Outstanding at July 2, 20( 17,355,58 $ 3.72 7.87 $ 4,01C
Vested and expected to vest at July 2, z 13,362,91 $ 3.9¢ 7.5¢ $ 3,74
Exercisable at July 2, 20( 7,553,23! $ 4.6C 6.64 $  3,26¢

The aggregate intrinsic value is calculated aglifierence between the exercise price of the ugdwylawards and the market price of
our common stock for the 6.5 million shares subjeaiptions that were in-the-money at July 2, 2(0@6, with an exercise price of $2.90 or
less).
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Pro-forma Disclosures

The following table illustrates the effect on netd and net loss per share had we applied thediaie recognition provisions of FAS
123 to options granted under our 1998 Stock Plainoam 1999 ESPP for all periods presented pridatwary 2, 2006 (in thousands, except
share and per share data):

Three Months

Six Months
Ended Ended

July 3, 2005 July 3, 200¢

Net loss, as reporte $ (4,30 $ (9,299

Add: Stocl-based compensation, as repol 40¢ 1,25:
Deduct: Total stock-based compensation determiseuuhe fair value method under FAS 1

for all awards (2,267) (4,48))

Pro forma net los $ (6,169 $(12,53)

Basic and diluted net loss per sh- as reportes $ (0.05) $ (0.10

Basic and diluted net loss per sh- pro forma $ (0.07) $ (0.19

Pro-forma disclosure for the three- and six-morghiqas ended July 2, 2006 is not presented becdask-based payments were
accounted for under FAS 123R’s fair-value methodnduthose periods.

6. Line of Credit

In March 2006, we entered into an amended andteeskaan and security agreement with our existiagkb This agreement includes a
revolving line of credit allowing for borrowings ap to $7.5 million, which accrue interest at thieng rate. The revolving line of credit has a
maturity date of one year from the date of advambe. agreement allows for the conversion of up2® $nillion of the outstanding balance
into a term loan within 60 days of maturity. No amts had been borrowed on the line of credit akityf 2, 2006.

7. Commitments and Contingencie
Legal Proceeding:

Class Action Laddering LitigatiorOn and after July 6, 2001, eight stockholder ctadi®n lawsuits were filed in the United States
District Court for the Southern District of New Yonaming 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, thie@fgs). The complaints against drugstore.com Hheaen consolidated into a single action
and a Consolidated Amended Complaint, which is timwoperative complaint, was filed on April 19, 20The suit purports to be a class
action filed on behalf of purchasers of our commtmtk during the period July 28, 1999 to Decembh@060. In general, the complaint
alleges that the prospectuses through which weuwead the Offerings were materially false and naidieg for failure to disclose, among
other things, that (i) the underwriters of the @figs allegedly had solicited and received excesaid undisclosed commissions from certain
investors in exchange for which the underwritelscalted to those investors material portions ofrdstricted number of shares issued in
connection with the Offerings and (ii) the undetens allegedly entered into agreements with custemvbereby the underwriters agreed to
allocate drugstore.com shares to customers in ffegiys in exchange for which customers agreegutchase additional drugstore.com
shares in the after-market at predetermined prides.complaint asserts violations of various segtiof the Securities Act of 1933, as
amended, and the Securities Exchange Act of 133d4n®nded. The action seeks damages in an unspeaifiount and other relief. The
action is being coordinated with approximately 8®@@er nearly identical actions filed against otb@mpanies or their former officers and
directors. On July 15, 2002, we moved to dismikslaims against us and the Individual Defenda@ts October 9, 2002, the Court dismissed
the Individual Defendants from the case withoufuydiee based on stipulations of dismissal filedthy plaintiffs and the Individual
Defendants. On February 19, 2003, the Court dethieanotion to dismiss the complaint against drugstom. On October 13, 2004, the
Court certified a class in nine of the approxima®00 other nearly identical actions and noted thatdecision is intended to provide strong
guidance to all parties regarding class certifaratn the remaining cases. Plaintiffs have notyeved to certify a class in our case.

10
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We have approved a settlement agreement and relgtedments, which set forth the terms of a setifgrbetween drugstore.com, the
plaintiff class and the vast majority of the otismuer defendants or, in the case of bankruptiisstreeir directors and officers. Among other
provisions, the settlement agreement provides fetemse of drugstore.com and the Individual Dedeisifor the conduct alleged in the ac
to be wrongful. We would agree to undertake cent@aponsibilities, including agreeing to assign wwent assert, or release certain potential
claims we may have against our underwriters. Thiéesgent agreement also provides a guaranteed eego¥ $1 billion to the plaintiffs for
the cases relating to all of the approximately B8Ders. To the extent that the underwriter defetsdsettle all of the cases for at least $1
billion, no payment will be required under the is®1 settlement agreement. To the extent that tidemwriter defendants settle for less than
$1 billion, the issuers are required to make updifference. We anticipate that any potential ficiahobligation of drugstore.com to the
plaintiffs pursuant to the terms of the settlemagreement and related agreements will be coverexilying insurance, and we have already
satisfied our deductible. We are currently not a@frany material limitations from our insurancerigas on the expected recovery of any
potential financial obligation to the plaintiffsu®carriers are solvent and we are not aware ofuacgrtainties as to the legal sufficiency o
insurance claim with respect to any recovery bypllaintiffs. Therefore, we do not expect that thilement will involve any payment by us
other than our deductible. If material limitatioms the expected recovery of any potential finangidigation to the plaintiffs from
drugstore.com’s insurance carriers should arisgggtore.com’s maximum financial obligation to pt#fs pursuant to the settlement
agreement would be less than $3.4 million.

On February 15, 2005, the Court granted prelimirzgugroval of the settlement agreement, subjecétmicn modifications consistent
with its opinion. These modifications have been enathere 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 exceechsurance coverage. Because our liab
if any, cannot be reasonably estimated, no amduaus been accrued for this matter. An adverse méda this matter could have a material
adverse affect on our financial position and ressoftoperations.

State Sales Tax Claim$n early 2002, we received an arbitrary assessmite from the state of New Jersey for pastsstle due
from fiscal years 2000 and 2001, based upon itsdstgnate of sales revenue numbers during thasedse In December 2002, we received a
revised assessment from the state of New Jerse&06i and 2001 in the amount of $221,626 in taxs pkenalties in the amount of $11,081
and interest that continues to accrue. We do noently collect and do not believe that we are mnegito collect New Jersey sales tax. In
March 2003, we filed an appeal of the revised asseat with the Tax Court of New Jersey, based erfabt that the state of New Jersey is
pursuing its claim specifically against one of cansolidated subsidiaries that is not a retailintifg in that state. The appeal is pending and
trial is scheduled for November 2006. Due to theewtainty of the appeal, no amounts have beendeddn the 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 wadictollect sales tax. No amounts have been acdondllis matter as our liability, if any,
cannot be reasonably estimated. However, the uimatcome of this matter could result in subsgaméix liabilities for our past sales and
have a material adverse affect on our financiaitipmsand results of operations.

Stockholder Derivative ActionThe stockholder derivative action brought agatestain of our present and former officers andatirs
in King County Superior Court has been dismisseati wiejudice. This lawsuit, which was a consolidatof two cases filed in King County,
Washington on August 13, 2004, sought damagedléayeal breaches of fiduciary duties by the defetsla®n July 14, 2006, the Superior
Court Judge granted the motion to dismiss filedh®youtside director defendants. The Superior Ciudge also denied plaintiffs’ request for
leave to file an amended complaint, effectivelyirgadhis action. Plaintiffs will have until Augus#, 2006 to file a notice of appeal in the
Washington Court of Appeals. With this dismissag, ave obtained dismissal of all federal and staterrities litigation brought against us in
2004.

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

We have four reporting segments: over-the-cour@diQ), mail-order pharmacy, local pick-up pharmaayd vision. The OTC segment
is comprised of the sales and related costs ahgadll non-prescription products through our widssi customized nutritional supplement
programs through CNS, and net sales of consignpreducts. Before December 31, 2005, all sales stiocnized vitamins through CNS we
recognized on a gross basis, net of promotionabdists, cancellations, rebates and returns allogsar@n December 31, 2005, we entered
into a fulfillment agreement with Weil Lifestyle LIC (Weil). Under the terms of the new agreementreagnize on a net basis the revenue
associated with the fulfillment of customized vitamsold through Weil. Until November 9, 2005, (B&€C segment also included wholesale
OTC net sales and fulfillment fees generated thhomg agreement with Amazon.com, Inc., which wenieated effective November 9, 20
The mail-order pharmacy segment is comprised aefssaihd the related costs of selling pharmaceuticedsigh the drugstore.com website for
mail-order delivery. The local pick-up pharmacymsegt 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 is comprised of sales and the
related costs of selling contact lenses througloXi®irect. We operate and evaluate our businegsmerts based on contribution margin
results. We define contribution margin as net sategbutable to a segment, less the direct cottiede sales and the incremental (variable)
costs of fulfilling, processing and delivering theler (labor, packaging supplies, credit card faad,royalty costs that are variable based on
sales volume).

