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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-Q

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

For the quarterly period ended June 29, 2008
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 chaetr)

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

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

(Address of principal executive offices including ip code)

(425) 372-3200

(Registrant’s telephone number, including area code

Indicate by check mark whether the registranth@g filed all reports required to be filed by Sewtl3 or 15(d) of the Securities
Exchange Act of 1934 during the preceding 12 modh$or such shorter period that the registrang wejuired to file such reports), and
(2) has been subject to such filing requirementsHe past 90 days. YedX] No O

Indicate by check mark whether the registrantlerge 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 filel] Accelerated filer Non-accelerated filer

Indicate by check mark whether the registrantseell company (as defined in Rule 12b-2 of the Bxge Act). YesO No
.

As of August 1, 2008, the registrant had 96,534 &#res of common stock outstanding.
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Item 1. Financial Statements

Net sales

Costs and expense
Cost of sale:
Fulfillment and order processir
Marketing and sale
Technology and conte
General and administrati\
Amortization of intangible asse

Total costs and expens

Operating los!

Interest income, ne

Net loss

Basic and diluted net loss per sh

PART I—FINANCIAL INFORMATION

DRUGSTORE.COM, INC.

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

Weighted average shares outstanding used to corbpsie and diluted

net loss per shal

(unaudited)
Three Months Ended Six Months Ended

June 29, July 1, June 29, July 1,

2008 2007 2008 2007
$ 122,78 $ 110,41: $ 243,42 $ 220,17
93,30¢ 85,31 185,03: 170,37¢
12,18¢ 10,65¢ 24,33¢ 21,63(
8,821 7,872 17,707 15,96
5,73¢ 447" 10,93¢ 9,19(
4,90( 5,157 10,29¢ 9,86¢
21C 30€ 45E 75C
125,15¢ 113,78: 248,76( 227,77¢
(2,372 (3,37)) (5,336) (7,599
10C 35€ 37¢ 80€
$ (2279 $ (3019 $  (495) $ (6,799
$ (00 $ (009 $ (005 $  (0.09
96,478,57 95,006,51 96,435,65 94,753,32

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

CONSOLIDATED BALANCE SHEETS
(in thousands, except share data)

Assets
Current assett
Cash and cash equivalel
Marketable securitie
Accounts receivable, net of allowanc
Inventories
Prepaid marketing expens
Other current asse
Total current asse
Fixed assets, ni
Other intangible assets, r
Goodwill
Prepaid marketing expenses and o
Total asset

Liabilities and Stockholders’ Equity
Current liabilities:

Accounts payabl
Accrued compensatic
Accrued marketing expens
Other current liabilitie:
Current portion of lon-term debt obligation

Total current liabilities

Long-term debt obligations, less current port
Deferred income taxe

Other lon¢-term liabilities

Commitments and contingenci

Stockholder equity:

Preferred stock, $.0001 par value, 10,000,000 sterthorized, no shares issued and outstat
Common stock, $.0001 par value, stated at amowtsip: 250,000,000 shares authorized, 96,478,5d3 a

96,296,687 shares issued and outstan
Accumulated other comprehensive inco
Accumulated defici

Total stockholder equity
Total liabilities and stockholde’ equity

See accompanying notes to consolidated finanassients.

2

December 3C

June 29,

2008 2007

(Unaudited)
$ 16,31¢ $ 18,57:
18,93: 17,671
41,70¢ 38,06:
31,46¢ 31,501
2,30z 2,321
2,83¢ 3,60%
113,55: 111,74¢
29,147 25,50!
4,14: 4,59¢
32,20: 32,20:
222 1,362
$179,26° $ 175,40¢
$ 62,89: $ 61,41
4,91: 4,657
4,00 3,98¢
4,362 4,31z
3,04¢ 3,17¢
79,21¢ 77,55(
4,01¢ 1,221
95C 947
1,32¢ 1,322
860,54 856,19¢
17 27
(766,809 (761,85:)
93,75¢ 94,36¢
$179,26° $ 175,40¢
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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 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 othelitleh
Net cash provided by operating activit
Investing Activities:
Purchases of marketable securi
Sales and maturities of marketable secur
Purchases of fixed asst
Net cash used in investing activiti
Financing Activities:
Proceeds from exercise of stock options and emplsy@ck purchase plé
Borrowings on line of cred
Principal payments on capital leases and term ddigations
Net cash provided by (used in) financing activi
Net decrease in cash and cash equiva
Cash and cash equivalents at beginning of pe
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

