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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 October 1, 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 of (IRS Employer
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 November 3, 2006, the registrant had 94,(BPghares 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 Nine Months Ended
October 1, October 2, October 1, October 2,
2006 2005 2006 2005
Net sales $ 100,63« $ 96,59 $ 307,17 $ 293,06:
Costs and expense
Cost of sale: 79,01: 77,41¢ 240,84t 233,79:
Fulfillment and order processit 9,97¢ 9,77¢ 30,39¢ 29,42t
Marketing and sale 6,517 8,80z 21,81¢ 22,80:
Technology and conte! 4,04¢ 3,26: 11,99: 9,22¢
General and administratiy 3,591 4,08t 11,91( 12,82¢
Amortization of intangible asse 531 745 1,592 2,29¢
Total costs and expens 103,67t 104,08t 318,55( 310,37
Operating los! (3,042 (7,492 (11,377 (17,310
Interest income, ne 44¢ 384 1,292 902
Net loss $ (2,597%) $ (7,109%) $ (10,079 $ (16,40))
Basic and diluted net loss per sh $ (0.03) $ (0.08) % (0.1)) % (0.1¢)
Weighted average shares outstanding used to corbpsie and dilute
net loss per sha 93,488,25 92,641,95 93,198,03 90,119,31

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

CONSOLIDATED BALANCE SHEETS
(in thousands, except share data)

October 1, January 1,
2006 2006
Assets (Unaudited)
Current asset:
Cash and cash equivalel $ 13,49 $ 20,29
Marketable securitie 27,14t 26,17:
Accounts receivable, net of allowanc 35,51( 34,21
Inventories 21,95¢ 23,46¢
Prepaid marketing expens 2,29( 2,38
Other current asse 2,06¢ 2,58t
Total current asse 102,46: 109,11
Fixed assets, ni 17,08¢ 15,83¢
Other intangible assets, r 5,84¢ 7,421
Goodwill 32,20: 32,20:
Prepaid marketing expenses and o 4,38¢ 5,98(
Total asset $ 161,98. $ 170,56:
Liabilities and Stockholders’ Equity
Current liabilities:
Accounts payabl $ 53,92 $ 58,171
Accrued compensatic 4,33: 3,42¢
Accrued marketing expens 2,921 3,38¢
Other current liabilitie: 1,32¢ 1,751
Current portion of lon-term debt obligation 2,90¢ 2,02¢
Total current liabilities 65,40¢ 68,76¢
Long-term debt obligations, less current port 1,32 2,68¢
Deferred income taxe 94t 94t
Other lon¢-term liabilities 1,682 1,891
Commitments and contingenci
Stockholder' equity:
Preferred stock, $.0001 par value, 10,000,000 staarthorized, no shares issued and outstat — —
Common stock, $.0001 par value, stated at amowidsip: 250,000,000 shares authorized, 93,688,407 a
92,904,652 shares issued and outstan 840,00: 833,58
Accumulated other comprehensive income (li 14 (3)
Accumulated defici (747,399 (737,31)
Total stockholder equity 92,62: 96,27.
Total liabilities and stockholde’ equity $161,98: $170,56:

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

CONSOLIDATED STATEMENTS OF CASH FLOWS

(in thousands)
(unaudited)

Operating Activities:
Net loss

Adjustments to reconcile net loss to net cash piexviby (used in) operating activitie

Depreciatior
Amortization of marketing and sales agreem:
Amortization of intangible asse
Stocl-based compensatic
Other
Changes in
Accounts receivabl
Inventories
Prepaid marketing expenses and other current ¢
Accounts payable, accrued expenses, and othelitlesh
Net cash provided by (used in) operating activi
Investing Activities:
Purchases of marketable securi
Sales and maturities of marketable secur
Purchases of fixed asst
Net cash provided by (used in) investing activi
Financing Activities:
Proceeds from exercise of stock options and emplsyeck purchase pl:
Proceeds from private placement financing, nessfiance cos
Proceeds from line of crec
Principal payments on capital lease and term |ddigations
Net cash provided by financing activiti

Net (decrease) increase in cash and cash equis
Cash and cash equivalents at beginning of p¢

Cash and cash equivalents at end of pe

Supplemental Cash Flow Information:
Equipment acquired in capital lease agreem

Cash paid during the period for inter

Three Months Ended

Nine Months Ended

October 1,

October 2, October October 2,

2006 2005 1, 2006 2005
$(2,599 $(7,109 $(10,079) $(16,40)
1,49¢ 1,16& 4,50( 3,871
572 57:¢ 1,71 1,71¢
531 74E 1,592 2,29¢
1,76( 37¢ 5,01¢ 1,631
12 — 24 10C
1,47¢ 51€ (1,296 2,531
(1,800 (492) 1,517 (1,089
124 (729) 48¢ (1,035
33€ (3,049 (4,459 (4,206
1,91: (7,995 (979) (10,576
(5,12F (3,099 (18,03) (36,57
1,77¢ 9,55( 17,07t 24,87¢
(1,98) (2,256 (5544 (5,179
(5,33)  4,20C (6,500 (16,874
78C 89¢ 1,39 1,997
— — — 25,96!
1,00( — 1,00( 1,00(
(781) (489 (1,71 (1,199
99¢ 4132 68( 27,76¢
(2,420 (3,387 (6,799 312
15,917 19,18¢ 20,29: 15,49:
$13,49: $15,80¢ $13,49: $ 15,80«
$ 23t $ 506 $ 23 $ 50¢
$ 86 59 $ 282 $ 17¢

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

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(unaudited)

1. Description of the Business

drugstore.com, inc. is a leading online providehedlth, beauty, vision and pharmacy products. Y& bealth, beauty, sexual well-
being, household and other non-prescription predact prescription medications through our weladitevw.drugstore.comiVe also offer
prestige beauty products through our website Iacate/ww.beauty.corfwhich is also accessible through the drugstore weiosite); contact
lenses through our wholly-owned subsidiary Inteorat! Vision Direct Corp. and its subsidiaries,leclively referred to as Vision Direct,
through websites located atvw.visiondirect.comwww.lensmart.cormndwww.lensquest.cofvhich are also accessible through the
drugstore.com website); and customized nutritieug@iplement programs through our wholly owned sudsidCustom Nutrition Services,
Inc. (CNS). Our products are also available tadlefby telephone at 1-800-DRUGSTORE and 1-800-VISXIECT. Under the terms of an
agreement with Rite Aid Corporation (Rite Aid), tarsers are also able to order refill prescriptiftorgpickup 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 Consolidaih

The accompanying consolidated financial statemieste been prepared in conformity with U.S. gengiadicepted accounting
principles (GAAP) and the rules and regulationghef Securities and Exchange Commission (SEC). Témssolidated 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 adjushtse consisting of normal recurring adjustments acctuals, necessary for a fair present:
of the consolidated balance sheets, statementsenhtions, and statements of cash flows for thimgeipresented. 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 omittegtcordance with the rules and regulations of3R€. These consolidated financial
statements should be read in conjunction with tiiitad consolidated financial statements and acamyipg notes included in our annual
report on Form 10-K for the fiscal year ended Jaynda2006.

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

We operate using a 52/53-week retail calendar yei#ir,each of the fiscal quarters in a 52-weekdis@ar representing a 13-week
period. Fiscal 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 arititiesbat the date of the financial
statements. These estimates include, but aremitéd to, revenue recognition, inventories, gootarild intangible assets, stock-based
compensation, and commitments and contingencigsiahesults could differ from our estimates, amelse estimates could be material.

Recent Accounting Pronouncements

In September 2006, the Financial Accounting StashsiBoard (FASB) issued Statement of Financial Aatiog Standards No. 157,
Fair Value Measuremen(FAS 157). FAS 157 defines fair value, establishémmework for measuring fair value under GAAR] axpands
disclosures about fair value measurements. FASetfphasizes that fair value is a market-based mea&nt, not an entity-specific
measurement, and states that a fair value measotasmeuld be determined based on the assumptiahsidrket participants would use in
pricing the asset or liability. FAS 157 will becorafective for fiscal years beginning after Novemb®, 2007, and interim periods within
those fiscal years. We are currently evaluatingrtifgact of adopting FAS 157 on our consolidatedifitial statements, but do not expect it to
have a material impact on our consolidated findrste&tements.
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In September 2006, the SEC issued Staff AccourBinfetin No. 108, Considering the Effects of Prior Year Misstatemevtien
Quantifying Misstatements in Current Year Finan@htementéSAB 108), which provides interpretive guidancetioa consideration of the
effects of prior year misstatements in quantify@ugrent year misstatements for the purpose of aniadity assessment. SAB 108 is effective
as of the end of our 2006 fiscal year (DecembefB06) and allows a ortgne transitional cumulative effect adjustment &ginning retaine
earnings as of January 1, 2006 for errors that wetg@reviously deemed material, but are matenaleu the guidance in SAB 108. We are
currently evaluating the impact of adopting SAB T®Bour consolidated financial statements, buta@lcexpect it to have a material impact
our consolidated financial statements.

In June 2006, the FASB issued Financial AccounBtandards Interpretation No. 48;counting for Uncertainty in Income Taxes — an
interpretation of FASB Statement No. 109 (FAS 1B 48). This interpretation prescribes a recognition thodland measurement
attribute for tax positions taken or expected tddben in a tax return. This interpretation alsovies guidance on de-recognition,
classification, interest and penalties, accounitinigterim periods, disclosure and transition. Bvaluation of a tax position in accordance
with this interpretation is a two-step processthia first step, recognition, we will determine witit is more likely than not that a tax
position will be sustained upon examination, inahgdresolution of any related appeals or litigatmocesses, based on the technical meri
the position. The second step, measurement, a@dress positions that meet the more-likely-thanaritéria. The tax position is measured at
the largest amount of the benefit that is more Bi@apercent likely to be realized upon ultimatalsetent. Differences between tax positions
taken in a tax return and amounts recognized ifitla@cial statements will generally result in:ag)increase in a liability for income taxes
payable or a reduction of an income tax refundivatxe; b) a reduction in a deferred tax asseindnarease in a deferred tax liability; or c)
both a and b. Tax positions that previously fattedheet the more-likely-than-not recognition th@shwill be recognized in the first
subsequent financial reporting period in which tha¢shold is met. Previously recognized tax posgithat no longer meet the more-likely-
than-not recognition threshold will be de-recogdia®the first subsequent financial reporting péifio which that threshold is no longer met.
Use of a valuation allowance as described in FASidMot an appropriate substitute for the de-raitmm of a tax position. The requirement
to assess the need for a valuation allowance flergel tax assets based on sufficiency of futuxatike income is unchanged in this
interpretation. FIN 48 is effective for fiscal yedreginning after December 15, 2006. We are cuyremtluating the impact of adopting FIN
48 on our consolidated financial statements, but@ieexpect it to have a material impact on oursetidated financial statements.