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

Three Months Ended Six Months Ended

July 2, July 3, July 2, July 3,

2006 2005 2006 2005
Over-the-Counter (OTC):
Net sales $ 47,25: $43,13( $ 96,26( $ 87,63¢
Cost of sale: 32,63! 30,98’ 67,29¢ 63,50z
Variable order costs (i 4,38¢ 4,33( 8,71 9,045
Contribution margin (b $ 10,23¢ $ 7,81: $ 20,25. $ 15,09(
Mail-Order Pharmacy:
Net sales $ 17,40° $18,41¢ $ 35,70¢ $ 36,36¢
Cost of sale: 14,96¢ 15,93: 30,81 31,45¢
Variable order costs ( 1,58¢ 1,67(C 3,19( 3,42(
Contribution margin (b $ 84¢ $ 81z $ 1,702 $ 149t
Local Pick-Up Pharmacy:
Net sales (c $ 25,32¢ $23,95! $ 49,54 $ 48,92¢
Cost of sale: 22,72. 21,26: 44,30¢ 43,18(
Variable order costs (i 1,03¢ 1,02( 2,03( 2,07¢
Contribution margin (b $ 157 $1671 $ 3208 $ 3,67F
Vision:
Net sales $ 12,448 $11,39¢ $ 25,03¢ $ 23,52¢
Cost of sale: 9,62: 8,85¢ 19,41¢ 18,23¢
Variable order costs (i 64¢ 651 1,30¢ 1,37
Contribution margin (b $ 2177 $188 $ 4317 $ 3,91f
Consolidated:
Net sales $102,43t  $96,89: $206,54! $196,46!
Cost of sale: 79,94¢ 77,03¢ 161,83: 156,37.
Variable order costs ( 7,65¢ 7,671 15,24: 15,91¢
Consolidated contribution margin ( $ 14,83. $12,18¢ $ 29,46¢ $ 24,17¢
Less:
Fixed fulfillment and order processing | $ 2581 $235 $ 5194 ¢ 5,02t
Marketing and sales (i 6,321 6,381 15,27¢ 12,70¢
Technology and contel 4,00z 3,03¢ 7,94t 5,96¢
General and administratiy 4,02t 4,311 8,31¢ 8,74(
Amortization of intangible asse 531 752 1,061 1,55:
Operating los: $ (2,629 $(4.64H $ (8,329 $ (9,819

(&) These amounts include all variable costs dilltukent and order processing, including labor, keging supplies, and credit card fees,
and royalty costs that are variable based on salesne. These amounts exclude depreciation, staskdcompensation and fixed
overhead cost:
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(b) Contribution margin represents a measure of Weleach segment is contributing to our operagiogls. It is calculated as net sales
less the direct cost of goods sold and the incrémh@mariable) fulfillment and order processing tsosf delivering orders to our
customers and royalty cos

() Netsales in our local pi-up pharmacy segment include co-payments totalin§ fillion and $5.3 million for the three-monthripels
ended July 2, 2006 and July 3, 2005, respectiveelgl,$11.1 million and $10.8 million for the six-ntbperiods ended July 2, 2006 and
July 3, 3005, respectivel

(d) These amounts include all fixed costs of fulfillmand order processing that are not discernableusiness segmer

() These amounts exclude royalty expenses of 85506 $657,000 for the three-month periods endd2)2006 and July 3, 2005,
respectively, and $20,000 and $1.3 million for shemonth periods ended July 2, 2006 and July 852€espectively, that are included
in variable costs

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

The following discussion and analysis should bel ieaconjunction with the financial statements aedompanying notes included
elsewhere in this quarterly report and in our ahregort on Form 10-K for the fiscal year endedutay 1, 2006.

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 made in this quartedgort other than statements of historical faatiuding statements regarding our future
financial and operational performance, sourcegafdity and future liquidity needs, are forwardslong. Words such as “targets,” “expects,
“believes,” “anticipates,” “intends,” “may,” “will, “plan,” “forecast,” “continue,” “remain,” “would, “should,” and similar expressions, are
intended to identify forward-looking statementsrward-looking statements are based on current éxfless, and are not guarantees of
future performance and involve assumptions, rigks, uncertainties. Actual performance may diffetarially from those contained or
implied in such forward-looking statements. Riskd ancertainties that could lead to such differeramuld include, among other things:
effects of changes in the economy, changes in toesapending, fluctuations in the stock marketnges affecting the Internet, online
retailing and advertising, difficulties establisgiaur brand and building a critical mass of custamthe unpredictability of future revenues
and expenses and potential fluctuations in reveandsperating results, risks related to businesthiations and strategic alliances,
possible tax liabilities relating to the collectiohsales tax, consumer trends, the level of coitipet seasonality, the timing and success of
expansion efforts, changes in senior managemsiks related to systems interruptions, possible gowental regulation and the ability to
manage a growing business. These factors desdrilibis paragraph and other risks and uncertaittiascould cause our actual results to
differ significantly from management’'s expectati@ms discussed in the sections entitlRisk Factors” in Part II, Item 1A of this quarterly
report and Part |, Item 1A of our annual reporframm 10-K for the fiscal year ended January 1, 2@0fbrward-looking statement should
not be relied upon as representing our views anpfdate other than the date on which we madetéitensent. We do not intend to update
forward-looking statement after the date on whighmake it.

Overview

drugstore.com, inc. is a leading online provideheélth, beauty, vision and pharmacy products. @ewe that we offer a better way
for consumers to shop for these products througiweb stores, including those located on the Irteatwww.drugstore.com,
www.beauty.com, www.visiondirect.com, www.lense@rtandwww.lensquest.com

Business Segments; Growth Stratedi®¥e.operate our business in four business segnardsthe-counter, or OTC, mail-order
pharmacy, local pick-up pharmacy, and vision.

» 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
customized nutritional supplements sold throughsalosidiary Custom Nutrition Services, Inc., or ClB8fore December 31, 20(
we recognized all sales of customized vitaminsughoCNS on a gross basis, net of promotional distspeancellations, rebates
and returns allowances. On December 31, 2005, vezezhinto a fulfilment agreement with Weil Lifgs, LLC, or Weil. Under
the terms of the new agreement, which replacegmwious
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agreement with Weil, we recognize on a net bagsigelienue associated with the fulfillment of cusiad vitamins sold through
Weil. Until November 9, 2005, our OTC segment atsuded product revenues and fulfillment fees nes@ under our wholesale
OTC fulfillment agreement with Amazon.com, Inc.den which we acted as a nonexclusive wholesaleffiiment provider for
certain OTC products sold through the Health & Beas Care store on the Amazon.com website. Effedtiovember 9, 2005, we
terminated this agreement. The change in the tefraar agreement with Weil, which led us to recagnievenue on a net basis for
the substantial majority of our 2006 CNS revenue, the termination of the Amazon.com wholesale Gg@&ement make it more
difficult to provide a meaningful year-over-yeamggarison. Accordingly, in this quarterly report veder to our “core OTC” net
sales, which is a non-GAAP measure that excludes fDTC net sales wholesale OTC net sales of $llmand $4.4 million for
the three- and six-month periods ended July 3, 2808 CNS net sales of $612,000 and $1.3 milligriHfe three- and six-month
periods ended July 2, 2006, and $1.8 million an® $3llion for the for the three- and six-month ijpels ended July 3, 2005. We
source our OTC products from various manufactuaiacsdistributors. We believe that continued grointthis segment will depend
on our ability to offer customers a superior shagpéxperience and service, including providing@aldrselection of basic necessity
items and hard-to-find specialty items, which emaeges customers to return to our websites and megdest, replenishment, and
impulse purchases. In 2006, we continue to focuisnmpmoving website conversion, refining our perdizaion efforts for our
website and promotiona-mails, and maximizing the profitability of each erc