Six Months Ended

June 29, July 1,
2008 2007

June 29,

2008

July 1,
2007

$ (2,279 $ (3,015

$ (4,95 $ (6,799

2,77¢ 1,911 4,85: 3,807
572 572 1,14¢ 1,14F
21C 30€ 45E 75C

1,84¢ 2,53¢ 3,937 4,967
C)] (6) (195 (6)
(2,85)) 748 (3,649 42€
(1,43%) 391 36 1,04¢
59¢ 342 79€ (225)
4,80z (690  179¢ (2,519
4,23¢ 3,097 4,40( 2,59:
(20,560 (11,955 (35,349 (19,102
15,66(  10,69(  34,09¢ 18,46t
(2,93) (2,959 (8,116 _ (5,130
(783) (4219 (9,367 _ (5,766
— 1,27¢ 423 1,93¢

— — 3,50( 30C
(732) (718 (1,219 (1,399
(732) 552 2,708 83¢
(4,339 (570 ~ (225) (2,336
20,64¢ 11627 _ 1857: _ 13,39
$16,31f $11,057 $16,31F $11,05;

$ 29C % 4 $ 382 $ 282

$ 172 $ 134 $ 291 $ 252

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

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(unaudited)

1. Description of the Businest:

drugstore.com, inc. (drugstore.com) is a leadingerprovider of health, beauty, vision, and pharynproducts. We offer health, beauty,
sexual well-being, household, and other non-prpsori products and prescription medications throoghweb store located at
www.drugstore.comiVe also offer prestige beauty products throughwelby store located atww.beauty.corfwhich is also accessible through
the drugstore.com website); contact lenses throughvholly owned subsidiary Vision Direct Inc. (\6g Direct), through web stores located
atwww.visiondirect.comwww.lensmart.comgndwww.lensquest.cofwhich are also accessible through the drugstomewebsite); and
customized nutritional supplement programs throogthwholly owned subsidiary, Custom Nutrition Sess, Inc. (CNS). Our products are
also available toll-free by telephone at 1-800-DRBIJ®RE and 1-800-VISIONDIRECT. Under the terms ohigneement with Rite Aid
Corporation, or Rite Aid, customers are also ablerter refill prescriptions for pickup at any RA& store. We manage our business in four
segments: over-the-counter (OTC), vision, mail-ogtearmacy, and local pick-up pharmacy.

2. Basis of Presentation and Principles of Consolidain

We have prepared the accompanying consolidateddiabstatements in conformity with U.S. generaltcepted accounting principles
(GAAP) and the rules and regulations of the Seilesriind Exchange Commission for interim financéglarting. These consolidated financial
statements are unaudited but, in our opinion, okelall adjustments, consisting of normal recuradgustments and accruals, necessary for a
fair presentation of the consolidated balance she&tements of operations, and statements offlcaeh for the periods presented. Operating
results for the periods presented are not necéssaticative of future results for the fiscal yeamding December 28, 2008 or any other interim
period, due to seasonal and other factors. We texeed the consolidated balance sheet as of Dezrefl) 2007 from audited financial
statements as of that date, but we have excludégirtenformation and footnotes required by GAAR domplete financial statements. You
should read these consolidated financial statemermsnjunction with the audited consolidated fioi@h statements and accompanying notes
included in our annual report on Form 10-K for fiseal year ended December 30, 2007.

The accompanying consolidated financial statemiewstade those of drugstore.com, inc. and our sudses. We have eliminated all
material intercompany transactions and balances.

We operate using a 52/53-week retail calendar ye#n,each of the fiscal quarters in a 52-weekdisear representing a 18eek perioc
Fiscal years 2008 and 2007 are 52-week years.

3.  Significant Accounting Policies
Estimates and Assumptio

The preparation of financial statements in confoymiith GAAP requires management to make estimatesassumptions that affect the
amounts of assets and liabilities, revenues andresgs, and disclosure of contingent assets arititigabat the date of the financial statements.
These estimates include, but are not limited teemee recognition, inventories, goodwill and intidnhg assets, stock-based compensation,
deferred taxes, and commitments and contingengidsal results could differ from our estimates, dinelse differences could be material.