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 purchiseare 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 peiiradisated:

Three Months Ended Nine Months Ended
October 1, October 2, October 1, October 2,
2006 2005 2006 2005
(in thousands, except share and (in thousands, except share and
per share data) per share data)
Numerator:
Net loss $ (2599 $ (7,109 $ (10,079 $  (16,40)
Denominator:
Weighted average shares outstanding used in cotigrut#
basic and diluted net loss per sh 93,488,25 92,641,95 93,198,03 90,119,31
Basic and diluted net loss per sh $ (0.09) $ (0.0¢) $ (0.1)) $ (0.1¢)

At October 1, 2006 and October 2, 2005, there L&852,878 and 16,092,273 shares, respectivelyjgrafnon stock subject to
outstanding stock options and 615,000 shares ofrmmmstock subject to warrants in each period treevexcluded from the computation of
diluted net loss per share as their effect waslduiive. If we had reported net income, the cadtion of these per share amounts would have
included the dilutive effect of these common stegkiivalents using the treasury stock method.
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5. Stock-Based Compensatiot
Stoclk-Based Benefit Plans

1998 Stock Plan Under the terms of our 1998 Stock Plan, as ant (@98 Stock Plan), our board of directors maygiacentive and
nonqualified stock options to employees, officéisgectors, agents, consultants and independentamdats of drugstore.com. Options under
this plan generally vest as follows: 20% of therebarest during the first six months and the reingiB80% vest quarterly over the subseqt
42 months. Option grants generally have exercimepequal to the fair market value of the comntookson the date of grant and expire ten
years from the date of grant. Our board of directas delegated to the stock option subcommittéieeocdompensation committee of the b
and our chief executive officer the authority tamroptions to certain recipients within their resfive board-approved guidelines.

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 purghraseequal 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, which periods end in January andafudach year. During the nine-month
period ended October 1, 2006, employees purchd@2@83 shares of our common stock under the 19%9PES exchange for approximately
$266,000, and during the nine-month period endadtigc 2, 2005, employees purchased 127,952 shicesnonon stock under the 1999
ESPP in exchange for approximately $294,000.

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®RBB 25), and related Interpretations, as
permitted by FASB Statement No. 12Z&;counting for Stock-based CompensafieAS 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 thasstisihs where the exercise price of an option wa®t than the fair value for financial
reporting purposes of the underlying common statkhe date of grant. Deferred stock-based compiensiaitaling $2.0 million, which was
being amortized over the vesting period of the ulydey options using the multiple-option approaelas reversed against stockholders’
equity on January 2, 2006 upon adoption of FASBe&tant No. 123 (revised 2008hare-Based PaymefRAS 123R).

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 awardeeg to vest. Under the modified-prospective-itammsmethod, compensation cost
recognized in 2006 includes: (a) compensation fosdll 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 shareébpagments 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-transititethod, results for the three- and nine-monthogisrended October 2, 2005 have not
been restated to reflect, and do not include,ritipact of FAS 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 threeniareémonth periods ended October 1,
2006 and October 2, 2005:

Three Months Ended Nine Months Ended
October 1
October 1 October 2, October 2,
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 4.7% 4.C% 4,4% 3.9%
Expected dividen: 0% 0% 0% 0%
Weighte-average fair valu $ 2.1t $ 2.0¢ $ 211 $ 1.67
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Our computation of expected volatility for the thr@and nine-month periods ended October 1, 20B6dsed on our historical volatility,
adjusted for changes in capital structure and catpachanges, information available that may irdiature volatility, and observable mean
reversion tendencies of historical volatility. Rrio 2006, our computation of expected volatilitgsabased on our historical volatility. Our
expected life in 2006 was calculated using the Bfirag method outlined by SEC Staff Accounting Bailh No. 107 Share-Based Payment
(SAB 107). Under this method, our expected terexjisal to the sum of the weighted average vestimy pdus the original contractual term
divided by two, which results in a six-year expéddierm. Prior to 2006, our computation of expedifedvas based on vesting schedules and
historical experience of options exercised. We lthseisk-free interest rate on the implied yieldrently available on U.S. Treasury zero-
coupon issues with an equivalent remaining termekl&/tthe expected terms of our stock-based awardstmrrespond with the terms for
which interest rates are quoted, we average thiedseto determine the rate from the available taraturities. A dividend yield of 0% was
considered appropriate as we have not issued andtdmticipate issuing any dividends in the ne#ure. When estimating forfeitures, we
considered historical voluntary termination behawoaddition to analyzing actual option forfeitarén conjunction with this analysis, we
identified distinct subgroups: non-management egg®s, management employees, our chief executii@egfboard members, and other
non-employees. An estimated forfeiture rate of apipnately 30% is applied to non-management and gemant employee subgroups based
on the historical termination behavior of thosegolips. A forfeiture rate of 0% is applied to ohiet executive officer, board members, and
non-employees. Prior to the adoption of FAS 1238 recognized the impact of forfeitures when theguoed.

Stock Compensation Expen:

We recognized stock-based compensation under FAR fdaling $1.8 million and $5.0 million for thieree- and nine-month periods
ended October 1, 2006. As required by FAS 123R agement made an estimate of expected forfeiturgsvarare recognizing compensal
costs only for those equity awards expected to VRrgdr to January 2, 2006, we recognized stoclett@®mpensation under the provisions of
APB 25 and FAS 123 for options granted with exergsces below market value on the date of grgttpos and warrants issued to non-
employees for services, and modifications to existiption grants. As a result of adopting FAS 128Rlanuary 2, 2006, our net loss for the
three- and nine-month periods ended October 1, #@f6ased by $1.5 million and $4.3 million, and oat loss per share increased by $0.02
and $0.05. This includes $300,000 and $686,000ocksbased compensation for the three- and ninetimoeriods ended October 1, 2006
that would have been recognized if we had contirtaextcount for stockased compensation under previous methods. Contpemsapens
under the previous methods, which included expesis¢ed to option modifications, non-employee amiand options granted with exercise
prices below fair value, totaled $378,000 and $iiléon, for the three- and nine-month periods eh@=tober 2, 2005.

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

Three Months Ended Nine Months Ended
October 1.

October 1. October 2, October 2,

2006 2005 2006 2005
Fulfillment and order processit $ 264 $ 2 $ 63¢ $ 2
Marketing and sale 244 — 82t 15¢
Technology and contel 312 — 84¢€ 5
General and administrati 94( 37¢ 2,70¢ 1,46~
Total $ 1,76( $ 37¢ $ 5,01¢ $ 1,631

As of October 1, 2006, the total future compensatiost related to unvested options granted to eyep®under our 1998 Stock Plan
totaled $8.5 million, net of estimated forfeituafsapproximately $5.4 million. This cost will be antized on a straight-line basis over a
weighted-average period of 2.6 years and will jasidd for subsequent changes in estimated forésitu
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Stock Option Activity

The following table summarizes activity under 0@8& Stock Plan:

Weighted- Weighted-
Number of Average Average Aggregate
Shares Subject t Exercise Remaining Intrinsic
Price per Contractual Value
Options Share Term (in thousands’
Outstanding at January 1, 20 15,764,52 $ 3.8
Options granted (1 2,124,71! $ 2.97
Options exercise (54,819 $ 2.1¢
Options forfeitec (514,72) $ 3.8t
Outstanding at April 2, 200 17,319,70 $ 3.7¢ 8.01
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
Options grante 493,50( $ 3.0C
Options exercise (415,91, $ 1.57
Options forfeitec (380,29) $ 3.6¢
Outstanding at October 1, 20 17,052,87 $ 3.7¢ 7.71 $ 10,01«
Vested and expected to vest at October 1, . 13,432,51 $ 3.9t 7.4€ $ 8,22t
Exercisable at October 1, 20 7,951,31 $ 4.5€ 6.67 $ 551¢

(1) Includes option grants in connection with our ariranaployee stock option gran

The aggregate intrinsic value is calculated aglifierence between the exercise price of the ugteylawards and the market price of
our common stock for the 13.3 million shares sulfieoptions that were in-th@oney at October 1, 2006 (i.e., with an exerciseepof $3.4£

or less).

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 Nine Months
Ended Ended
QOctober 2, 200! QOctober 2, 200!
Net loss, as reporte $ (7,10¢) $ (16,40)
Add: Stocl-based compensation, as repol 37¢ 1,631
Deduct: Total stock-based compensation determiseujuhe fair value method unde
FAS 123 for all award (2,560) (7,04
Pro forma net los $ 9,29() $ (21,829

Basic and diluted net loss per sh- as reportes $ 0.0¢) $ 0.1¢)
Basic and diluted net loss per sh- pro forma $ (0.10 $ (0.29

Pro-forma disclosure for the three- and nine-mgmttiods ended October 1, 2006 is not presentedibecdock-based payments were
accounted for under FAS 123R’s fair-value methodnduthose periods.

6. Line of Credit and Debt

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. As@€tober 1, 2006, borrowings under the line of drastaled $1.0 million.

8
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In July 2006, we entered into an agreement to finaquipment in our distribution center under a-cancelable capital lease. The le
will be paid monthly over 36 months and accruesradt at an initial rate of approximately 8%, thotigis rate may be adjusted at the time of
funding. As of October 1, 2006, no amounts had heeded under the lease agreement.