* Mail-Order Pharmacy Our mail-order pharmacy segment includes presernigrugs and supplies, other than prescriptiartanct
lenses, sold online or over the telephone throbglvtvw.drugstore.conveb store and delivered to customers through oulr ma
order facility. We procure our prescription invertthrough Rite Aid Corporation as part of our oimgprelationship. We market to
and serve both cash-paying and insurance-covedaddnals, and we also serve as a third-party ptewof mail-order prescription
fulfillment services for pharmacy benefit managetrmmpanies, or PBMs, and third-party benefits canigs. In this segment, we
focus our marketing efforts on establishing broadétionships with PBMs and maximizing growth ur @ash prescription
business. We also sell advertising on our pharrséeyto monetize its more than one million unigigitors per month. We
anticipate that continued growth in this segmer2006 will substantially depend on our ability t@y prescription volumes
through these efforts and our ability to broadensmurce of revenue. We anticipate that our degisit to participate in the low-
margin Medicare Part D prescription drug benefitgsam offered by the U.S. government will contina@egatively impact our
growth but have a favorable impact on our grosggina

» Local Pick-Up Pharmacy. Our local pick-up pharmacy business segment éiediprescription refills sold online or over the
telephone through theww.drugstore.corweb store or thevww.RiteAid.comveb store (which is powered by the
www.drugstore.comnveb store) and picked up by customers at Rite fdtks. In this segment, Rite Aid acts as our fofi@nt
partner. Our success in this segment depends oabdity to leverage our relationship with Rite Alitough its marketing media,
including Rite Aid store receipts, weekly Rite Addvertising circulars and e-mail refill reminddrs2006, we anticipate that net
sales in the local pick-up pharmacy segment willbea source of growth, as we focus the majofityun marketing efforts on our
core OTC segmen

« Vision. The vision segment includes contact lenses sotaigh our wholly owned subsidiary Internationasign Direct Corp. and
its subsidiaries, collectively referred to as VisDirect, through websites locatedwatw.visiondirect.com, www.lensmart.camd
www.lensquest.comNe purchase our contact lens inventory direetiynf various manufacturers and other distributar2006, we
are focusing on a strategy of balancing customeuiaition with net margin in order to maximize quofits, rather than focusing
exclusively on growth

2006 Highlights During late 2005 and the first half of 2006, vefprmed a strategic review of each of our busiseggnents to
evaluate the profitability of each customer ordett partnership. As a result of this analysis, vimielated or adjusted the price on several
thousand OTC SKUs and reduced the amount of owshipping costs by revising our shipping policiesroducing weight- and location-
based surcharges for certain customer orders agatiagng lower shipping rates from our primarypming carrier. In addition, we terminat
our low-margin wholesale OTC fulfillment agreemaiith Amazon.com, renegotiated the terms of our Vigieement, terminated several
unprofitable agreements with third-party prescaoptbenefit providers, and decided not to partie@patthe low-margin Medicare Part D
prescription drug program. We are also exiting aprafitable PBM relationship in the second hal26D6. These profitability initiatives have
resulted in improved OTC gross margins, which iasegl by 260 basis points, to 30.1%, and total gr@sgins, which increased by 120 b
points, to 21.6%, for the six-month period endeg 202006 as compared to the six-month period drdddy 3, 2005. Our contribution
margins were also positively impacted by theseaitives, increasing year-over-year to $29.5 million22%, for the first six months of 2006,
primarily as a result of improved OTC contributiorargins, which increased year-over-year by $5.Hanilor 34%, for the first six months
of 2006. Although these profitability initiativeesulted in loss of revenue (albeit revenue fronraofitable business), we continued to achieve
yearover-year revenue growth, primarily in our OTC megt, with OTC net sales increasing by $8.6 million10%, and core OTC net sales
increasing by $15.5 million, or 20%, for the fiss&k months of 2006 compared to the same perio®@52
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RevenuesWe generate revenue primarily from product safed shipping fees. For the three-month period eddgd2, 2006, we
reported consolidated total net sales of $102.4anjlwhich reflected a $5.5 million, or 6%, inceesover the three-month period ended
July 3, 2005. For the six-month period ended JulB®6, we reported consolidated net sales of $2®dlion, which reflected a $10.1
million, or 5%, increase over the six-month per@aled July 3, 2005. Our net sales growth was diyes 7% year-over-year increase in
total order volume for the second quarter of 2@04,.3 million orders, and a 5% year-over-yearease in total order volume for the first six
months of 2006, to 2.7 million orders. Our averagesales per order declined slightly to $77 ferskcond quarter of 2006, from $78 in the
second quarter of 2005, and our average net satasrger remained consistent year-over-year atf@&7the first six months of 2006. Our
revenues benefited from strong growth in our OT@nsent, in which net sales grew by 10% year-over-f@athe three- and six-month
periods ended July 2, 2006. Core OTC net salesu@ixg wholesale and CNS) grew by 18% and 20% ypear-year for the three- and six-
month periods ended July 2, 2006. Net sales irvision segment grew year-over-year by $1.1 million9%, for the second quarter of 2006
and $1.5 million, or 6%, for the first six monthis2006. Net sales in our local pick-up pharmacynsexgt grew year-oveyear by $1.4 million
or 6%, for the second quarter of 2006 and $613,000%, for the first six months of 2006. These@ases were partially offset by a year-
over-year decrease in mail-order pharmacy net sdl$%.0 million, or 6%, for the second quarte2606 and $664,000, or 2%, for the first
six months of 2006.

Expenses Our operating expenses, including cost of gootts, slecreased as a percentage of net sales to fl@3ke second quarter of
2006, from 105% in the second quarter of 2005,dawteased year-over-year to 104% of net saleséafirst six months of 2006, from 105%
in the first six months of 2005. The decreaselierthree- and six-month periods ended July 2, 288@ited from a decrease in our cost of
goods sold as a percentage of net sales, refletitiga favorable shift in our product mix and #igant improvement in OTC margins due
the success of the profitability initiatives debed above. Our marketing expenses for the secomdesywf 2006 decreased as a percentage o
net sales as a result of the conclusion of ourcbcampaign in the first quarter of 2006, but insezhyear-over-year for the first six months of
2006 because the brand campaign costs in the sithnperiod ended July 2, 2006 exceeded the costeeisame period in 2005. Our general
and administrative expenses also decreased yeaiyegeas a percentage of net sales for the seqpasrder of 2006 and the first six months
of 2006. These declines were partially offset byramnease in technology and content expenses ascamage of net sales for the second
quarter of 2006 and the first six months of 20G6aaesult of ongoing enhancements to our IT ibfnature. During the first quarter of 2006,
we adopted the provisions of Financial Accountitgn8ards Board Statement No. 123 (revised 2(&Hgre-Based Paymenor FAS 123R,
which requires the recognition of the fair valuestifck-based compensation. As a result, we recedr$iz.2 million and $2.0 million, or 1%
of net sales, of additional stock-based compensaiimler FAS 123R in the three- and six-month peretded July 2, 2006.

Net Loss; Cash PositionOur net loss decreased by $2.1 million to $2 Hanifor the second quarter of 2006, compared4a@$nillion
for the second quarter of 2005, and decreased 8yrfiillion to $7.5 million for the first six montraf 2006, compared to $9.3 million for the
first six months of 2005. We ended the second quait2006 with $39.7 million in cash, cash equivess and marketable securities,
compared to $46.5 million at January 1, 2006 ar@giGillion at July 3, 2005. This balance refleitis use in the first six months of 2006 of
$2.9 million to fund operating activities, $3.3 haih for capital expenditures, and $1.2 millionrégpay debt obligations, offset by proceeds of
$617,000 from the exercise of employee stock optanmd purchases under our employee stock purclese p

Significant Accounting Judgments

The preparation of financial statements in confoymiith 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 staterseahd accompanying notes. The Securities and Egen@ommission, or SEC, has defined a
company’s critical accounting policies as the aihes$ are most important to the portrayal of the pany’s financial condition and results of
operations and that require the company to makadtst difficult and subjective judgments, ofterea®sult of the need to make estimates of
matters that are inherently uncertain. Based andéfinition, we have identified the significantaanting policies and judgments addressed
below. We also have other key accounting polidias involve the use of estimates, judgments ananassons that are significant to
understanding our results. Additional informatidooat our significant accounting policies is incldda Note 1 of our consolidated financial
statements included in Part | of our annual repnrEorm 10-K for the fiscal year ended January0DG2 Although we believe that our
estimates, assumptions and judgments are reasottaeare based upon information presently aviglakctual results may differ
significantly from these estimates under differ@sgéumptions, judgments or conditions. In additéony, significant unanticipated changes in
any of our assumptions could have a material agdveffect on our business, financial condition agglitts of operations.

15



Table of Contents

Revenue Recognition
We recognize revenues in accordance with SEC Atafdunting Bulletin No. 104Revenue Recognition.