Recent Accounting Pronounceme

In May 2008, the Financial Accounting Standardsd&ASB) issued Statement of Financial Accounttgndards No. 162ierarchy
of Generally Accepted Accounting Princip(&-AS 162). This statement is intended to imprawaricial reporting by identifying a consistent
framework, or hierarchy, for selecting accountimg@ples to be used in preparing financial statets®f nongovernmental entities that are
presented in conformity with GAAP. This statemeiit be effective 60 days following the U.S. Seciastand Exchange Commission’s
approval of the Public Company Accounting Oversigbard amendment to AU Section 4The Meaning of Present Fairly in Conformity v
Generally Accepted Accounting Principleéd/e are currently evaluating the potential impdeiny, of the adoption of SFAS 162 on our
consolidated financial statements.
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In April 2008, the FASB issued FASB Staff Positi#ieP) No. SFAS 142-Betermination of the Useful Life of Intangible AsgE&SP
SFAS 142-3). FSP SFAS 142-3 amends the factorshimatld be considered in developing renewal orreskt& assumptions used to determine
the useful life of a recognized intangible assetarnrSFAS No. 142500dwill and Other Intangible AsseSFAS 142). The intent of FSP SFAS
142-3 is to improve the consistency between th&ulBie of a recognized intangible asset under SFA2 and the period of expected cash
flows used to measure the fair value of the asseé¢uSFAS No. 141R (revised 200Bysiness CombinatiofSFAS 141R) and other
applicable accounting literature. FSP SFAS 142 ffisctive for financial statements issued fordisgears beginning after December 15, 2008
and must be applied prospectively to intangibletssacquired after the effective date. We are otlgrevaluating the potential impact, if any,
of FSP SFAS 142-3 on our consolidated financidkstants.

In February 2007, the FASB issued SFAS IB® Fair Value Option for Financial Assets and Lliities (SFAS 159). SFAS 159 became
effective as of the beginning of the first fiscaly beginning after November 15, 2007. SFAS 159iges companies with an option to report
selected financial assets and liabilities at falue that are not currently required to be measatddair value. Accordingly, companies would
then be required to report unrealized gains argklosn these items in earnings at each subsegyemting date. The objective is to improve
financial reporting by providing companies with hgportunity to mitigate volatility in reported edémgs caused by measuring related assets
and liabilities differently. SFAS 159 also estabés presentation and disclosure requirements dasignfacilitate comparisons between
companies that choose different measurement atskfor similar types of assets and liabilitiese Huloption of SFAS 159 in our first fiscal
guarter of 2008 did not have an impact on our clideted financial statements. We did not electftfievalue measurement option under SF
159 for any of our financial assets or liabilities.

In December 2007, the FASB issued SFAS No. 141ER3iness Combinationsand SFAS No. 16 oncontrolling Interests in
Consolidated Financial Statemen&-AS No. 141 (R) requires an acquirer to measwédintifiable assets acquired, the liabilitiesuassd
and any noncontrolling interest in the acquirethair fair values on the acquisition date, with dadll being the excess value over the net
identifiable assets acquired. SFAS No. 160 claiffeat a noncontrolling interest in a subsidiargudti be reported as equity in the consolidated
financial statements. The calculation of earningisghare will continue to be based on income ansoattitibutable to the parent. SFAS No. .
(R) and SFAS No. 160 are effective for financialtsments issued for fiscal years beginning aftexebder 15, 2008. Early adoption is
prohibited. We do not anticipate that the adopttb8FAS No. 141 (R) or SFAS No. 160 will curreniigzve any material impact on our
consolidated financial statements but will havénapact on any future business combinations consuetrtzeginning in 2009.

Adoption of FASB Statement No. :

In September 2006, the FASB issued SFAS No. E&if,Value Measuremen{SFAS 157). SFAS 157 defines fair value, estabtishe
framework for measuring fair value under GAAP, axgands disclosures about fair value measurem®RS 157 emphasizes that fair value
is a market-based measurement, not an entity-speafasurement, and states that a fair value measnt should be determined based on the
assumptions that market participants would useiging the asset or liability. In February 2008 tRASB issued FASB Staff Position No. F
157-2, Effective Date of FASB Statement No. 157ASRA.57-2), which amends SFAS 157 by delaying itsatiive date by one year for non-
financial assets and non-financial liabilities, eptfor items that are recognized or discloseds/élue in the financial statements on a
recurring basis. Therefore, beginning on the fiest of fiscal year 2008, this standard appliespeotvely to fair value measurements of
financial instruments and recurring fair value meaments of non-financial assets and non-finaniablilities. Beginning on the first day of
fiscal year 2009, the standard will also applylt@ther fair value measurements. We do not ardigighat the adoption of SFAS 157-2 will
have a material impact on our consolidated findrate@ements.