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 Yonmaming 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, thiek@fgs). The complaints against drugstore.com teen consolidated into a single action
and a Consolidated Amended Complaint, which is timwoperative complaint, was filed on April 19, 200he 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 ffegi@ys in exchange for which customers agreguutchase 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 1334n®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®90 other nearly identical actions and noted th@tdecision 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.

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 cenaaponsibilities, 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 B80ers. To the extent that the underwriter defetsdsettle all of the cases for at least $1
billion, no payment will be required under the is®1 settlement agreement. To the extent that tidemwriter defendants settle for less than
$1 billion, the issuers are required to make updifference. We anticipate that any potential ficiahobligation of drugstore.com to the
plaintiffs pursuant to the terms of the settlemagreement and related agreements will be coverexilying insurance, and we have already
satisfied our deductible. We are currently not an@frany material limitations from our insurancerigas on the expected recovery of any
potential financial obligation to the plaintiffsu®carriers are solvent and we are not aware ofuacgrtainties as to the legal sufficiency o
insurance claim with respect to any recovery 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 finangkdigation 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 prelimirzggroval of the settlement agreement, subjecétminn modifications consistent
with its opinion. These modifications have been endthere is no assurance that the Court will diiaat approval to the settlement. We are
unable to estimate the potential damages that rbiglatwarded if the settlement were not approvedyere found liable, there arose a
material limitation with respect to our insurancxerage, or the amount awarded were to exceedhsurance coverage. Because our liab
if any, cannot be reasonably estimated, no amdwaus been accrued for this matter. An adverse meda this matter could have a material
adverse affect on our financial position and resoftoperations.

State Sales Tax 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 on itsdmghate of sales revenue numbers during thosed=erin December 2002, we received a
revised assessment from the state of New Jerse&0 and 2001 in the amount of $221,626 in taxs penalties in the amount of $11,081
and interest that continues to accrue. We do noéotly collect
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and do not believe that we are required to colest/ Jersey sales tax. In March 2003, we filed greapof the revised assessment with the
Tax Court of New Jersey, based on the fact thastie of New Jersey is pursuing its claim spedlificagainst one of our consolidated
subsidiaries that is not a retailing entity in tht#te. The appeal is pending and trial is schedigieNovember 2006Due to the uncertainty -
the appeal, no amounts have been recorded in toenpanying financial statements with respect tostiles tax alleged to be due. If we are
unsuccessful in our appeal, the state of New Jaersgyexpand its assessment to include other yearghich we did not collect sales tax. No
amounts have been accrued for this matter asathility, if any, cannot be reasonably estimatedwkeleer, the ultimate outcome of this ma
could result in substantial tax liabilities for quaist sales and have a material adverse affeatofinancial position and results of operations.

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

8. Segment Information

We have four reporting segments: over-the-cour@diQ), mail-order pharmacy, local pick-up pharmaayd vision. The OTC segment
is comprised of the sales and related costs ahgedll non-prescription products through our widssi customized nutritional supplement
programs through CNS, and net sales of consignpredicts. Before December 31, 2005, all sales stocnized vitamins through CNS we
recognized on a gross basis, net of promotionabdists, cancellations, rebates and returns alloesar@n December 31, 2005, we entered
into a fulfillment agreement with Weil LifestyleIC (Weil). Under the terms of the new agreementreagnize on a net basis the revenue
associated with the fulfillment of customized viiamsold through Weil. Until November 9, 2005, ©&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 afssahd the related costs of selling pharmaceuticedsigh the drugstore.com website for
mail-order delivery. The local pick-up pharmacysegt is comprised of sales and the related costslliig pharmaceuticals through the
drugstore.com website and the RiteAid.com websit@ick-up at a local Rite Aid store. Our visiorgsgent is comprised of sales and the
related costs of selling contact lenses througlo¥iBirect. We operate and evaluate our businegsisets based on contribution margin
results. We define contribution margin as net sate#butable to a segment, less the direct coliese sales and the incremental (variable)
costs of fulfilling, processing and delivering thegler (labor, packaging supplies, credit card faed,royalty costs that are variable based on
sales volume).
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The information presented below for these segmisnitgormation used by our chief operating decigioaker in evaluating operating
performance.

Three Months Ended Nine Months Ended
October 1, October 2, October 1, October 2,
2006 2005 2006 2005

Ovel-the-Counter (OTC):
Net sales $ 45,60f $41,70. $141,86! $129,34(
Cost of sale: 31,84¢ 30,46: 99,14« 93,96¢
Variable order costs (i 4,48 4,664 13,19« 13,71
Contribution margin (b $ 927t $ 657 $ 29527 $ 21,66¢
Mail-Order Pharmacy:
Net sales $ 17,17¢ $19,24¢ $ 52,88! $ 55,61¢
Cost of sale: 14,83( 16,63¢ 45,64 48,08¢
Variable order costs (i 1,25¢€ 1,707 4,44¢ 5,12
Contribution margin (b $ 1092 $ 90 $ 2,794 $ 2,40:
Local Pick-Up Pharmacy:
Net sales (c $ 25,15( $23,36 $ 74,69: $ 72,29
Cost of sale: 22,40: 20,52: 66,71: 63,70z
Variable order costs ( 1,03¢ 97( 3,06¢ 3,04
Contribution margin (b $ 1,714 $ 1871 $ 4917 $ 554¢€
Vision:
Net sales $ 12,70: $12,28: $ 37,73¢ $ 35,81
Cost of sale: 9,93 9,801 29,34¢ 28,031
Variable order costs ( 60¢ 81F 1,915 2,192
Contribution margin (b $ 2161 $ 1667 $ 647/ $ 5582
Consolidated:
Net sales $100,63: $96,59¢ $307,17¢ $293,06:
Cost of sale: 79,01: 77,41¢ 240,84t 233,79:
Variable order costs (i 7,38( 8,15¢ 22,62 24,07«
Consolidated contribution margin ( $ 14,24: $11,02. $ 43,71 $ 35,19¢
Less:
Fixed fulfillment and order processing | $ 2,621 $ 220 $ 78l $ 7,22t
Marketing and sales (i 6,49t 8,21¢ 21,77« 20,927
Technology and contel 4,04¢ 3,26z 11,99: 9,22¢
General and administrati\ 3,591 4,08t 11,91( 12,82¢
Amortization of intangible asse 531 745 1,592 2,29¢
Operating los: $ (3,04) $(7,499) $(11,37) $(17,310

(&) 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, stasked)compensation and fixed
overhead cost:

(b) Contribution margin represents a measure of Wwelleach segment is contributing to our operatjogls. It is calculated as net sales
less the direct cost of goods sold and the increahévariable) fulfilment and order processing tsosf delivering orders to our
customers and royalty cos

(c) Netsales in our local pi-up pharmacy segment include co-payments totalhg sillion and $5.1 million for the three-monthripels
ended October 1, 2006 and October 2, 2005, respictand $16.6 million and $15.9 million for thaene-month periods ended
October 1, 2006 and October 2, 2005, respecti'

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

(e) These amounts exclude royalty expenses of 822308d $585,000 for the three-month periods endsdi@r 1, 2006 and October 2,
2005, respectively, and $42,000 and $1.9 milliantfie nine-month periods ended October 1, 2006CGttdber 2, 2005, respectively,
that are included in variable cos
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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 endedusay 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 éxfiess, 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 establispiour brand and building a critical mass of custamthe unpredictability of future revenues
and expenses and potential fluctuations in reveandsperating results, risks related to businesthations 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 I, Item 1A of our annual reportframm 10-K for the fiscal year ended January 1, 2@0fbrward-looking statement should
not be relied on as representing our views as yiate other than the date on which we made thensent. We do not intend to update any
forward-looking statement after the date on whighmake it.

Overview

drugstore.com, inc. is a leading online provideheélth, beauty, vision and pharmacy products. @liewe 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@riandwww.lensquest.com

Business Segments; Growth Stratedi®e.operate our business in four business segn@resithe-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 fulfillment agreement with Weil Lifgs, LLC, or Weil. Under
the terms of the new agreement, which replacegmmwious agreement with Weil, we recognize on aasts the revenue
associated with the fulfillment of customized viiamsold through Weil. Until November 9, 2005, @iFC segment also included
product revenues and fulfillment fees received umde wholesale OTC fulfillment agreement with Amazcom, Inc., under which
we acted as a nonexclusive wholesaler and fulfitiipeovider for certain OTC products sold througé Health & Personal Care
store on the Amazon.com website. Effective Noven8h@005, we terminated this agreement. The chanthe terms of our
agreement with Weil, which led us to recognize nexeon a net basis for the substantial majoritgusf2006 CNS revenue, and the
termination of the Amazon.com wholesale OTC agregmmke it more difficult to provide a meaningfdar-over-year
comparison. Accordingly, in this quarterly repavt refer to our “core OTC” net sales, which is a4#@®AAP measure that excludes
from OTC net sales (1) wholesale OTC net sales @ #illion and $5.8 million for the three- and eimonth periods ended
October 2, 2005, and (2) CNS net sales of $0.6anithnd $1.9 million for the three- and nine-mopétiods ended October 1,
2006, and $1.9 million and $5.7 million for theehr and nine-month periods ended October 2, 20@5h&d no wholesale OTC net
sales for the three- and nine-month periods endddb@r 1, 2006. We source our OTC products frorfouarmanufacturers and
distributors. We believe that continued growthhis tsegment will depend on our ability to offer trusers a superior shopping
experience and service, including providing a breeléction of basic necessity items and hard-td-$ipecialty items, which
encourages customers to return to our websitesnake repeat, replenishment, and impulse purchégesvill continue to focus o
improving website conversion, refining our persialon and customer retention efforts for our wieband promotional e-mails,
growing our customer base, both organically andugh strategic partnerships, and maximizing théitatality of each order