Revenues from sales of OTC (other than Weil-rel&bi$ sales, as described below), mail-order pharraad vision products are
recorded net of promotional discounts, cancellatioabates and returns allowances. Revenue ismzeshwhen the following revenue
recognition criteria are met: (1) persuasive evigeof an arrangement exists; (2) delivery has gedusr services have been rendered; (3) the
selling price or fee earned is fixed or determirabhd (4) collection of the resulting receivalsiedasonably assured. We generally require
payment by credit card at the point of sale. Resliowances, which reduce product sales by oumesé of expected product returns, are
estimated using historical experience. Historiggthpduct returns and differences between our estismand actual returns have not been
significant.

Revenues from sales of customized vitamins soluldin our fulfilment agreement with Weil are recaggad when products are shipped
and title passes to the customer. In accordandeBmiterging Issues Task Force Issue No. 9REporting Revenue Gross as a Principal
Versus Net as an Agent;, EITF 99-19, we record revenues generated bymbi agreement in our OTC segment on a net basuse we
act as an agent, based on the fact that we e&achdollar amount per customer transaction regasdbf the amount billed to the customer
and we do not bear general inventory risk assatiatth these sales. Non-Weil customized vitamimrsalre recognized on a gross basis, net
of promotional discounts, cancellations, rebatekraturns allowances. (Before we entered into the fulfillment agreement with Weil on
December 31, 2005, we also recognized Weil custdmiitamin sales on a gross basis, net of promattidiscounts, cancellations, rebates
and returns allowances.) Net sales in our OTC sagaiso include consignment service fees earnedrunal agreement with General
Nutrition Corporation, or GNC, which are also reded on a net basis, because we do not take titleetmventory and do not establi
pricing.

Revenues from sales of OTC products ordered thrthughmazon.com website and fulfilled by drugstooen were recognized when
we shipped the products from our distribution ceriteaccordance with EITF 99-19, we recorded faffent fees and revenues generated by
the Amazon.com agreement in our OTC segment onssdpasis, because we believe we acted as a @iinegsed on the fact that we bore
general inventory risk associated with these s&lffective November 9, 2005, we terminated our agrent with Amazon.com. Neither party
has any material obligations following termination.

Revenues from sales of prescription products otberdine 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. In accordance with EITF 99-19, we recertgenues in our local pick-up pharmacy segment @moss basis, because we believe we
act as a principal, based on the fact that, amdmey things, we bear both inventory risk and cradi 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 pereemitétge current purchase, as well as other offgiscounts, when accepted by our
customers, are treated as a reduction to the gatesof the related transaction and are preseageinet amount in net sales. Rebates are
treated as a reduction to the sales price basedtonated redemption rates. Redemption rates tirea¢sd using 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 theafdbe inventory and the estimated market valaged on management’s assumptions
about future demand for the products we offer aadket conditions. We use a variety of methods ¢luce the quantity of slow-moving
inventory, including reducing sales prices on oebsgites, negotiating returns to vendors, and l@find inventory through third parties. If ¢
estimates of future product demand or our assum@tdout market conditions are inaccurate, we condtbrstate or overstate the provision
required for excess and obsolete inventory. Hisadlyi, inventory reserves have not differed matlriimom our estimates.
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Goodwill and Other Intangible Assets

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

We review our indefinite-lived intangible assetther 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 Accountandards No. 144ccounting for the Impairment or Disposal of Lonigdd
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 anduwinstances indicate that the carrying values of-loregl assets may be impaired, we
perform an evaluation of recoverability. The detieation of whether impairment exists is based onexcess of the carrying value over the
expected future cash flows, as estimated througisaounted cash flows, excluding interest chargés measure any resulting impairment
charge based on the difference between the camglug of the asset and its fair value, as estidh#iteugh expected future discounted cash
flows, discounted at a rate of return for an akégrinvestment.

If our estimates of revenue growth or future cdstv$ prove to be inaccurate, we may have a fumgairment of goodwill, other
intangible assets or long-lived assets.

Stock-Based Compensation

Effective January 2, 2006, we adopted the fair&a&cognition provisions of FAS 123R using the rfiediprospective-transition
method, which requires measurement of compensetisifor all stock-based awards at fair value endhte of grant and recognition of
compensation over the service period for awardeetep to vest. Under the modified-prospective-iteomsmethod, compensation cost
recognized includes: (a) compensation cost faslake-based payments granted prior to, but natgated as of January 2, 2006, which is
based on the grant date fair value estimated iardaace with the original provisions of FAS 123;agnized over the vesting period of the
underlying options using the multiple-option apmioa(b) compensation cost for all share-based patsrgranted subsequent to January 2,
2006, which is based on the grant-date fair vasitienated in accordance with the provisions of FASR, recognized over the requisite
service period of the award on a straitihé- basis, and (c) compensation cost for shaseeibunder the 1999 ESPP, which is based on tt
value estimated in accordance with the provisidrisAS 123R and is not considered material to owaral consolidated financial statements.
In accordance with the modified-prospective-transimethod, results for the three- and six-monttiggls ended July 3, 2005 have not been
restated to reflect, and do not include, the imp&&AS 123R. Prior year amounts have been refiedsd conform to the current year
presentation.

We calculate the fair value of our stock optioranged to employees using the Black-Scholes optiming model using the single
option award approach. This fair value is then diped on a straight-line basis over the requisitevise periods of the awards, which is
generally the vesting period. Our computation qgfeoted volatility is based on our historical vdigtj adjusted for changes in capital
structure and corporate changes, information avlaildnat may indicate future volatility, and obsssle mean reversion tendencies of
historical volatility. Our computation of expectkfe is determined using the simplified method met by SEC Staff Accounting Bulletin
No. 107,Share-Based Paymenor SAB 107. Under this method, our expected tisregual to the sum of the weighted average vesting
plus the original contractual term divided by twdnich results in a six-year expected term. We Ilaseisk-free interest rate on the implied
yield currently available on U.S. Treasury z-coupon issues with an equivalent remaining terrhek¥ the expected term of our stock-based
awards do not correspond with the terms for whitlrest rates are quoted, we average the periatietéomine the rate from the available
term maturities. A dividend yield of 0% is considérappropriate as we have not issued and do notpaté issuing any dividends in the near
future. When estimating forfeitures, we considatdrical voluntary termination behavior in additimnanalyzing actual option forfeitures. In
conjunction with this analysis, we identified dmti subgroups: non-management employees, managemeidyees, our chief executive
officer, board members, and other non-employeesstimated forfeiture rate of approximately 30%pplied to non-management and
management employee subgroups based on the wemNeaje termination behavior of those subgrougdsri&iture rate of 0% is applied to
our chief executive officer, board members, and-@mployees. Prior to the adoption of FAS 123R, eegnized the impact of forfeitures
when they occurred.
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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 additiongbirmation becomes available, we reassess the paltbability 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. For a description of our material legadgedings, see Note 7 of our consolidated
financial statement€ommitments and Contingencigacluded in Part |, Item 1 of this quarterly repo

Results of Operations

Net Sales
Three Months Ended Six Months Ended
July 2, % July 3, July 2, % July 3,
2006 Change 2005 2006 Change 2005

(in thousands, except per order data) (in thousands, except per order data)
Total net sale $ 102,43t 5.7% $96,89: $206,54! 5.1% $196,46!
Total customer orders shipp 1,322 6.8% 1,23¢ 2,67(C 5.3% 2,53¢
Average net sales per orc $ 77 1.3% $ 78 $ 77 — $ 77

Net sales includes gross revenues from sales diupt@nd related shipping fees, net of discoundspravision for sales returns, third-
party reimbursement and other allowances. Net sd$esinclude consignment service fees earned fnanarrangement with GNC, under
which we do not take title to the inventory andmatrestablish pricing. Consignment service feesererded on a net basis and constitute
approximately 1% of total net sales in each pepiasented. Included in net sales in 2005 are lfukiht fees and product revenue from our
wholesale OTC fulfillment agreement with Amazon.camhich was terminated in November 2005. Also ideldi in net sales in 2005 and
2006 are sales of customized nutritional supplemsoid through CNS, which effective December 3D52@re now primarily recorded on a
net basis under our fulfillment agreement with \WWéitders are billed to the customer’s credit cardrothe case of prescriptions covered by
insurance, the co-payment is billed to the cust&rezedit card and the remainder of the prescnipgidce is billed to insurance. Sales of
pharmaceutical products covered by insurance amded as the sum of the amounts received fromaub®mer and the third party. Sales
made to Amazon.com under our wholesale OTC fuléihtnagreement were billed directly to Amazon.comh @torded at the gross amount
received from Amazon.com.

Total net sales increased year-over year as a asal7% increase in order volume for the threeithgeriod ended July 2, 2006 and a
5% increase in order volume for the six-month pgeaded July 2, 2006, primarily driven by growttour OTC segment. Revenues from
repeat customers increased year-over-year to 82%ddhree-month period ended July 2, 2006, coetpar 80% for the three-month period
ended July 3, 2005, and increased year-over-ye@g2%ofor the six-month period ended July 2, 20@8npared to 79% for the six-month
period ended July 3, 2005.