We adopted SFAS 157 on December 31, 2007, thedfissof our fiscal year 2008. SFAS 157 definesvalue as the price that would be
received to sell an asset or paid to transfertdiliain an orderly transaction between markettiggrants at the measurement date (exit price).
The standard outlines a valuation framework andtesea fair value hierarchy in order to increasesistency and comparability of fair value
measurements and the related disclosures. UnderfGAdstain assets and liabilities must be measatréadr value, and SFAS 157 details the
disclosures that are required for measured fairerdlVe have certain financial assets including monarket funds and marketable securities
that are measured at the new fair value standaedcWitently do not have non-financial assets amdfimancial liabilities that are required to
be measured at fair value on a recurring basis fi@aincial assets and liabilities are measuredgusiputs from the three levels of the fair va
hierarchy. The three levels are as follows:

Level 1  Inputs are unadjusted quoted prices in active niaffie identical assets or liabilities that we héve ability to access at
the measurement da

Level 2  Inputs include unadjusted quoted prices in actiegkets for similar assets or liabilities, or unad@d quoted prices f
identical or similar assets or liabilities in matkéhat are not active, or inputs other than quetézes that are
observable for the asset or liabili

Level 3  Unobservable inputs for the asset or liability thedtect our assumptions that market participardsial use in pricing tr
asset or liability
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We make an effort to utilize the best availabl@iniation in measuring fair value. Our money mafkatls, which are considered cash
and cash equivalents, and our marketable secynitt@sh are considered available-feme, are recorded at fair value. We regularly tooranc
evaluate the realizable value of our marketablerstes. When assessing marketable securitiestf@rahan-temporary declines in value, we
consider such factors as, among other things, lignifisant the decline in value is as a percentafgie original cost, how long the market
value of the investment has been less than iténatigost, the performance of the issuer’s stoagepin relation to the stock price of its
competitors within the industry and the marketémeral, analyst recommendations, any news thabées released specific to the issuer, and
the outlook for the overall industry in which ttesiuier operates. If events and circumstances irdilcat a decline in the value of these assets
has occurred and is other than temporary, we rezaithrge against net earnings. Financial assewdassified in their entirety based on the
lowest level of input that is significant to therfaalue measurement. We have determined that amesnmarket funds are Level 1 and our
marketable securities are Level 2 in the fair vdliggarchy. The following table sets forth our fiicéal assets that were accounted for at fair
value on a recurring basis as of June 29, 200 ¢usands):

Fair Value Measurements Using

Total Level 1 Level 2 Level 2
Assets
Money market funds (1 $14,76(C $ 14,76 $ — $—
U.S. government agency obligations 14,48¢ — 14,48¢ —
Corporate notes and bonds 4,44: — 4.44: —
Total asset $33,69. $ 14,76( $ 18,93! $—

(1) Included in cash and cash equivalents in the categteld balance sheets. Quoted market prices ineagtarkets were used to determ
fair values.

(2) Included in marketable securities in the consoéiddialance sheets. Observable market prices imdtis® markets or quoted marl
prices for similar instruments were used to deteenfair values

4. Net Loss Per Share

We compute net loss per share using the weightehge number of shares of common stock outstandilegexclude shares associated
with stock options, warrants, and our employeekspaachase plan from the calculation of diluted Ines per share, as their effects are anti-
dilutive.

As of June 29, 2008 and July 1, 2007, there wej83B8806 and 18,058,740 shares, respectively, mhumn stock subject to outstanding
stock options and 900,000 and 815,000 shares,atdsglg, of common stock subject to warrants, &lwbnich we excluded from the
computation of diluted net loss per share, as #féct was anti-dilutive. If we had reported nadme, the calculation of these per share
amounts would have included the dilutive effecthifse common stock equivalents using the treasock snethod.