12



Table of Contents

* Mail-Order Pharmacy Our mail-order pharmacy segment includes presernigrugs and supplies, other than prescriptiartanct
lenses, sold online or over the telephone throbglvtvw.drugstore.corveb store and delivered to customers through oulr ma
order facility. We procure our prescription invertthrough Rite Aid Corporation as part of our oimgprelationship. We market to
and serve both cash-paying and insurance-covediddnals, 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 maximizing growthour cash prescription business and establishiogdar relationships with
PBMs. We also sell advertising on our pharmacy, sitenonetize its more than one million uniqueteis per month. We expect
that continued growth in this segment will substdlytdepend on our ability to grow prescriptionlwmes through these efforts and
our ability to broaden our source of revenue. Weise that our decision not to participate in tberdmargin Medicare Part D
prescription drug benefit program offered by th&ljovernment will continue to have a negative ichjpa our revenue growth but
a favorable impact on our gross mar

» Local Pick-Up Pharmacy. Our local pick-up pharmacy business segment éiediprescription refills sold online or over the
telephone through theww.drugstore.corveb 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 Alatough its marketing media,
including Rite Aid store receipts, weekly Rite Addvertising circulars and e-mail refill remindeéré¢e anticipate that net sales in the
local pick-up pharmacy segment will not be a sowfogrowth, as we focus the majority of our mankgtefforts on our core OTC
segment

» Vision. The vision segment includes contact lenses sotaigh our wholly owned subsidiary Internationasign Direct Corp. and
its subsidiaries, collectively referred to as VisBirect, through websites locatedwatw.visiondirect.com, www.lensmart.camd
www.lensquest.comWe purchase our contact lens inventory directiynf various manufacturers and other distributors.ddhtinu
to focus on a strategy of balancing customer adqnswith net margin in order to maximize our ptsf rather than focusing
exclusively on growth

Profitability Initiatives. During late 2005 and the first half of 2006, wefprmed 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 policiesoducing weight- and location-
based surcharges for certain customer orders agatiagng lower shipping rates from our primarypging carrier. In addition, we terminat
our low-margin wholesale OTC fulfillment agreemaiith Amazon.com, renegotiated the terms of our Vilgieement, terminated several
unprofitable agreements with third-party prescaptbenefit providers, and decided not to parti@patthe low-margin Medicare Part D
prescription drug program. In the second half d&0ve exited an unprofitable PBM relationship anel making important changes to
expand the number of requested SKUs offered, tmpte our popular prescription price-checker feature to improve overall customer
retention. These profitability initiatives have uéted in improved OTC gross margins, which increlasg 270 basis points, to 30.1%, and t
gross margin, which increased by 140 basis pdint21.6%, for the nine-month period ended Octoh@0D6 as compared to the nine-month
period ended October 2, 2005. These initiative®laso had a positive impact on our contributiomgimadollars, which increased year-over-
year to $43.7 million, or 24%, for the first nin@nths of 2006, primarily as a result of improved@®dontribution margins, which increas
yea-over-year by $7.9 million, or 36%, for the firaha months of 2006. Although these profitabilitytietives resulted in a loss of revenue
(albeit revenue primarily from unprofitable busiggsve continued to achieve year-over-year revgmaeth, primarily in our OTC segment,
with OTC net sales increasing by $12.5 million 1686, and core OTC net sales increasing by $22libmilbr 19%, for the first nine months
of 2006 compared to the same period in 2005.

RevenuesWe generate revenue primarily from product sate$ shipping fees. For the three-month period e@igdber 1, 2006, we
reported consolidated total net sales of $100.8anjlwhich reflected a $4.0 million, or 4%, incsesover the three-month period ended
October 2, 2005. For the nine-month period endewlége 1, 2006, we reported consolidated total alketssof $307.2 million, which reflected
a $14.1 million, or 5%, increase over the nine-rhgueriod ended October 2, 2005. Our net sales gromas driven by a 4% year-over-year
increase in total order volume for the third quaaie2006, to 1.3 million orders, and a 5% yearfoyear increase in total order volume for
first nine months of 2006, to 4.0 million ordersurGverage net sales per order remained consigtantover-year at $77 for the three- and
nine month periods ended October 1, 2006 comparttketsame periods in 2005. Our revenues bendfiiedgrowth in our OTC segment,
which net sales grew by 9% year-over-year for ki@ tquarter of 2006 and 10% year-over-year forfitst nine months of 2006. Core OTC
net sales (excluding wholesale and CNS) grew by amé19% year-over-year for the three- and ninetmpariods ended October 1, 2006.
Net sales in our vision segment grew -over-year by $0.4 million, or 3%, for the thirdagter of 2006 and $1.9 million, or 5%, for the fiirs
nine months of 2006. Net sales in our local pickphprmacy segment grew year-over-year by $1.8anillor 8%, for the third quarter of
2006 and $2.4 million, or 3%, for the first nine mios of 2006. These increases were partially offget year-over-year decrease in mail-
order pharmacy net sales of $2.1 million, or 1166 te third quarter of 2006 and $2.7 million, & Sor the first nine months of 2006.
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Expenses Our operating expenses, including cost of gootts$, slecreased as a percentage of net sales to fld3bre third quarter of
2006, from 108% in the third quarter of 2005, ardrdased to 104% of net sales for the first ninath®of 2006, from 106% in the first nine
months of 2005. The decrease as a percentage sélestfor the three- and nine-month periods egdber 1, 2006 resulted from a
decrease in our cost of goods sold as a percenfags sales, reflecting both a favorable shifbim product mix and significant improvement
in OTC margins due to the success of our profitigtiiitiatives. Our marketing expenses decreased percentage of net sales for the third
quarter of 2006 and the first nine months of 209@ &esult of the conclusion of our brand campaighe first quarter of 2006 and a decrease
in CNS-related royalty costs. Our general and aditnative expenses also decreased year-over-yeapasentage of net sales for the third
quarter of 2006 and the first nine months of 209@ aesult of cost savings in professional feesadher administrative costs. These decrease:
were partially offset by an increase in technolagy content expenses as a percentage of net satée third quarter of 2006 and the first
nine months of 2006, as a result of increases medéation and stock-based compensation. Durinditstequarter of 2006, we adopted the
provisions of Financial Accounting Standards Bdaratement No. 123 (revised 2008hare-Based Paymenbr FAS 123R, which requires
the recognition of the fair value of stock-basethpensation. As a result, we recognized $1.4 miltind $3.4 million, or 1% of net sales, of
additional stock-based compensation under FAS 123Fe three- and nine-month periods ended Octbp2006 compared to the same
period in 2005.

Net Loss; Cash PositionOur net loss decreased by $4.5 million to $2 lanifor the third quarter of 2006, compared toX$million
for the third quarter of 2005, and decreased b$ #6llion to $10.1 million for the first nine morgtof 2006, compared to $16.4 million for
the first nine months of 2005. We ended the thirdrtgr of 2006 with $40.6 million in cash, cashieglents and marketable securities,
compared to $46.5 million at January 1, 2006 ar@lZ#illion at October 2, 2005. This balance refiebe use in the first nine months of
2006 of $1.0 million to fund operating activiti€t§.5 million for capital expenditures, and $1.7lioil to repay debt obligations, offset by
proceeds of $1.4 million from the exercise of empkstock options and purchases under our empkigek purchase plan and $1.0 million
of borrowings under our line of credit.

Significant Accounting Judgments

The preparation of financial statements in confeymiith GAAP requires estimates and assumptionsaffact the reported amounts of
assets and liabilities, revenues and expensesetatdd disclosures of contingent assets and liegsilin the consolidated financial statements
and accompanying notes. The Securities and Exchaogenission, or SEC, has defined a company’s afiiccounting policies as the ones
that are most important to the portrayal of the pany’s financial condition and results of operasi@md that require the company to make its
most difficult and subjective judgments, often assult of the need to make estimates of mattatsaite inherently uncertain. Based on this
definition, we have identified the significant acoting policies and judgments addressed below. M&elave other key accounting policies
that involve the use of estimates, judgments asdraptions that are significant to understandingresults. Additional information about our
significant accounting policies is included in Ndtef our consolidated financial statements inctutePart | of our annual report on Form
10-K for the fiscal year ended January 1, 2006hddgh we believe that our estimates, assumptiotiguaglyments are reasonable, they are
based on information presently available. Actualifes may differ significantly from these estimatesier different assumptions, judgments
or conditions. In addition, any significant unaigted changes in any of our assumptions could havaterial adverse effect on our
business, financial condition and results of openst

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

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

Revenues from sales of customized vitamins solulin our fulfilment agreement with Weil are recampa 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 Agewt, EITF 99-19, we record revenues generated by\méik agreement in our OTC segment on a net bastause we
act as an agent, based on the fact that we e&rachdollar amount per customer transaction regagdbf 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, rebatasraturns allowances. (Before we entered into the fulfillment agreement with Weil on
December 31, 2005, we also recognized Weil custedmiitamin
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sales on a gross basis, net of promotional disspaancellations, rebates and returns allowanbles.$ales in our OTC segment also include
consignment service fees earned under our agreamitnGeneral Nutrition Corporation, or GNC, andegments with other consignment
vendors, which are also recorded on a net basisuise we do not take title to the inventory anaaloestablish 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 otterdine or by telephone through the drugstore.eeh store or the RiteAid.com
web store (which is powered by the drugstore.corn stere) for pick-up at a Rite Aid store, includiogrpayments received and collected on
our behalf by Rite Aid, are recognized when theauer picks up the product. In these circumstaneegjtilize Rite Aid as our fulfillment
partner. In accordance with EITF 99-19, we recergenues in our local pick-up pharmacy segment @gmoss basis, because we believe we
act as a principal, based on the fact that, amdmey things, we bear both inventory risk and cradil 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 on a percesftéige current purchase, as well as other offeiscdunts, when accepted by our customers,
are treated as a reduction to the sales pricecafetlated transaction and are presented as a oeinain net sales. Rebates are treated as a
reduction to the sales price based on estimatezhption rates. Redemption rates are estimated wsingistorical experience for similar
offers. Historically, our redemption rates have differed materially from our estimates, which adgusted quarterly.