OTC Net Sales

Three Months Ended Six Months Ended
July 2, % July 3, July 2, % July 3,
2006 Change 2005 2006 Change 2005
(in thousands, except per order data) (in thousands, except per order data)
OTC net sale $47,25¢ 9.6% $43,13( $96,26( 9.86% $87,63¢
Segmented net sales informati
% of total net sales from OT 46.1% 44.5% 46.6% 44.%
Average net sales per orc $ 56 -1.8% $ 57 $ 56 -1.8% $ 57

Net sales in our OTC segment increased year-ovar{ge the three-month period ended July 2, 208& eesult of an increase in order
volume. Excluding CNS net sales of $612,000 forstheond quarter of 2006 and $1.8 million for theosel quarter of 2005, and wholesale
OTC net sales and fulfillment fees of $1.8 millimn the second quarter of 2005, our core OTC rlessacreased by 18% year-over-year to
$46.6 million for the three-month period ended iIY006. The number of orders in our OTC segmesw gear-over-year by 12% to
842,000 for the second quarter of 2006, compar&®4000 for the second quarter of 2005. Averageales per order for the second quarter
of 2006 declined year-over-year to $56, from $57.
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Net sales in our OTC segment increased year-owariye$8.6 million for the six-month period endedlyX2, 2006, as a result of an
increase in order volume. Excluding CNS net saleégl@8 million for the six-month period ended Ja@ly2006 and $3.8 million for the same
period in 2005, and wholesale OTC net sales affitiuént fees of $4.4 million for the siraonth period ended July 3, 2005, our core OT(
sales increased by 20% year-over-year to $95.0omifor the sixmonth period ended July 2, 2006. The number ofrarateour OTC segme
grew year-over-year by 11% to 1.7 million for ttve-sionth period ended July 2, 2006, compared tadilbon for the same period in 2005.
Average net sales per order for the first six memth2006 declined year-over-year to $56, from $57.

The number of customer orders includes new ancatapders made through the drugstore.com websitétenwebsites of our
subsidiaries, orders generated through our fuléimagreement with Weil, and orders generated ¢firaur wholesale OTC fulfillment
agreement with Amazon.com. The increase in OTCrordleme was driven by increased orders from betlv and repeat customers as a
result of our increasing active customer base amatontinued efforts to improve customer retentod conversion. Our average net sales
order declined as a result of changes made toloppigg policies, and to a lesser extent, changgsaduct mix. During 2006, we performed
a review of the pricing and profitability of eacif O SKU, which did not result in material price cgas in our OTC products individually
but, in the aggregate, favorably impacted our gnoaggin.

Mail-Order Pharmacy Net Sales

Three Months Ended Six Months Ended
July 2, % July 3, July 2, % July 3,
2006 Change 2005 2006 Change 2005
(in thousands, except per order data) (in thousands, except per order data)
Mail-order pharmacy net sal $17,40¢ -5.5% $18,41¢ $35,70¢ -1.8% $36,36¢
Segmented net sales informati
% of total net sales from m- order pharmac 17.(% 19.(% 17.2% 18.5%
Average net sales per orc $ 161 11.% $ 148 $ 15€ 10.5% $  14c:

Net sales in our mail-order pharmacy segment deetkegear-over-year for the three- and six-montiogsrended July 2, 2006 as a
result of decreases in order volume, partiallyetffsy increases in average net sales per orderageeet sales per order in this segment
increased year-over-year in each period as a ressdlling a larger proportion of higher-pricecbd-name and specialty drugs, increases in
prescription prices of approximately 5% resultingnfi higher pharmaceutical costs, and pricing adjasts to certain SKUs resulting from
our review of the pricing and profitability of opharmaceutical SKUs. The number of orders in thigreent decreased 15% year-over-year to
108,000 for the three-month period ended July B626ompared to 127,000 for the same period in 2808 decreased 11% year-oyegr tc
226,000 for the six-month period ended July 2, 2@@6npared to 253,000 for the same period in 288%, result of decreases in new and
repeat orders, primarily due to our decision nqiddicipate in the low-margin Medicare Part D prggtion drug benefit program offered by
the U.S. government.

Local Pick-up Pharmacy Net Sales

Three Months Ended Six Months Ended
July 2, % July 3, July 2, % July 3,
2006 Change 2005 2006 Change 2005
(in thousands, except per order data) (in thousands, except per order data)
Local pick-up pharmacy net sal: $25,32¢ 5.7% $23,95: $49,54. 1.3% $48,92¢
Segmented net sales informati
% of total net sales from local p-up pharmac 24.1% 24.1% 24.(% 24.%%
Average net sales per orc $ 10z 37% $ 107 $ 107 — $ 107

The increase in net sales in our local pick-up pfeay segment for the three-month period ended2JU®06 reflects a 9% year-over-
year increase in the number of orders in this segne 245,000 for the second quarter of 2006 caetpto 224,000 for the second quarte
2005, as a result of an increase in orders frorstieg customers. This increase is partially offset decrease in average net sales per order
resulting primarily from a 7% decline year-over-y@athe number of prescriptions filled per ordEne increase in net sales for the six-month
period ended July 2, 2006 reflects a 1% year-oear-yncrease in the number of orders in this segn@A62,000 for the first six months of
2006 compared to 458,000 in the first six month2Q0##5, as a result of increases in orders frontiagisustomers. Average net sales per
order remained consistent at $107 for the six-mgpetiods ended July 2,
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2006 and July 3, 2005. Orders in this segment @verd by Rite Aid through its marketing media, ding Rite Aid store receipts, weekly
Rite Aid advertising circulars and e-mail refillmenders.

Vision Net Sales

Three Months Ended Six Months Ended
July 2, July 3, July 2, July 3,
2006 % Change 2005 2006 % Change 2005
(in thousands, except per order data) (in thousands, except per order data)
Vision net sale: $12,44¢ 9.3% $11,39: $25,03¢ 6.4% $23,52¢
Segmented net sales informati
% of total net sales from visic 12.2% 11.8% 12.1% 12.(%
Average net sales per orc $ 9 9.8% $ 82 $ 88 7% $ 82

Net sales in our vision segment increased year-gear in the three- and six-month periods endeg JuP006 as a result of an increase
in average net sales per order driven primarilg&lling a greater proportion of higher-priced, neteehnology contact lenses, and to a lesser
extent, an increase in the average number of iEmsrder and price increases for certain SKUsdradrwhich were individually material).
The number of orders in this segment decreasektlisligp 138,000 in the second quarter of 2006, careg to 139,000 in the second quarte
2005, and decreased to 283,000 in the first sixthsoof 2006, compared to 286,000 in the first sonths of 2005, as a result of decreases in
orders from new customers.

Customer Data

Approximately 297,000 new customers placed orderid the second quarter of 2006, increasing aial tustomer base to
approximately 7.8 million customers since inceptiOnders from repeat customers as a percentageabioirders increased year-over-year to
76% and 75% for the three- and six-month periodiedduly 2, 2006, compared to 72% and 71% foraheesperiods in 2005, as a result of
an increase in our trailing 12-month active custob@se. The year-over-year increase in orders fepeat customers as a percentage of total
orders in 2006 primarily resulted from improvedtomser retention and increased order frequency taralJesser extent, the inclusion of
66,000 and 150,000 wholesale OTC orders for theethaind six-month periods ended July 3, 2005, cosapa no orders in 2006. OTC
wholesale orders and Wet#lated orders (after December 31, 2005) are irelud the number of total orders but are considaesther repe
nor new orders for calculating repeat orders asragmtage of total orders.

Cost of Sales

Three Months Ended Six Months Ended
July 2, July 3, July 2, July 3,
2006 % Change 2005 2006 % Change 2005
($ in thousands) ($ in thousands)
Cost of sale: $79,94¢ 3.8% $77,03¢ $161,83: 3.5% $156,37.
Percent of total net sal 78.(% 79.5% 78.4% 79.6%

Cost of sales consists primarily of the cost ofdoiats 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 doltateé three- and six-month periods ended July @626ompared to the three- and six-
month periods ended July 3, 2005, as a resultaftrin order volume and net sales. Cost of sades gercentage of net sales decreased in
both periods year-over-year primarily as a resulower net shipping costs we absorbed, a largep@ntion of net sales in our OTC segment,
which is our highest-margin segment, and improvedgins resulting from our operational initiatives;luding the review of pricing and
profitability of our OTC SKUs.