5.  Stockholders Equity
Stock-Based Benefit Plans

1998 Stock Plar Under the terms of our 1998 Stock Plan, as ame(I®#3B Stock Plan), our board of directors coulchgmacentive an
nonqualified stock options to employees, officelisectors, agents, consultants, and independertteaztors of drugstore.com. Options under
this plan generally vest over four years, as foo20% of the shares vest after six months, andetfmaining 80% vest quarterly over the
subsequent 42 months. Option grants generally katise prices equal to the fair market value efetbmmon stock on the date of grant and
expire ten years from the date of grant. In Jur@82€he 1998 Stock Plan was replaced with the Zfifity Incentive Plan (2008 Equity Plan)
and no further awards have been or will be graateter the 1998 Stock Plan. The 1998 Stock Planghew will continue to govern awards
previously granted under that plan and any outstgnalptions will continue to vest and will remaiantstanding until they are exercised, are
forfeited, or expire.
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2008 Equity Incentive Plan In June 2008, our stockholders approved the EHfdBty Plan, which replaced our 1998 Stock Plandésn
the terms of the 2008 Equity Plan, our board ofctiors may grant stock options, stock appreciatgints, restricted stock, restricted stock
units, performance shares and performance unitsptirer stock or cash awards to employees, dirgcémd consultants who provide services
to drugstore.com. The board of directors has resk8/000,000 shares of our common stock for issuander the 2008 Equity Plan, as well as
up to 15,000,000 shares from stock options or aingilvards granted under the 1998 Stock Plan thmateear otherwise terminate without
having been exercised in full and shares issuesujpmt to awards granted under the 1998 Stock Rédrate forfeited or that we
repurchase. The shares may be authorized, butuadiser reacquired common stock.

Under the 2008 Equity Plan, options will generaidst over four years, as follows: 20% of the shaess after six months, and the
remaining 80% vest quarterly over the subsequemd2hs. The exercise price of options granted utide2008 Equity Plan must be at least
equal to the fair market value of our common stockhe date of grant. In addition, the exercisegdf an incentive stock option granted to
any participant who owns more than 10% of the tetding power of all classes of our outstandingktmust be at least 110% of the fair
market value of the common stock on the grant ddte.term of an option may not exceed ten yearssthat, with respect to any participant
who owns 10% of the voting power of all classeswfoutstanding capital stock, the term of an itiverstock option may not exceed five
years.

Under the 2008 Equity Plan, stock appreciationtagivhich are the rights to receive the appreaiaitiofair market value of common
stock between the exercise date and the date iof, dracome exercisable at the times and on thestestablished by the plan
administrator. The plan administrator has compiiteretion to determine the terms and conditionsteék appreciation rights granted under
the 2008 Equity Plan; provided, however, that tkereise price may not be less than 100% of thenfairket value of a share on the date of
grant. The term of a stock appreciation right mayexceed ten years. Under the 2008 Equity Planpliin administrator may issue awards of
restricted stock, restricted stock units, and perénce units and performance shares at its sateatiisn.

1999 Employee Stock Purchase Pidinder the terms of our 1999 Employee Stock Puelitlan, as amended (1999 ESPP), eligible
employees may purchase common stock for a purgraseequal to 85% of the fair market value of common stock on the first or last day,
whichever is less, of the applicable six-month pase period, which periods end in January andafudach year. During the six-month period
ended June 29,2008, employees purchased 35,9 &8s gdfasur common stock under the 1999 ESPP in exghtor approximately $87,000,
and during the sixaonth period ended July 1, 2007, employees purchasd 93 shares of our common stock under the ESFP in exchang
for approximately $130,000.

Warrants

In June 2008, we issued a fully vested warranutalpase 50,000 shares of our common stock at $&68hare, expiring in June 2018
conjunction with a consulting agreement. The failue of the warrant, determined using the BlackeBshoption pricing model, was $69,000
and was recorded in general and administrativeresqeein the consolidated statements of operation.

In March 2008, we issued two fully vested warraotpurchase 50,000 shares (in total, 100,000 shaf@air common stock at $2.53 per
share, expiring in March 2018, in conjunction watlsonsulting agreement. The fair value of the was;adetermined using the Black-Scholes
option pricing model, totaled $163,000 and was rded in general and administrative expenses idhsolidated statements of operation.

In February 2008, an outstanding warrant to purelid$,000 shares of our common stock was exeroisexthange for $271,400.