Inventories

We value our inventories at the lower of cost (gdime weighted-average cost method) or the cuastithated market value. We
regularly review inventory quantities on hand adgliat our inventories for shrinkage and slow-moyidgmaged and expired inventory,
which is recorded as the difference between theafabe inventory and the estimated market valaseld on management’s assumptions
about future demand for the products we offer aadket conditions. We use a variety of methods ¢luce the quantity of slow-moving
inventory, including reducing sales prices on oebsgites, negotiating returns to vendors, and lafind inventory through third parties. If ¢
estimates of future product demand or our assum@idout market conditions are inaccurate, we condtbrstate or overstate the provision
required for excess and obsolete inventory. Hisadlyi, inventory reserves have not differed matlyriimom our estimates.

Goodwill and Other Intangible Assets

In accordance with Statement of Financial Accoun@tandards No. 142ccounting for Goodwill and Other Intangiblesr FAS 142,
we do not amortize goodwill but instead test fopa&inment at least annually. We test for 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 comparinddinealue of the applicable reporting unit tocerrying value. Fair value is determined
using either a discounted cash flow methodologymnethodology 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 tireaed fair value.

In accordance with Statement of Financial Accountandards No. 144ccounting for the Impairment or Disposal of Loniged
Assets, or FAS 144, we review the carrying values of aonortized long-lived assets, including definitestivintangible assets, whenever an
indicator of impairment occurs. When facts andwinstances indicate that the carrying values of-loregl assets may be impaired, we
perform an evaluation of recoverability. The 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 camghug of the asset and its fair value, as estidh#ibemugh expected future discounted cash
flows, discounted at a rate of return for an alégrinvestment.
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If our estimates of revenue growth or future cdstv$ prove to be inaccurate, we may have a futapairment of goodwill, other
intangible assets or long-lived assets.

Stock-Based Compensation

Effective January 2, 2006, we adopted the fair@akcognition provisions of FAS 123R using the rfiediprospective-transition
method, which requires measurement of compensatisifor all stock-based awards at fair value @ndhte of grant and recognition of
compensation over the service period for awardeeeg to vest. Under the modified-prospective-itammsmethod, compensation cost
recognized includes: (a) compensation cost fostedre-based payments granted prior to, but notested as of, January 2, 2006, which is
based on the grant date fair value estimated iardeace 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 patgrgranted subsequent to January 2,
2006, which is based on the grant-date fair vatdienated in accordance with the provisions of FRSR, recognized over the requisite
service period of the award on a straighé basis, and (c) compensation cost for shaseedunder 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-traasimethod, results for the three- and nine-momttiqols ended October 2, 2005 have not
been restated to reflect, and do not include,rtipact of FAS 123R. Prior year amounts have bedagsified to conform to the current year
presentation.

We calculate the fair value of our stock optiorsnged to employees using the Black-Scholes optiming model using the single
option award approach. This fair value is then dized on a straight-line basis over the requistteise periods of the awards, which is
generally the vesting period. Our computation gfeoted volatility is based on our historical vdigtj adjusted for changes in capital
structure and corporate changes, information availdnat may indicate future volatility, and obs#sle mean reversion tendencies of
historical volatility. Our computation of expectife is determined using the simplified method metl by SEC Staff Accounting Bulletin
No. 107,Share-Based Paymenbr SAB 107. Under this method, our expected tisregual to the sum of the weighted average ve$tinmg
plus the original contractual term divided by twdiich results in a six-year expected term. We blaseisk-free interest rate on the implied
yield currently available on U.S. Treasury z-coupon issues with an equivalent remaining terrhek the expected terms of our stock-based
awards do not correspond with the terms for whitlrest rates are quoted, we average the periatktéomine the rate from the available
term maturities. A dividend yield of 0% is consiéérappropriate 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-employeesgtimated forfeiture rate of approximately 30%pplied to non-management and
management employee subgroups based on the wemNdealje termination behavior of those subgrougdsri&iture rate of 0% is applied to
our chief executive officer, board members, and-employees. Prior to the adoption of FAS 123R, @@gnized the impact of forfeitures
when they occurred.

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 estimdtex$. 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 financadifion. For a description of our material legadgredings, see Note 7 of our consolidated
financial statement€ommitments and Contingencigacluded in Part |, Item 1 of this quarterly repo
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Results of Operations

Net Sales
Three Months Ended Nine Months Ended
October 2,
October 1, October 1, October 2,
2006 % Change 2005 2006 % Change 2005
(in thousands, except per order data) (in thousands, except per order data)

Total net sale $100,63: 4.2% $96,59¢ $307,17¢ 4.8% $293,06:
Total customer orders shipp 1,30 4.2% 1,25C 3,97¢ 5.C% 3,78¢
Average net sales per orc $ 77 — $ 77 % 77 — $ 77

Net sales includes gross revenues from sales diipt@nd related shipping fees, net of discoundspravision for sales returns, and
other allowances. Net sales also include consighsmmice fees earned from our arrangement with GN&€other consignment vendors,
under which we do not take title to the inventong @annot establish pricing. Consignment servies e recorded on a net basis and
constitute approximately 1% of total net salesanleperiod presented. Included in net sales in 200%ulfillment fees and product revenue
from our wholesale OTC fulfillment agreement witmaAzon.com, which was terminated in November 20080 Acluded in net sales in
2005 and 2006 are sales of customized nutritiamgplements sold through CNS, which effective Decendi, 2005, are now primarily
recorded on a net basis under our fulfillment agre® with Weil. Orders are billed to the custoreeredit card or, in the case of prescript
covered by insurance, the co-payment is billedhéodustomer’s credit card and the remainder optkscription price is billed to insurance.
Sales of pharmaceutical products covered by insgrare recorded as the sum of the amounts recomedhe customer and the third party.
Sales made to Amazon.com under our wholesale OTfilnignt agreement were billed directly to Amazoom and recorded at the gross
amount received from Amazon.com.

Total net sales increased year-over year as a @dsald% increase in order volume for the threexthgeriod ended October 1, 2006
and a 5% increase in order volume for the nine-mpetiod ended October 1, 2006, primarily drivergbgwth in our OTC segment.
Revenues from repeat customers increased yearyeageito 82% for the three-month period ended Octtb2006, compared to 80% for the
three-month period ended October 2, 2005, and &seidt year-over-year to 82% for the nine-month pegitded October 1, 2006, compared
to 79% for the nine-month period ended Octobel0R52

OTC Net Sales

Three Months Ended Nine Months Ended
October 1, October 2,
% October 1, % October 2,
2006 Change 2005 2006 Change 2005
(in thousands, except per order data) (in thousands, except per order data)
OTC net sale $45,60" 9.4% $41,70.  $141,86! 9.7%  $129,34(
Segmented net sales informati
% of total net sales from OT 45.2% 43.2% 46.2% 44.1%
Average net sales per or¢ $ 55 — $ 55 $ 56 — $ 56

Net sales in our OTC segment increased year-oar{ge the three-month period ended October 1, 286@ result of an increase in
order volume. The number of orders in our OTC sadrgeew year-over-year by 9% to 830,000 for thedtljuarter of 2006, compared to
764,000 for the third quarter of 2005. Averagessés per order for the third quarter of 2006 reveciflat at $55 compared to the third
quarter of 2005. Excluding CNS net sales of $55900 the third quarter of 2006 and $1.9 milliom tbe third quarter of 2005, and
wholesale OTC net sales and fulfillment fees ob$tillion for the third quarter of 2005, our cord O net sales increased by 17% year-over-
year to $45.0 million for the thr-month period ended October 1, 2006, compared to4%88lion for the third quarter of 2005. The numioé
orders in our core OTC segment grew year-over-gg&0% to 813,000 for the third quarter of 2006npared to 678,000 for the third
guarter of 2005. Average net sales per order forcote OTC segment decreased to $55 for the thiadtgr of 2006 compared to $57 for the
third quarter of 2005, as a result of our profii@pinitiatives related to shipping, which reducedr average number of units per order, and
our efforts to maintain competitive pricing.
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Net sales in our OTC segment increased year-owariye$12.5 million for the nine-month period end2ctober 1, 2006, as a result of
an increase in order volume. The number of ordemir OTC segment grew year-over-year by 10% toritliton for the
nine-month period ended October 1, 2006, compar@d3t million for the same period in 2005. Average sales per order for the first nine
months of 2006 remained flat at $56 compared tditsenine months of 2005. Excluding CNS net sae$1.9 million for the nine-month
period ended October 1, 2006 and $5.7 million iersame period in 2005, and wholesale OTC net aak$ulfillment fees of $5.8 million
for the nine-month period ended October 2, 2006 cote OTC net sales increased by 19% year-ovartpe®l40.0 million for the nine-
month period ended October 1, 2006, compared t@.8Iillion for the same period in 2005. The numdeorders in our core OTC segment
grew year-over-year by 22% to 2.5 million for theexmonth period ended October 1, 2006, compar@ddmillion for the same period in
2005. Average net sales per order for our core &d@nent decreased to $56 for the first nine manftB906 compared to $58 for the first
nine months of 2005 as a result of our profitapilititiatives related to shipping, which reduced auerage number of units per order, and
efforts to maintain competitive pricing.

The number of customer orders includes new andatepders made through the drugstore.com websitéhenwebsites of our
subsidiaries, orders generated through our fuléimtagreement 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 amaentinued efforts to improve customer retentiod conversion.

Mail-Order Pharmacy Net Sales

Three Months Ended Nine Months Ended
October 1, October 2, October 1, October 2,
% %
2006 Change 2005 2006 Change 2005
(in thousands, except per order data) (in thousands, except per order data)
Mail-order pharmacy net sal $17,17¢ -10.8%  $19,24¢ $52,88: -4.9%  $55,61¢
Segmented net sales informati
% of total net sales from m- order pharmac 17.1% 19.% 17.2% 19.(%
Average net sales per orc $ 17¢ 18.1% $ 14¢ $ 162 1286 $ 14F

Net sales in our mail-order pharmacy segment deetkgear-over-year for the three- and nmimeath periods ended October 1, 2006
result of decreases in order volume, partiallyetffsy increases in average net sales per ordéudied in net sales of our maitder pharmac
segment for the three- and ninenth periods ended October 1, 2006 was a wholesdér to a third party for $2 million, which ina®ed ou
average net sales per order by $21 and $6 fohtee-tand nine-month periods ended October 1, 26G&idition to the wholesale order,
average net sales per order increased in this segrmar-over-year in each period as a result dihged larger proportion of higher-priced
brand-name and specialty drugs, increases in fpésorprices of approximately 5% resulting fronghér pharmaceutical costs, and pricing
adjustments to certain SKUs resulting from oureewof the pricing and profitability of our pharmatieal SKUs. The number of orders in
this segment decreased year-over-year to 98,000 dahreemonth period ended October 1, 2006, compared t@0R%or the same period
2005, and decreased year-over-year to 324,000éanihe-month period ended October 1, 2006, condpar883,000 for the same period in
2005. These decreases reflected decreases in dethnd repeat orders, primarily due to our decssiuot to participate in the low-margin
Medicare Part D prescription drug benefit progréfered by the U.S. government and our decisiorxtbunprofitable partnerships with
PBMs.