Our revenues from shipping charges to customermalgded in net sales and were $3.3 million and $6illion for the three- and six-
month periods ended July 2, 2006, compared to$#liwn and $5.2 million for the three- and six-nibrperiods ended July 3, 2005.
Outbound shipping costs are included in cost dsahd were $5.0 million and $10.5 million for theee- and six-month periods ended
July 2, 2006, compared to $4.7 million and $10.4iomi for the three- and six-month periods endelg 3u12005. As part of our profitability
initiatives, we continue to make pricing adjustnsaiat our shipping policies to reduce our net shigpiosts.
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Initiatives we have implemented include eliminatfree 3day shipping on orders of $99 or more, adding shgppurcharges for shipments
Alaska, Hawaii, U.S. Territories, and APO/FPO raitit addresses, adding a weight-based shipping awgelior orders over 20 pounds, and
securing a lower contractual rate from one of diping carriers. We expect to continue to subsidiportion of customers’ shipping costs
for the foreseeable future, through free shippiptioms, as a strategy to attract and retain custame

OTC Cost of Sales

Three Months Ended Six Months Ended
July 2, July 3, July 2, July 3,
2006 % Change 2005 2006 % Change 2005
($ in thousands) (% in thousands)
OTC cost of sale $32,63: 5.2% $30,98: $67,29¢ 6.C% $63,50:
Segmented cost of sales informati
OTC cost of sales as a % of OTC net s 69.1% 71.8% 69.%% 72.5%

Cost of sales in our OTC segment increased yearear in absolute dollars in the three- andraixath periods ended July 2, 2006
result of increased order volume. Cost of sales parcentage of net sales in this segment decr@abeth periods year-ovetrear primarily a
a result of lower peorder net shipping costs resulting from changesumnshipping policies and, to a lesser extent, owpd margins from ot
operational initiatives, including the review ofging and profitability of each of our OTC SKUs.

Mail-Order Pharmacy Cost of Sales

Three Months Ended Six Months Ended
July 2, July 3, July 2, July 3,
2006 % Change 2005 2006 % Change 2005
($ in thousands) (% in thousands)
Mail-order pharmacy cost of sal $14,96¢ -6.1% $15,93: $30,81: -2.0% $31,45¢
Segmented cost of sales informati
Mail-order pharmacy cost of sales as a % of maikor
pharmacy net sale 86.(% 86.5% 86.2% 86.5%

Cost of sales in our mail-order pharmacy segmetitedased year-over-year in absolute dollars inliheet and six-month periods ended
July 2, 2006 as a result of a decrease in ordemvel Cost of sales as a percentage of net salks isegment decreased slightly in both
periods year-over-year as a result of a decreatfeinumber of lower-margin insurance reimbursets and improved margins from our
review of pricing and profitability of pharmacewiSKUs.

Local Pick-up Pharmacy Cost of Sales

Three Months Ended Six Months Ended
July 2, July 3, July 2, July 3,
2006 % Change 2005 2006 % Change 2005
($ in thousands) ($ in thousands)
Local pick-up pharmacy cost of sal $22,72: 6.€% $21,26: $44,30¢ 2.6% $43,18(
Segmented cost of sales informati
Local pick-up cost of sales as a % of local pick-up
pharmacy net sale 89.7% 88.&% 89.4% 88.2%

Cost of sales in our local pick-up pharmacy segriremeased year-over-year in absolute dollarsHerthreemonth period ended July
2006, as a result of an increase in order voluradighly offset by a decrease in per-order prodwsts resulting from lower average net sales
per order. Cost of sales in this segment incregsad-over-year in absolute dollars for the six-nhgoeériod ended July 2, 2006, as a result of
an increase in per-order product costs resultiognfa higher average net sales per order, and to a
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lesser extent, a slight increase in order volunust Gf sales as a percentage of net sales fohtbe-tand six-month periods ended July 2,
2006 increased year-over-year as a result of leaetractual reimbursement rates from insurancesplan

Vision Cost of Sales

Three Months Ended Six Months Ended
July 2, July 3, July 2, July 3,
2006 % Change 2005 2006 % Change 2005
($ in thousands) ($ in thousands)
Vision cost of sale $9,62: 8.7% $8,85¢ $19,41¢ 6.5% $18,23¢
Segmented cost of sales informati
Vision cost of sales as a % of vision net s 77.2% 77.1% 77.5% 77.5%

Cost of sales in our vision segment increased gear-year in absolute dollars for the three- amehsbnth periods ended July 2, 2006
primarily as a result of a shift in product mixdales of higher cost, newer-technology contactlenSost of sales in this segment as a
percentage of net sales decreased year-over-yeguefthree-month period ended July 2, 2006 asultref lower per-order shipping costs,
and remained flat for the six-month period enddg 2u2006.

Fulfillment and Order Processing Expenses

Three Months Ended Six Months Ended
July 2, July 3, July 2, July 3,
2006 % Change 2005 2006 % Change 2005
(% in thousands) (% in thousands)
Fulfillment and order processing expen $10,23¢ 9.2%  $9,36¢€ $20,41¢ 3.9% $19,65!:
Percentage of net sal 10.(% 9.7% 9.S% 10.(%

Fulfillment and order processing expenses inclugeepses related to payroll and related expensgsefsonnel engaged in purchasing,
fulfillment, distribution, and customer care adii®s (including warehouse personnel and pharmaeigiaged 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, laadidebt expenses. These expenses also
include rent and depreciation related to equipraedtfixtures in our distribution center and calhieg facilities. Variable fulfillment costs
represent the incremental (variable) costs oflffj, processing and delivering the order that\eaeable based on sales volume.

Fulfillment and order processing expenses for ltiheetmonth period ended July 2, 2006 were comprisedd fillion of variable cos
and $2.6 million of fixed costs, compared to $7i0iom of variable costs and $2.4 million of fixebsts for the three-month period ended
July 3, 2005. Variable fulfilment and order prosieg expenses increased year-over-year for thendeqaarter of 2006 primarily as a result
of a 12% increase in order volume in our OTC sedraad increased per-order labor costs in our nra@iéopharmacy segment primarily due
to the costs of consolidating customer care a@&in our Halifax, Nova Scotia location, partiadiffset by a decrease in order volume in our
mail-order pharmacy segment. Fixed fulfillment amder processing expenses increased year-oveifgreidue second quarter 2006 primarily
as a result of increased personnel costs of $16400 increased stock-based compensation expe$d&4f000 resulting from the adoption
of FAS 123R, partially offset by a decrease in def@tion expense and other operating costs. FaHitit and order processing expenses as a
percentage of net sales increased year-over-yetitdsecond quarter of 2006 as a result of ineckised fulfillment labor costs and stock-
based compensation costs.

Fulfillment and order processing expenses for tkeronth period ended July 2, 2006 were compride$ils.2 million of variable costs
and $5.2 million of fixed costs, compared to $1dhillion of variable costs and $5.0 million of fixewsts for the six-month period ended
July 3, 2005. Variable fulfilment and order prosieg expenses increased year-over-year for thesfirsnonths of 2006 primarily as a result
of an 11% increase in order volume in our OTC segnmartially offset by a decrease in meder OTC variable costs and an 11% decrea
order volume in our mail-order pharmacy segmengedrifulfilment and order processing expenses esed year-over-year for the first six
months of 2006 primarily as a result of increasespnnel costs of $445,000 and increased stocldlzasapensation expense of $375,000
resulting from the adoption of FAS 123R, partialffset by a decrease in
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depreciation expense of $616,000 for assets f@pyreciated in 2005. Fulfillment and order processirpenses as a percentage of net sales
decreased slightly year-over-year for the firstrabnths of 2006 as greater order volumes resutt@aproved utilization of our primary
distribution center.

Marketing and Sales Expenses

Three Months Ended Six Months Ended
July 2, July 3, July 2, July 3,
2006 % Change 2005 2006 % Change 2005
(% in thousands) ($ in thousands)
Marketing and sales expen:s $6,322 -10.2%  $7,03¢ $15,29¢ 9.2% $14,00:
Percentage of net sal 6.2% 7.2% 7.4% 7.1%

Marketing and sales expenses include advertisidgraarketing expenses, promotional expendituregagll and related expenses
personnel engaged in marketing and merchandisitigtas. Advertising expenses include various atlsang contracts. In addition,
marketing and sales expense include CNS-relateltrey, which were reduced as a result of our néfiliinent agreement with Weil, of
$1,000 and $20,000 for the three- and six-montiogerended July 2, 2006 and $657,000 and $1.3amifbr the three- and six-month
periods ended July 3, 2005. Advertising and proomat costs were $4.1 million and $10.8 million fioe three- and six-month periods ended
July 2, 2006, compared to $5.4 million and $10.4iomi for the three- and six-month periods endelg 3u12005.