Stock-Based Compensation Expense

We account for the 1998 Stock Plan, 2008 Equity Pdad the 1999 ESPP under the recognition andurezagnt principles of FASB
Statement No. 123 (revised 2008jare-Based Paymef8FAS 123R), which requires measurement of compiemseost for all stock-based
awards at fair value on the date of grant and neitiog of compensation over the service perioddwards expected to vest. We determine the
fair value of stock-based awards using the Bladke®s option pricing model using the single optoevard approach. This fair value is then
amortized on a straight-line basis over the retpiservice periods of the awards, which is geneth# vesting period. As required by SFAS
123R, management made an estimate of expectedttioefe and we are recognizing compensation codysfor those equity awards expected
to vest. The estimation of stock awards that wilmately vest requires judgment, and to the extetitial results or updated estimates differ
from our current estimates, we will record such ante retrospectively as an increase or decreast®dk-based compensation in the period in
which we revise the estimates. We consider mangfaevhen estimating expected forfeitures, inclgdiistorical voluntary termination
behavior and actual option forfeitures. Actual teswand future changes in estimates, may diffestantially from our current estimates.

7



Table of Contents

The following table summarizes stock-based compe@nrsly operating function recorded in the Statetsef Operations (in thousands):

Three Months Ended Six Months Ended

June 29
June 29, July 1, July 1,
2008 2007 2008 2007
Fulfillment and order processit $ 10 $ 186 $ 28t $ 461
Marketing and sale 417 37z 732 78€
Technology and conte 24¢€ 28t 604 64<
General and administrati\ 1,082 1,69 2,306 3,07
Total $ 1,846 $ 2,53¢ $3,932 9$4,96]
Stock Option Activity
The following table summarizes activity under 088& Stock Plan and 2008 Equity Plan:
Outstanding Optioqs
Weighted- Weighted-
Average
Average Remaining
Exercise Contractual
Number of Price per
Shares Share Term
Outstanding at December 30, 2( 16,742,35 $ 3.4¢
Options grante 2,821,191 $ 2.6:
Options exercise (30,909 $ 2.0¢
Options forfeitec (1,192,83) $ 4.7:
Outstanding at June 29, 20 18,339,80 $ 3.27
Vested and expected to vest at June 29, : 12,854,66 $ 3.37 6.8¢
Exercisable at June 29, 20 8,911,16! $ 3.57 6.32

6. Line of Credit and Debt Obligations

In March 2008, we entered into an amended andtegeskaan and security agreement with our existiaigkb This agreement includes a
revolving line of credit allowing for borrowings of to $10.0 million, which accrue interest at phene rate. The revolving line of credit
matures in March 2009. The agreement allows foctrversion of up to $5.0 million of the outstargilmalance into a term loan within 60 d
of maturity. In March 2008, borrowings under thésérg line of credit totaling $5.0 million and sting term loans totaling $972,222 were
converted into one term loan totaling $6.0 milliomder the amended and restated loan and securégragnt. The term loan is payable in 36
monthly installments and accrues interest at timagrate plus .50% (5.50% at June 29, 2008). Thenba outstanding under the term loan
totaled $5.5 million as of June 29, 2008.

7. Commitments and Contingencie:
Legal Proceeding:

1-800 Contacts LitigationOn February 26, 2008, 1-800 Contacts, Inc. (1-8060tacts) filed an action in the U.S. District @dor the
District of Utah, Central Division against us and gubsidiary Vision Direct alleging direct and tritbutory trademark infringement and
dilution under federal and state law, unfair coritjwet, intentional interference with economic rédats, and unjust enrichment. One day later,
on February 27, 2008, 1-800 Contacts filed a sépaetion in the U.S. District Court for the South®istrict of New York against Vision
Direct alleging breach of a 2004 settlement agregetween Vision Direct and 1-800 Contacts. Irtaattions, 1-800 Contacts seeks
monetary damages as well as injunctive reliefhinWtah action, we filed a motion to dismiss fopnoper venue or, in the alternative, to
transfer the case to the U.S. District Court fa 8outhern District of New York. This motion islfubriefed and oral argument is scheduled for
August 11, 2008. In the New York action, we filedanswer denying that 1-800 Contacts is entitletthéarelief requested and counterclaims
asserting, among other things, that 1-800 Contactsuit of the Utah action constitutes a violatidrthe settlement agreement’s forum
selection clause. 1-800 Contacts filed a MotioDi&Emiss our counterclaims, which motion is nowyuiriefed. Discovery has not begun in
either action. We believe 1-800 Contacts’ claimeswsithout merit and intend to defend against thégonously.
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Due to the inherent uncertainties of litigation, @@not accurately predict the ultimate outcomthe$e matters. We are unable to
estimate the potential damages that might be awldfadee were found liable. Because our liabilitiyany, cannot be reasonably estimated, no
amounts have been accrued for these matters. Aersgloutcome in these matters could have a maselvelrse effect on our financial position
and results of operations.