Local Pick-up Pharmacy Net Sales

Three Months Ended Nine Months Ended
October 1, October 2, October 1, October 2,
% %
2006 Change 2005 2006 Change 2005
(in thousands, except per order data) (in thousands, except per order data)
Local pick-up pharmacy net sal $25,15( 7.6% $23,36! $74,69. 3.3% $72,29:
Segmented net sales informati
% of total net sales from local p-up pharmac 25.(% 24.2% 24.2% 24.1%
Average net sales per or¢ $ 104 -6.3% $ 111 $ 10€ -1.9% $  10¢

Net sales in our local pick-up pharmacy segmentamed year-over-year for the three- and nine-mpeatinds ended October 1, 2006
as a result of an increase in order volume, prtidfset by decreases in average net sales per.oftie number of orders in this segment
increased year-over-year to 241,000 for the threatimperiod ended October 1, 2006, compared tdR0Xor the same period in 2005, and
increased year-over-year to 703,000 for the ninetmperiod ended October 1, 2006, compared to 668,0
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for the same period in 2005, as a result of in@gas orders from existing customers. The decri#aaeerage net sales per order resulted
primarily from a 5% decline year-over-year in thveimge number of prescriptions filled per order aldwer number of higher-priced brand-
name prescriptions filled compared to lower-prigetheric prescriptions filled. Orders in this segtame driven by Rite Aid through its
marketing media, including Rite Aid store receipteekly Rite Aid advertising circulars and e-maiilt reminders.

Vision Net Sales

Three Months Ended Nine Months Ended
October 1, October 2, October 1, October 2,
% %
2006 Change 2005 2006 Change 2005
(in thousands, except per order data) (in thousands, except per order data)
Vision net sale: $12,70: 3.4% $12,28: $37,73¢ 5.4% $35,81:
Segmented net sales informati
% of total net sales from visic 12.6% 12.7% 12.5% 12.2%
Average net sales per orc $ 92 10.8% $ 83 $ 90 928% $ 82

Net sales in our vision segment increased year-gear in the three- and nine-month periods endddlfc 1, 2006 as a result of an
increase in average net sales per order. The seiaanet sales per order was driven primarilyddlirgy a greater proportion of higher-priced,
newer-technology contact lenses, and to a lessengyrice increases for certain SKUs (none oftWhvere individually material) and an
increase in the average number of items per ofdese increases were partially offset by increaiszbunt and promotional offers. The
number of orders in this segment decreased to @88r0the third quarter of 2006, compared to 149,@0the third quarter of 2005, and
decreased to 421,000 in the first nine months 6626ompared to 435,000 in the first nine month2Qdf5. The decrease in order volume was
a result of a decrease of 23% in orders from nestotoers in the third quarter of 2006 and 15% irfitis€ nine months of 2005, compared to
the same periods in 2005, as a result of increasegbetition and slow, if any, overall growth in tbentact lens market.

Customer Data

Approximately 283,000 new customers placed orderig the third quarter of 2006, increasing ouakaustomer base to
approximately 8.1 million customers since inceptidnders from repeat customers as a percentageabiorders increased year-over-year to
77% for the third quarter of 2006, compared to 18@%e same period in 2005, and increased yearye@r for the first nine months of 2006
to 76% compared to 71% for the same period in 288%, result of an increase in our trailing 12-rhadtive customer base. The year-over-
year increase in orders from repeat customergascantage of total orders in 2006 primarily resdifrom improved customer retention ¢
increased order frequency and, to a lesser extdtects the inclusion of 68,000 and 218,000 whalke© TC orders for the three- and nine-
month periods ended October 2, 2005, compared tders in 2006. OTC wholesale orders and Weilteel@rders (after December 31,
2005) are included in the number of total ordertsdva considered neither repeat nor new ordersdiculating repeat orders as a percentage
of total orders.

Cost of Sales

Three Months Ended Nine Months Ended
October 1 October 2,
% October 1, % October 2,
2006 Change 2005 2006 Change 2005
(% in thousands) ($ in thousands)
Cost of sale: $79,01: 2.1% $77,41¢  $240,84¢ 3.C% $233,79:
Percent of total net sal 78.5% 80.1% 78.4% 79.8%

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

Total cost of sales increased in absolute doltateé three- and nine-month periods ended Octoh200d6, compared to the three- and
nine-month periods ended October 2, 2005, as & fsgrowth in order volume and net sales. Costalés as a percentage of net sales
decreased in both periods year-over-year primasla result of lower net shipping costs we absoqréarger proportion of net sales in our
OTC segment, which is our highest-margin segment,improved margins resulting from our operatiandiatives, including the review of
pricing and profitability of our OTC SKUs.
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Our revenues from shipping charges to customermalgded in net sales and were $3.3 million and. $illion for the three- and
nine-month periods ended October 1, 2006, compar8d.7 million and $7.9 million for the three- anithe-month periods ended October 2,
2005. Outbound shipping costs are included in abstles and were $5.1 million and $15.7 milliontfee three- and nine-month periods
ended October 1, 2006, compared to $5.2 milliongk® 6 million for the three- and nine-month pesi@hded October 2, 2005. As part of
our profitability initiatives, we continue to makeicing adjustments to our shipping policies toueel our net shipping costs. Initiatives we
have implemented include eliminating free 3-dayplmg on orders of $99 or more, adding shippinglsages for shipments to Alaska,
Hawaii, U.S. Territories, and APO/FPO military aglslses, adding a weight-based shipping surchargeders over 20 pounds, and securing
a lower contractual rate from one of our shippiagiers. We expect to continue to subsidize a portif customers’ shipping costs for the
foreseeable future, through free shipping optiass strategy to attract and retain customers.

OTC Cost of Sales

Three Months Ended Nine Months Ended
October 1 October 2, October 1, October 2,
2006 % Change 2005 2006 % Change 2005
($ in thousands) ($ in thousands)
OTC cost of sale $31,84¢ 4.5% $30,46: $99,14¢ 5.5% $93,96¢
Segmented cost of sales informati
OTC cost of sales as a % of OTC net s 69.8% 73.(% 69.%% 72.6%

Cost of sales in our OTC segment increased yearear in absolute dollars in the three- and nirenth periods ended October 1,
2006 as a result of increased order volume. Costlek as a percentage of net sales in this segleergased in both periods year-over-year
primarily as a result of improved margins from operational initiatives, including the review ofgng and profitability of each of our OTC
SKUs, and lower per-order net shipping costs regufrom changes in our shipping policies.

Mail-Order Pharmacy Cost of Sales

Three Months Ended Nine Months Ended
October 1 October 2, October 1, October 2,
2006 % Change 2005 2006 % Change 2005
($ in thousands) ($ in thousands)
Mail-order pharmacy cost of sal $14,83( -10.8% $16,63¢ $45,64: -5.1% $48,08¢
Segmented cost of sales informati
Mail-order pharmacy cost of sales as a % of maikor
pharmacy net sale 86.2% 86.4% 86.2% 86.5%

Cost of sales in our mail-order pharmacy segmecitedesed year-over-year in absolute dollars inliheet and nine-month periods
ended October 1, 2006, as a result of a decreamelén volume. Cost of sales as a percentage afahes in this segment decreased slightly in
both periods year-over-year as a result improvedyms from exiting unprofitable partnerships witB¥s and our review of pricing and
profitability of pharmaceutical SKUs.
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Local Pick-up Pharmacy Cost of Sales

Three Months Ended Nine Months Ended
October 1 October 2, October 1, October 2,
2006 % Change 2005 2006 % Change 2005
($ in thousands) ($ in thousands)
Local pick-up pharmacy cost of sal $22,40: 9.2% $20,52: $66,71: 4.7% $63,70:
Segmented cost of sales informati
Local pick-up cost of sales as a % of local pick-up
pharmacy net sale 89.1% 87.8% 89.2% 88.1%

Cost of sales in our local pick-up pharmacy segnrameased year-over-year in absolute dollarsHerthree-and nine-month periods
ended October 1, 2006, as a result of an increasader volume. Cost of sales as a percentaget&fahes increased in this segment in both
periods year-over-year as a result of lower cot@aeimbursement rates from insurance plans aoctining margins on generic drugs.

Vision Cost of Sales

Three Months Ended Nine Months Ended
October 1 October 2 October 1 October 2,
2006 % Change 2005 2006 % Change 2005
($ in thousands) ($ in thousands)
Vision cost of sale $ 9,93- 1.3% $ 9,801 $29,34¢ 47%  $28,03]
Segmented cost of sales informati
Vision cost of sales as a % of vision net si 78.2% 79.8% 77.€% 78.2%

Cost of sales in our vision segment increased gear-year in absolute dollars for the three- amémonth periods ended October 1,
2006 primarily as a result of a shift in produckro sales of higher cost, neweehnology contact lenses, partially offset by elide in orde
volume. Cost of sales as a percentage of net salks segment decreased year-over-year for tteetand nine-month periods ended
October 1, 2006 as a result of a shift in produist tm higher margin contact lenses, lower per-ogtepping costs, and to a lesser extent,
increased prices on certain SKUs, offset by in@daliscount and promotional offers.