Marketing and sales expenses decreased year-ogebgth in absolute dollars and as a percentagetdafales for the three-month
period ended July 2, 2006 primarily due to a desgesd $788,000 in brand advertising as we concludedrand advertising campaign in the
first quarter of 2006, and a decrease in royatife656,000, partially offset by an increase ircktbased compensation expense of $241,000
under FAS 123R, increased professional fees amdased advertising and promotional costs. Marketimdjsales expenses increased year-
over-year both in absolute dollars and as a pesigendf net sales for the six-month period endeg 2u2006, primarily due to brand
advertising campaign and personalization initiatiests of $2.1 million for the first six months2006, compared to $1.0 million for the sa
period in 2005, an increase of $1.1 million in atigeng and promotional costs and professional,faed an increase of $422,000in stock
compensation expense, partially offset by a deere&$1.3 million in royalty expenses. Marketinglaales dollars per new customer
decreased in the second quarter of 2006 to $21pared to $25 in the second quarter of 2005, anga&sed slightly in the first six months of
2006 to $25, from $24 for the same period in 2005.

Technology and Content Expenses

Three Months Ended Six Months Ended
July 2, July 3, July 2, July 3,
2006 % Change 2005 2006 % Change 2005
($ in thousands) ($ in thousands)
Technology and content expen: $4,00¢ 31.9% $3,03¢  $7,94¢ 33.2% $5,96¢
Percentage of net sal 3.£% 3.1% 3.8% 3.C%

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

The increase in technology and content expensestinabsolute dollars and as a percentage of et f&a the three- and six-month
periods ended July 2, 2006 resulted primarily fiooreases of $514,000 and $960,000 in depreciatists resulting from the acquisition of
software and computer equipment related to enha@ctsnto our IT infrastructure, increases of $26Q.,80d $529,000 in stock-based
compensation expense resulting from the adoptidhA& 123R, and increased operational costs to stippogrowth in our IT infrastructur
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General and Administrative Expenses

Three Months Ended Six Months Ended
July 2, July 3, July 2, July 3,
2006 % Change 2005 2006 % Change 2005
($ in thousands) (% in thousands)
General and administrative expen $4,02¢ -6.€% $4,311 $8,31¢ -4.8%  $8,74(
Percentage of net sal 3.5% 4.4% 4.(% 4.4%

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

The decrease in general and administrative expéndegh absolute dollars and as a percentagetefabes for the three- and six-month
periods ended July 2, 2006 resulted primarily frame-time expenses incurred in 2005 related to Iegfllements and moving expenses
related to our relocation of our corporate headmusyrand reductions in 2006 in corporate insuraosés and utility costs, offset by increases
in stock-based compensation expense resulting fihenadoption of FAS 123R of $492,000 and $677,000He three- and six-month periods
ended July 2, 2006, compared to the same perigd0b. The decrease as a percentage of net sadewsildted from our fixed corporate
administrative costs being spread over more nessal

Amortization of Intangible Assets

Three Months Ended Six Months Ended
July 2, July 3, July 2, July 3,
2006 % Change 2005 2006 % Change 2005
($ in thousands) ($ in thousands)
Amortization of intangible asse $531 -29.2% $75z $1,061 -31.71% $1,55:%

Amortization of intangible assets includes the aimnation expense associated with assets acquireoninection with our acquisitions
CNS, Acumins, Inc., and Vision Direct, and assetsu@&ed in connection with our agreements with Rii and GNC, and other intangible
assets, including a technology license agreementath names and trademarks.

The decrease in amortization expense for the tlaneesix-month periods ended July 2, 2006, comptarduke three- and six-month
periods ended July 3, 2005, resulted from certaemigible assets being fully amortized in 2005 2006.

Interest Income and Expense

Three Months Ended Six Months Ended
July 2, July 3, July 2, July 3,
2006 % Change 2005 2006 % Change 2005
($ in thousands) (% in thousands)
Interest income, ne $43€ 28.2% $34C $84: 62.4%  $51¢

Interest income consists of earnings on our casth equivalents and marketable securities, antesttexpense consists primarily of
interest associated with capital lease and deligatidns. Net interest income increased year-oear-yor the three- and six-month periods
ended July 2, 2006 as a result of receiving higétrrns on cash, cash equivalents and marketatleises balances in second quarter and
first six months of 2006 compared to the same pdari?005, despite a decrease in our cash, cashadepis and marketable securities
balance.

Income Taxes

There was no provision or benefit for income tafaeghe three- and six-month periods ended JuB0®6 and July 3, 2005 due to our
ongoing operating losses.
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Stock-Based Compensation

We recognized stock-based compensation totaling illion and $3.3 million for the three- and siventh periods ended July 2, 2006
under FAS 123R. As required by FAS 123R, managemewle an estimate of expected forfeitures anccisgreizing compensation costs o
for those equity awards expected to vest. Pridatwary 2, 2006, we recognized stock-based comi@mseder the provisions of APB 25
and FAS 123 for options granted with exercise prizelow market value on the date of grant, optamswarrants issued to non-employees
for services, and modifications to existing optgrants. As a result of adopting FAS 123R on Jan8aB006, our net loss for the three- and
six-month periods ended July 2, 2006 increasedlhy fillion and $2.8 million, and our net loss plare increased by $0.01 and $0.03,
which includes $0.3 million and $0.5 million of stebased compensation for the three- and six-mpetiods ended July 2, 2006 that would
have been recognized if we had continued to acdouistock-based compensation under previous msti@ompensation expense under the
previous methods for three- and six-month periguted July 3, 2005 totaled $405,000 and $1.3 mill®ee Note 5 in our consolidated
financial statements included in Part I, Item 1hi$ quarterly report.

Off-Balance Sheet Transactions
We have not entered into any off-balance sheesa@ions.

Liquidity and Capital Resources

We have incurred net losses of $744.8 million sinception. We believe that we may continue to inet losses for at least the next
year, and possibly longer. From our inception tigioduly 2, 2006, we have financed our operatioimgoily through the sale of equi
securities, including common and preferred sto@ding net cash proceeds of $414.3 million.

Discussion of Cash Flows
The following table provides information regardiogr cash flows for the six-month periods ended 2ul006 and July 3, 2005.

Six Months Ended

July 2, July 3,
2006 % Change 2005
($ in thousands)
Cash used in operating activiti $(2,890) -7.6% $ (3,129
Cash used in investing activiti $ (932 -95.5%  $(20,52¢)
Cash provided by (used in) financing activit $ (5657) -102.%  $ 27,35(
Net increase (decrease) in cash and cash equis $(4,379) N/M $ 3,69

Net cash used in operating activities for the sb@th period ended July 2, 2006 primarily reflectsealoss of $7.5 million, offset by
non-cash activities of $8.5 million, and the us&®0 million in cash for operating assets andiliizds. Net cash used in operating activities
for the six-month period ended July 3, 2005 pritgaeflects a net loss of $9.3 million, offset bymcash activities of $6.8 million, and the
use of $0.6 million in cash for operating asset$ labilities. Net cash used in operating actigtéecreased in the six-month period ended
July 2, 2006, compared to the snenth period ended July 3, 2005, primarily as altex decreased purchases of inventory and agili®n
decrease in our net loss, partially offset by aas#d to reduce accounts payable, accrued expem$esteer liabilities, and increased
collection of accounts receivable.

Net cash used in investing activities for the siarth periods ended July 2, 2006 and July 3, 20@%imsarily attributable to the
purchase of marketable securities and the acarisiti fixed assets, offset by the sales and maaritf marketable securities. Net cash used
in investing activities decreased in the six-mgm¢hiod ended July 2, 2006, compared to the six-mpatiod ended July 3, 2005, primarily as
a result of decreased purchases of marketableisesur

Net cash used in financing activities for the sigath period ended July 2, 2006 was attributabkéaepayment of debt obligations,
offset by proceeds received from the exercise gfleyee stock options and purchases under our emelsiock purchase plan. Net cash
provided by financing activities for the simenth period ended July 3, 2005 was attributab&2& 0 million of net proceeds received from
sale of 10.0 million shares of our common stockhagarovided from exercises of employee stock optenmd purchases under our employee
stock purchase plan, and borrowings under our vévgpbank line of credit, partially offset by paynis on our debt obligations.

25



Table of Contents

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

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 expensespaarhead and fixed costs. Any
projections of our future cash needs and cash fln@subject to substantial uncertainty for theswoea discussed in the sections entitl&isk
Factors” in Part Il, Item 1A of this quarterly report afrt I, Item 1A of our annual report on Form 10eK the year ended January 1, 2006.