Fair Credit Reporting Act Class Action LitigatiorOn February 26, 2008, Aaron Burgess and Johnsl@adand filed a class action
lawsuit against us in the U.S. District Court foe Western District of Washington at Seattle atigdireach of a provision of the Fair Credit
Reporting Act (“FCRA”) related to the printing ofedit card receipts. The lawsuit seeks statutodymmitive damages. We were served with
the complaint on March 7, 2008 and filed our anssreApril 17, 2008. In May 2008, Congress passgilation that clarified FCRA and
rendered the lawsuit moot. As such, plaintiffsdike motion to dismiss with prejudice. On May 28020the Order of Dismissal was entered,
and the litigation ended.

State Sales Tax Claims$n early 2002, we received an arbitrary assessmaite from the state of New Jersey for pastsste due from
fiscal years 2000 and 2001, based on its best atiof sales revenue numbers during those petiod®ecember 2002, we received a revised
assessment from the state of New Jersey for 200@@01 in the aggregate amount of $221,626 ingis penalties in the amount of $11,081
and interest that continues to accrue. In Marct820@ filed an appeal of the revised assessmehtthét Tax Court of New Jersey, based on
the fact that the state of New Jersey is pursusglaim specifically against one of our consokdbsubsidiaries that is not a retailing entity in
that state. On February 19, 2008, we were inforofdtle decision by the Tax Court of New Jersey @gtais in the case of drugstore.com, inc.
vs. Director, Division of Taxation (the NJ Tax Cas#&/e did not believe that it was required to octligales taxes on sales made to customers ir
New Jersey based on applicable law. In its decjsfmTax Court of New Jersey ruled otherwise. Raddhis ruling we had not collected sa
tax in New Jersey. We filed our Notice of Appeatloé Tax Court’s decision on March 31, 2008 andaveeconsidering our other legal
options. A briefing schedule with the Superior GafrNew Jersey, Appellate Division, has been aed, we anticipate the appeal will be fully
briefed by mid-September 2008. Effective March 2008 began collecting and remitting sales tax aalite New Jersey sales. Given the
decision, we believe that it is probable that weehiacurred a liability of $2.5 million for estimed taxes and interest. Accordingly, we reco
an expense in general and administrative expendég iconsolidated statement of operations duhirgyear ended December 30, 2007. The
liability is an estimate of the New Jersey tax gation for the 2000 and 2001 assessment that gséorthe NJ Tax Case, as well as for all
subsequent years through 2007. For the three-andhsinths ended June 29, 2008, we have recordedditional $73,000 and $234,000,
respectively, of estimated uncollected taxes rdl&te2008 and interest.

Class Action Laddering LitigationA Consolidated Amended Complaint, which is now ¢iperative complaint, was filed on April 19,
2002 in the United States District Court for thauern District of New York (the Court). It namesigstore.com as a defendant, along witt
underwriters and certain of our present and forofiécers and directors (the Individual Defendanis)connection with our July 27, 1999 init
public offering and March 15, 2000 secondary offgrftogether, the Offerings). The suit purportbéca class action filed on behalf of
purchasers of our common stock during the peribgd 28, 1999 to December 6, 2000.

In general, the complaint alleges that the progmes through which we conducted the Offerings weaterially false and misleading
because they failed to disclose, among other thihas (i) the underwriters of the Offerings alldbehad solicited and received excessive and
undisclosed commissions from certain investorsxohange for which the underwriters allocated tasthimvestors material portions of the
restricted number of shares issued in connectiom the Offerings and (ii) the underwriters allegeehtered into agreements with customers
whereby the underwriters agreed to allocate drugstom shares to customers in the Offerings in @xgh for which customers agreed to
purchase additional drugstore.com shares in tlee-afarket at predetermined prices. The complaisers violations of various sections of the
Securities Act of 1933, as amended, and the SexsuEixchange Act of 1934, as amended. The actiskssgamages in an unspecified amount
and other relief. The action is being coordinatéith wpproximately 300 other nearly identical actidited against other companies or their
present and former officers and directors.