Fulfillment and Order Processing Expenses

Three Months Ended Nine Months Ended
October 1 October 2 October 1 October 2,
2006 % Change 2005 2006 % Change 2005
($ in thousands) ($ in thousands)
Fulfillment and order processing expen $ 9,97¢ 21% $ 9,77« $30,39¢ 3.3%  $29,42¢
Percentage of net sal 9.€% 10.1% 9.€% 10.(%

Fulfillment and order processing expenses inclugepses related to payroll and related expensgsefsonnel engaged in purchasing,
fulfillment, distribution, and customer care adie$ (including warehouse personnel and pharmaeigjaged in prescription verification
activities), distribution center equipment and kg supplies, per-unit fulfilment fees charggdRite Aid for prescriptions ordered
through the drugstore.com website and picked @pRite Aid store, credit card processing fees, lzattidebt expenses. These expenses also
include rent and depreciation related to equipraedtfixtures in our distribution center and calhieg facilities. Variable fulfillment costs
represent the incremental (variable) costs oflfulfj, processing and delivering the order that\eagable based on sales volume.

Fulfillment and order processing expenses for ltiheet-month period ended October 1, 2006 were caeghif $7.4 million of variable
costs and $2.6 million of fixed costs, compare8#d® million of variable costs and $2.2 millionfoded costs for the three-month period
ended October 2, 2005. Variable fulfilment andesrgrocessing expenses decreased year-over-yaheftrird
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quarter of 2006 primarily as a result of a 24% dase in order volume in our mail-order pharmacyrsag and a 20% decrease in per-order
labor and other variable costs in our vision segnafset by a 9% increase in order volume and ar®ease in per-order labor costs in our
OTC segment. Fixed fulfillment and order proces®Rrgenses increased year-over-year for the thiadtguof 2006 primarily as a result of
increased personnel costs of $224,000 and incresiseklbased compensation expense of $261,00Gingsfrom the adoption of FAS 123R,
partially offset by a decrease in depreciation egpe Fulfilment and order processing expensespesantage of net sales decreased slightly
yeal-over-year for the third quarter of 2006 as greatder volumes resulted in improved utilizationoof primary distribution center.

Fulfillment and order processing expenses for the-month period ended October 1, 2006 were comgbrig $22.6 million of variable
costs and $7.8 million of fixed costs, compare®2@.2 million of variable costs and $7.2 millionfifed costs for the nine-month period
ended October 2, 2005. Variable fulfillment andesrdrocessing expenses increased year-ypearfor the first nine months of 2006 primau
as a result of a 10% increase in order volume asiijlat increase in per order labor costs in ouC&Egment, partially offset by 15%
decrease in order volume in our mail-order pharnssgment and a 12% decrease in per-order variabte i our vision segment. Fixed
fulfillment and order processing expenses incregsead-overyear for the first nine months of 2006 primarilyaasesult of increased persor
costs of $668,000 and increased stock-based cormpamexpense of $637,000 resulting from the adoptif FAS 123R, partially offset by a
decrease in depreciation expense of $725,000 $etafully depreciated in 2005. Fulfillment andergrocessing expenses as a percenta
net sales decreased slightly year-over-year fofitbienine months of 2006 as greater order volumasslted in improved utilization of our
primary distribution center.

Marketing and Sales Expenses

Three Months Ended Nine Months Ended
October 1, October 2 October 1, October 2,
%
2006 Change 2005 2006 % Change 2005
(% in thousands) ($ in thousands)

Marketing and sales expenses -4.3

$ 6,517 -26.(% $ 8,80 $21,81¢ % $22,80¢
Percentage of net sal 6.5% 9.1% 7.1% 7.8%

Marketing and sales expenses include advertisidgraarketing expenses, promotional expendituregpagbll and related expenses
personnel engaged in marketing and merchandisitigtaes. Advertising expenses include various atlgig contracts. In addition,
marketing and sales expenses include CNS-relatedties, which were reduced as a result of our fudfiiment agreement with Weil to
$22,000 and $42,000 for the three- and nine-moettods ended October 1, 2006, from $585,000 ar@l illion for the three- and nine-
month periods ended October 2, 2005. Advertisirdy@omotional costs were $4.3 million and $15.2iomil for the three- and nine-month
periods ended October 1, 2006, compared to $6/®mand $17.2 million for the three- and nine-noperiods ended October 2, 2005.

Marketing and sales expenses decreased year-ogebgth in absolute dollars and as a percentagetdafales for the three-month
period ended October 1, 2006 primarily due to aetese of $1.9 million in expenses related to mird online advertising in connection with
our brand awareness campaign, which we conclud#tkifirst quarter of 2006, and a decrease in tgbf $563,000, partially offset by an
increase in stock-based compensation expense df@X%resulting from the adoption of FAS 123R. Maitkg and sales expenses decreased
yeal-over-year both in absolute dollars and as a péagenof net sales for the nine-month period endetdlé2r 1, 2006, primarily due to a
decrease in royalties of $1.9 million and a deaeds$838,000 in brand advertising, partially offeg an increase in stock-based
compensation expense of $666,000 resulting fronadption of FAS 123R, and increased professicres ind other marketing costs.
Marketing and sales dollars per new customer deetkm the third quarter of 2006 to $23, compaoedi3tl, including $7 related to our brand
awareness campaign, in the third quarter of 2008 decreased in the first nine months of 2006 th $#m $26 for the same period in 2005.

Technology and Content Expenses

Three Months Ended Nine Months Ended
October 1, October 2, October 1 October 2,
%
2006 Change 2005 2006 % Change 2005
(% in thousands) ($ in thousands)
Technology and content expen: $ 4,04¢ 24.(% $ 3,26: $11,99: 29.9% $ 9,22¢
Percentage of net sal 4.0% 3.4% 3.£% 3.1%
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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¢tfudmet 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 het f&a the three- and nine-month
periods ended October 1, 2006 resulted primardynfincreases of $436,000 and $1.4 million in deiptem costs resulting from the
acquisition of software and computer equipmenteeldo enhancements to our IT infrastructure, iases of $312,000 and $841,000 in stock-
based compensation expense resulting from the iadopt FAS 123R, and increased operational cosssipport our growth in our IT
infrastructure.

General and Administrative Expenses

Three Months Ended Nine Months Ended
October 1 October 2, October 1, October 2,
2006 % Change 2005 2006 % Change 2005
($ in thousands) (% in thousands)
General and administrative expen $ 3,591 -12.1% $ 4,08t $11,91( -7.1% $12,82¢
Percentage of net sal 3.6% 4.2% 3.8% 4.4%

General and administrative expenses consist obfiand related expenses for executive and admartigeé personnel, corporate facil
expenses, professional service expenses, andg#heral corporate expenses.

The decrease in general and administrative expémdegh absolute dollars and as a percentagetafates for the three- and nine-
month periods ended October 1, 2006 resulted pilyrfaom a decrease in professional fees in 2008 essult of reduced external legal
counsel fees, reduced corporate insurance anty wtilsts, and the absence of one-time expenseséacin 2005 related to legal settlements
and moving expenses related to our relocation ptotporate headquarters, as well as the facoilnafixed corporate administrative costs
were spread over more net sales. These decreasesffeget by increased stock-based compensatioensepresulting from the adoption of
FAS 123R of $564,000 and $1.2 million for the thraed nine-month periods ended October 1, 2006 peped to the same period in 2005.

Amortization of Intangible Assets

Three Months Ended Nine Months Ended
October 1, October 2, October 1, October 2,
2006 % Change 2005 2006 % Change 2005
($ in thousands) ($ in thousands)
Amortization of intangible asse $ 531 -28.1% $ 745 $ 1,597 -30.7%  $ 2,29¢

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

The decrease in amortization expense for the tlaree-nine-month periods ended October 1, 2006, eomdto the three- and nine-
month periods ended October 2, 2005, resulted frertain intangible assets being fully amortize@®95 and 2006.

Interest Income and Expense

Three Months Ended Nine Months Ended
October 1, October 2, October 1, October 2,
2006 % Change 2005 2006 % Change 2005
(% in thousands) ($ in thousands)
Interest income, ne $ 44¢ 16.<% $ 384 $ 1,292 43.1% $ 90¢

Interest income consists of earnings on our casth equivalents and marketable securities, antesttexpense consists primarily of
interest associated with capital lease and deligatiins. Net interest income increased year-oearyor the three- and nine-month periods
ended October 1, 2006 as a result of higher yietdsash, cash equivalents and marketable secusélaaces in the third quarter and first 1
months of 2006 compared to the same periods in,2pite a decrease in our average year-overegslr cash equivalents and marketable
securities balance.
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Income Taxes

There was no provision or benefit for income tafoeghe three- and nineonth periods ended October 1, 2006 and Octol2d(@5 due
to our ongoing operating losses.

Stock-Based Compensation

We recognized stock-based compensation under FAR fdtaling $1.8 million and $5.0 million for thieree- and nine-month periods
ended October 1, 2006. As required by FAS 123R agement made an estimate of expected forfeitunesywa are recognizing
compensation costs only for those equity awardsetep to vest. Prior to January 2, 2006, we re@eghstock-based compensation under the
provisions of APB 25 and FAS 123 for options grantgth exercise prices below market value on the dagrant, options and warrants
issued to non-employees for services, and modificatto existing option grants. As a result of adgpFAS 123R on January 2, 2006, our
net loss for the three- and nine-month periods @é@ieober 1, 2006 increased by $1.5 million an@ $4dillion, and our net loss per share
increased by $0.02 and $0.05, which includes $3@ahd $686,000 of stock-based compensation fahtlee- and nine-month periods
ended October 1, 2006 that would have been recedifizve had continued to account for stdi@sed compensation under previous mett
Compensation expense under previous methods, witlided expense related to option modificatiors)-employee options and options
granted with exercise prices below fair value, laate$378,000 and $1.6 million, for the three- amkermonth periods ended October 2, 2005.
See Note 5 in our consolidated financial statemimctsded in Part I, Item 1 of this quarterly repor

Off-Balance Sheet Transactions
We have not entered into any off-balance sheesagtions.