In March 2006, we entered into an amended andtegstaan and security agreement with our existiaigkb This agreement includes a
revolving line of credit allowing for borrowings of to $7.5 million, which accrue interest at thieng rate. The revolving line of credit has a
maturity date of one year from the date of advambe. agreement allows for the conversion of up2® $nillion of the outstanding balance
into a term loan within 60 days of maturity. No amts had been borrowed on the line of credit akibf 2, 2006.

As of July 2, 2006, we did not have any future mat@oncancelable commitments to purchase goodsmices.

We believe that our cash and marketable secudtidsand plus our sources of cash will be sufficterfund our operations and
anticipated capital expenditures until we beginegating positive operating cash flow. However, prgjections about our future cash needs
and cash flows are subject to substantial uncaytadts a result, we may need to raise additionahie®to fund our operating activities or for
strategic flexibility (if, for example, we pursuediness or technology acquisitions or decide ttdaunew distribution center) or if our
expectations regarding our operations and antiethbehpital expenditures change. We have in thegmabstvill continue to assess opportun
for raising additional funds by selling equity, @gtrelated or debt securities, obtaining additiocradit facilities or obtaining other means of
financing for strategic reasons or to further ggten our financial position. We cannot be certhat additional financing will be available to
us on acceptable terms when required, or at althEtmore, if we were to raise additional fundotigh the issuance of securities, such
securities may have rights, preferences or priesiegenior to those of the rights of our commonkséo our stockholders may experience
additional dilution.

Management Outlook

For the third quarter of fiscal year 2006, we argéting net sales in the range of $100.0 millm$102.0 million and a net loss in the
range of $3.5 million to $4.2 million. For the fykear of fiscal 2006, we are targeting net salgbérange of $415.0 million to $420.0 million
and a net loss in the range of $13.0 million to.$Million.

ltem 3. Quantitative and Qualitative Disclosures About MarkRisk

We have assessed our vulnerability to certain mai$les, including interest rate risk associatethwmarketable securities, accounts
receivable, accounts payable, capital lease olbiggtand cash and cash equivalents. Due to thé-tenm nature of these investments anc
investment policies and procedures, we have detedrthat the risk associated with interest ratetdiations related to these financial
instruments is not material to us.

We have interest rate exposure arising from owrfing facilities, which have variable rates. Theséable interest rates are affected
by changes in short-term interest rates. We maoagterest rate exposure by maintaining a cordimey debt-to-equity ratio. We believe
that the effect, if any, of reasonably possiblersiean changes in interest rates on our finanaiaitfon, results of operations and cash flows
will not be material. Our financing facilities exg@net earnings to changes in short-term inteagss because interest rates on the underlying
obligations are variable. Borrowings outstandingerthe variable interestearing financing facilities totaled $1.9 milliohJuly 2, 2006, an
the interest rate attributable to this outstandiaance was 8.75% as of July 2, 2006. A changetiearnings resulting from a hypothetical
10% increase or decrease in interest rates wouldenmaterial.

We have investment risk exposure arising from nuestments in marketable securities. As of JuB®6, we had $23.8 million of
securities classified as “marketable securitiese’ Mgularly review the carrying value of our invaents and identify and record losses when
events and circumstances indicate that declindsiair value of such assets below our accouriaxjs are other-than-temporary.
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Item 4. Controls and Procedure

We have performed an evaluation under the supervisnd with the participation of our managemerdiuiding 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, cdued that, as of July 2, 2006, our disclosure mdsand procedures were effective in
ensuring that all material information requirecbtodisclosed in reports filed or submitted by udarnthe Exchange Act is made known to
them in a timely fashion.

During the quarter ended July 2, 2006, there werehanges in our internal controls over finanagglarting 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 consolidated financial statemé@msmmitments and Contingencies—Legal Proceedinggluded in Part I, Item 1
of this quarterly report, for a discussion of thaterial legal proceedings to which we are a party.

ltem 1A. Risk Factors

The risk factor disclosure included under Item ¥Aar Annual Report on Form 10-K for the fiscal yead January 1, 2006, filed with
the Securities and Exchange Commission on MarcaQd% (the “Form 10-K”) has not materially changdker than as set forth below.

We have a history of generating significant losseasd may never be profitable.

We have incurred net losses of $744.8 million tgioduly 2, 2006. To date, we have not become piét and we may never achieve
profitability. We expect to continue to incur nesses for at least the next year, and possiblyelorfs a result, our stock price may decline
and investors may lose all or a part of their itwesnt in our common stock.

The information above updates and should be readnjunction with the discussion of our risk fasteontained in Item 1A of the Fo
10-K.

ltem 2. Unregistered Sales of Equity Securities and UséPobceeds
None.

Item 3. Defaults Upon Senior Securitie!
None.

ltem 4. Submission of Matters to a Vote of Security Holde
Our annual meeting of stockholders was held on Ju2€06. The following matters were voted upothatmeeting:

Proposal 1: The following directors were elected:

Votes

Nominee Votes For Withheld

Melinda French Gate 85,220,67 668,77!
Dawn G. Lepore 85,764,28 125,16¢
Dan Levitan 80,287,50 5,601,94
G. Charles Roy, 3r 85,668,04 221,40¢
William D. Savoy 85,694,94 194,50!
Gregory S. Stange 85,697,32 192,12:

Proposal 2: The ratification of the appointmenEafist & Young LLP to serve as our independent tegésl public accounting firm for
fiscal year 2006 was approved, with 85,785,913 v fite, 63,849 against and 39,689 abstentions.

Item 5. Other Information.
None.
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Item 6. Exhibits
(a) 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 Preferreac®tof 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.comdated January 7, 2005 (incorporated by referen&xiibit 3.2 to
drugstore.com in’s Annual Report on Form -K for the Fiscal Year Ended January 1, 2006 (SHE R0. 00(-26137)).

10.1 Separation Agreement and Release dated June 2p80i&d between drugstore.com, inc. and Christoblaeiser (incorporated
by reference to Exhibit 10.1 to drugstore.com m€urrent Report on Form 8-K filed on June 5, 2(®BC File No. 000-
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 Sarba-Oxley Act of 2002

31.2 Certification of Robert A. Barton, Vice Preside@tief Financial Officer and Treasurer of drugstooen, inc., pursuant to
Section 302 of the Sarbal-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 adopted pursuargt¢td® 906 of the Sarbar-Oxley Act of 2002

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

U.S.C. Section 1350, as adopted pursuant to Seefi6rof the Sarban-Oxley Act of 2002
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SIGNATURES

Pursuant to the requirements of the Securities &xgl 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
Treasurer (Principal Financial Officer

Date: August 9, 2006
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Exhibit 31.1

CERTIFICATIONS

I, Dawn G. Lepore, 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 repo

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, amgdtfe periods presented in this rep

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&)1%nd internal control over financial reportirag defined in Exchange Act Rules
13e&15(f) and 15-15(f)) for the registrant and hav

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

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

c) Evaluated the effectiveness of the registratisslosure controls and procedures and presentiisineport our conclusions about
the effectiveness of the disclosure controls adgatures, 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 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 antddve disclosed, based on our most recent evaluatimernal control over financial
reporting, to the registrée’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 cortver financial reporting which are
reasonably likely to adversely affect the regid’s ability to record, process, summarize and refptahcial information; an

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

August 9, 2006

/s Dawn G. Lepor
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 repo

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, amgdtfe periods presented in this rep

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&)1%nd internal control over financial reportirag defined in Exchange Act Rules
13e&15(f) and 15-15(f)) for the registrant and hav

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

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

c) Evaluated the effectiveness of the registratisslosure controls and procedures and presentiisineport our conclusions about
the effectiveness of the disclosure controls adgatures, 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 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 antddve disclosed, based on our most recent evaluatimernal control over financial
reporting, to the registrée’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 cortver financial reporting which are
reasonably likely to adversely affect the regid’s ability to record, process, summarize and refptahcial information; an

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

August 9, 2006

/s/ Robert A. Bartol
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 endindy 2, 2006, 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, pursuant@dLS.C. § 1350, as adopted pursuant to §906 db#inbanes-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
President, Chief Executive Officer and
Chairman of the Boar

August 9, 2006

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



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 endindy 2, 2006, as filed with the
Securities and Exchange Commission on the date@h@he “Report”),l, Robert A. Barton, Vice President, and Chief Iaicial Officer, of the
Company, certify, pursuant to 18 U.S.C. § 135Gdapted pursuant to 8906 of the Sarbanes-Oxleyp#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/ Robert A. Bartol
Vice President, Chief Financial Officer
and Treasure

August 9, 2006

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