Liquidity and Capital Resources

We have incurred net losses of $747.4 million sinception. We believe that we may continue to inuet losses for at least the next
year, and possibly longer. From our inception thgfo@ctober 1, 2006, we have financed our operapoinsarily through the sale of equi
securities, including common and preferred sto@dding net cash proceeds of $415.0 million.

Discussion of Cash Flows

The following table provides information regardioigr cash flows for the three- and nine-month periedded October 1, 2006 and
October 2, 2005.

Three Months Ended Nine Months Ended
October 1, October 2, October 1, October 2,
2006 Change 2005 2006 Change 2005
(in thousands) (in thousands)
Cash provided by (used in) operating activi $ 1,912 $9907 $(7,995) $ (979 $ 9,597 $(10,57¢
Cash provided by (used in) investing activit $(5,33) $(9,53) $ 4,20 $(6,500) $10,37¢ $(16,879)
Cash provided by financing activiti $ 99¢ $ 58 $ 41z $ 68C $(27,08) $ 27,761
Net increase (decrease) in cash and cash equis $(420) $ 96z $(3,38) $(6,799 $ (7,119 $ 313

Net cash provided by operating activities for theee-month period ended October 1, 2006 primagflects non-cash activities of $4.4
million, partially offset by a net loss of $2.6 fiah. Net cash used in operating activities for tinee-month period ended October 2, 2005
primarily reflects a net loss of $7.1 million arfg:tuse of $3.7 million in cash for operating asaet$liabilities, partially offset by $2.9 millic
of non-cash activities. Net cash provided by opegadctivities increased in the three-month pesaded October 1, 2006, compared to the
three-month period ended October 2, 2005, primasia result of a $4.5 million decrease in ouldost, a $3.6 million decrease in cash used
for operating assets and liabilities, and a $1/ianiincrease in non-cash activities, primarilpri increased stock-based compensation.
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Net cash used in operating activities for the mmanth period ended October 1, 2006 primarily réflecnet loss of $10.1 million, offset
by non-cash activities of $12.8 million, and the a$ $3.7 million in cash for operating assets katullities. Net cash used in operating
activities for the nine-month period ended Octdhe2005 primarily reflects a net loss of $16.4 ioil| offset by non-cash activities of $9.6
million, and the use of $3.8 million in cash forevating assets and liabilities. Net cash used éraimg activities decreased in the nmenth
period ended October 1, 2006, compared to the mimeth period ended October 2, 2005, primarily essalt of a decrease in our net loss of
$6.3 million, a decrease of $2.6 million in caskdito purchase inventory, and an increase in neh-aetivities of $3.2 million, partially
offset by increased collection of accounts recd&valnd a decrease in prepaid marketing expensesthedcurrent assets.

Net cash used in investing activities for the thmenth period ended October 1, 2006 is primaritsitaitable to the purchase of
marketable securities and the acquisition of fiaedets, offset by the sales and maturities of neslesecurities. Net cash provided by
investing activities for the three-month period etddctober 2, 2005 is primarily attributable toessdnd maturities of marketable securities,
offset by purchases of marketable securities aacdquisition of fixed assets. Net cash used iagting activities increased in the three-
month period ended October 1, 2006, compared tthtiee-month period ended October 2, 2005, primasila result of decreased sales and
maturities of marketable securities.

Net cash used in investing activities for the nin@ath periods ended October 1, 2006 and Octol#d(5 is primarily attributable to t
purchase of marketable securities and the acarigiti fixed assets, offset by the sales and magaritf marketable securities. Net cash used
in investing activities decreased in the nine-m@ehod ended October 1, 2006, compared to themimeth period ended October 2, 2005,
primarily as a result of decreased purchases oketelnle securities.

Net cash provided by financing activities for these-month period ended October 1, 2006 was atfifei to proceeds received from
borrowings under our revolving bank line of creditercises of employee stock options and purchassésr our employee stock purchase
plan, partially offset by the repayment of debtigdiions. Net cash provided by financing activifiesthe three-month period ended
October 2, 2005 was attributable to proceeds redeirom exercises of employee stock options andhases under our employee stock
purchase plan, partially offset by payments ondmit obligations.

Net cash provided by financing activities for theeamonth period ended October 1, 2006 was atalidatto proceeds received from
exercises of employee stock options, purchases undlemployee stock purchase plan and borrowingeuour revolving bank line of
credit, partially offset by the repayment of debligations. Net cash provided by financing actastifor the nine-month period ended
October 2, 2005 was attributable to $26.0 milliémet proceeds received from the sale of 10.0 amilEhares of our common stock, cash
provided from exercises of employee stock optiorts purchases under our employee stock purchaseasidrborrowings under our
revolving bank line of credit, partially offset Ipayments on our debt obligations.

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

Liquidity Sources, Requirements and Contractual @aRequirements and Commitments

Our principal sources of liquidity are our cashsitaquivalents and marketable securities. Histyioaur 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 expensespsaathead and fixed costs. Any
projections of our future cash needs and cash flmesubject to substantial uncertainty for thsoea discussed in the sections entitlédsk
Factors” in Part Il, Item 1A of this quarterly report airt I, Item 1A of our annual report on Form 10eK the year ended January 1, 2006.

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. As@€tober 1, 2006, borrowings under the line of drastaled $1.0 million.

In July 2006, we entered into an agreement to finaquipment in our distribution center under a-cancelable capital lease. The le
will be paid monthly over 36 months and accruesrdt at an initial interest rate of approximagdy, though this rate may be adjusted at the
time of funding. As of October 1, 2006, no amourdd been funded under the lease agreement.

As of October 1, 2006, we did not have any futuegarial noncancelable commitments to purchase gooservices.
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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 on a sustdabhbsis. However, any projections about
our future cash needs and cash flows are subjectitstantial uncertainty. As a result, we may rteagdise additional monies to fund our
operating activities or for strategic flexibilitif,(for example, we pursue business or technolagyussitions or decide to build a new
distribution center) or if our expectations regagdour operations and anticipated capital expergstahange. We have in the past and will
continue to assess opportunities for raising aoidliti funds by selling equity, equity-related or dedcurities, obtaining additional credit
facilities or obtaining other means of financing $trategic reasons or to further strengthen aarftial position. We cannot be certain that
additional financing will be available to us on eptable terms when required, or at all. Furthermibrge were to raise additional funds
through the issuance of securities, such securitgs have rights, preferences or privileges sewithhose of the rights of our common stock
and our stockholders may experience additionatiditu

Management Outlook

For the fourth quarter of fiscal year 2006, wetargeting net sales in the range of $108.0 miltw$110.0 million and a net loss in the
range of $2.9 million to $3.4 million.

Item 3. Quantitative and Qualitative Disclosures About MarkRisk

We have assessed our vulnerability to certain niaies, including interest rate risk and investimésk associated with marketable
securities, accounts receivable, accounts payesjstal lease obligations, and cash and cash dguiga Due to the short-term nature of these
investments and our investment policies and pragejuve have determined that the risk associatddimterest rate fluctuations and other
investment risks related to these financial inseata is not material to us.

We have interest rate exposure arising from owrfoing facilities, which have variable rates. Theséable interest rates are affected
by changes in short-term interest rates. We maaagterest rate exposure by maintaining a corgmer debt-to-equity ratio. We believe
that the effect, if any, of reasonably possiblersieem changes in interest rates on our finanaaitmon, 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 outstandingeurthe variable interest-bearing financing faeisittotaled $2.7 million at October 1, 2006,
and the interest rate attributable to this outdstambalance ranged from 8.25% to 8.75% as of Octdp2006. A change in net earnings
resulting from a hypothetical 10% increase or desedn interest rates would not be material.

We have investment risk exposure arising from ouestments in marketable securities. As of Octdh@006, we had $27.1 million of
securities classified as “marketable securitiesé’ Mgularly review the carrying value of our invaents and identify and record losses when
events and circumstances indicate that declindeifiair value of such assets below our accouriia®gs are other-than-temporary.

Item 4. Controls and Procedure

We have performed an evaluation under the superviesind with the participation of our managemerduiding our chief executive
officer and chief financial officer, of the effeetiness of our disclosure controls and proceduseddfined in Rules 13a-15(e) and 15d-15(e)
under the Securities Exchange Act of 1934, as apterat the Exchange Act). Based on that evaluationmanagement, including our chief
executive officer and chief financial officer, céided that, as of October 1, 2006, our disclosorgrols and procedures were effective in
ensuring that all material information requirecbtdisclosed in reports filed or submitted by udarnthe Exchange Act is made known to
them in a timely fashion.

During the quarter ended October 1, 2006, therewerchanges in our internal controls over findrreiporting that have materially
affected, or are reasonably likely to materiallfeaf, 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 statemér@®mmitments and Contingencies—Legal Proceedinigsluded 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 $747.4 million tglo@ctober 1, 2006. To date, we have not beconfégiyle, and we may never
achieve profitability. We expect to continue tounaet losses for at least the next year, and plgdsinger. As a result, our stock price may
decline and investors may lose all or a part oif tinwestment 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
None.

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)).

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@bief Financial Officer and Treasurer of drugstooen, inc., pursuant to
Section 302 of the Sarbar-Oxley Act of 2002

32.1 Certification of Dawn G. Lepore, President, ChigkEutive Officer and Chairman of the Board of dtogs.com, inc., pursuant
to 18 U.S.C. Section 1350, as adopted pursuaréd¢tidn 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 Se@fiérof 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.

Date: November 8, 2006
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DRUGSTORE.COM, INC.
(Registrant’

By: /s/ Robert A. Bartol
Robert A. Bartor
Vice President, Chief Financial Officer and Treaest
(Principal Financial Officer)




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 statememis,other financial information included in théport, 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

November 8, 200

/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 statememis,other financial information included in théport, 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 consolidhgibsidiaries, is made known to
us by others within those entities, particularlyidg the period in which this report is being pregzh

b) Designed such internal control over financial réipgr, or caused such internal control over 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

November 8, 200

/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 endingt@er 1, 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

November 8, 200

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 endingt@er 1, 2006, as filed with the
Securities and Exchange Commission on the dat@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

November 8, 200

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;