On October 9, 2002, the Court dismissed the Ind&fiddefendants from the case without prejudice Denember 5, 2006, the Second
Circuit vacated a decision by the district cougrging class certification in six of the coordirteases, which are intended to serve as test, or
“focus,” cases. The plaintiffs selected these aises, which do not include us. On April 6, 200@, $®cond Circuit denied a petition for
rehearing filed by plaintiffs, but noted that plgfiis could ask the district court to certify manarrow classes than those that were rejected.

On August 14, 2007, the plaintiffs filed amendedhptaints in the six focus cases. The amended caontplmclude a number of changes,
such as changes to the definition of the purpartass of investors, and the elimination of thevidlial defendants as defendants. The six f
case issuers and the underwriters named as detsriddahe focus cases filed motions to dismissatimended complaints against them on
November 14, 2007. On September 27, 2007, thetfffaifiled a motion for class certificatic
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in the six focus cases. On March 26, 2008, theridistourt dismissed the Securities Act claimshafse members of the putative classes in the
focus cases who sold their securities for a pricexicess of the initial offering price and thoseovplurchased outside the previously certified
class period. With respect to all other claims,rttations to dismiss were denied. We are awaitidgasion from the Court on the class
certification motion.

Due to the inherent uncertainties of litigation, @@not accurately predict the ultimate outcomthisf matter. We cannot predict whether
we will be able to renegotiate a settlement thatmges with the Second Circuit’'s mandate, nor canpredict the amount of any such
settlement and whether that amount would be gréladerour insurance coverage. We are unable tmatgtithe potential damages that migt
awarded if we were found liable, there arose a riztémitation with respect to our insurance coage, or the amount awarded were to exceed
our insurance coverage. Because our liabilitynif,aannot be reasonably estimated, no amountstieam accrued for this matter. An adverse
outcome in this matter could have a material agvefgect on our financial position and results péations.

Other. From time to time, we are subject to other legakpedings and claims in the ordinary course ofrass. We are not currently
aware of any such legal proceedings or claimswabelieve will have, individually or in the aggegg, a material adverse effect on our
business prospects, financial condition, or opegatésults, other than those listed above.

8. Segment Information

We have four reporting segments: OTC, vision, mailer pharmacy, and local pick-up pharmacy. The G&@ment is comprised of the
sales and related costs of selling all non-presorigroducts through our web stores, customizedtimnal supplement programs through
CNS, and net sales of consignment products. Oiorviseegment is comprised of sales and the relaist$ ©f selling contact lenses through
Vision Direct. The mail-order pharmacy segmentamprised of sales and the related costs of sglivaymaceuticals through the
drugstore.com web store for mail-order deliverye Tdical pick-up pharmacy segment is comprised lelssand the related costs of selling
pharmaceuticals through the drugstore.com web simdethe RiteAid.com web store for pick-up at aaldRite Aid store. We operate and
evaluate our business segments based on contribmtiogin results. We define contribution margimassales attributable to a segment, less
the direct cost of these sales and the increméradhble) costs of fulfilling, processing, andigteting the order (labor, packaging supplies,
credit card fees, and royalty costs that are vigibhsed on sales volume).
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The information presented below for these segmieritsormation our management uses in evaluatirerating performance.

Three Months Ended Six Months Ended
June 29, July 1, June 29, July 1,
2008 2007 2008 2007
(in thousands) (in thousands)
Ovel-the-Counter (OTC):
Net sales $ 64,91 $ 57,527 $129,76. $113,78¢
Cost of sale: 45,09¢ 40,81( 90,117 80,46!
Variable order costs (i 5,86¢ 5,18( 11,83 10,54¢
Contribution margin (b $ 13,947 $ 11,537 $ 27,816 $ 22,78(
Vision:
Net sales $ 15,85( $ 13,79¢ $ 31,28¢ $ 27,347
Cost of sale: 12,23¢ 10,47¢ 24,26¢ 20,97
Variable order costs (i 747 651 1,49( 1,29¢
Contribution margin (b $ 2868 $ 266¢ $ 553C $ 507¢
Mail-Order Pharmacy:
Net sales $ 11,487 $ 12,45. $ 23,76¢ $ 25,92¢
Cost of sale: 9,34 10,46¢ 19,48¢ 21,77¢
Variable order costs (i 904 952 1,83¢ 2,07:
Contribution margin (b $ 1241 $ 1,03 $ 2451 $ 2,07i
Local Pick-Up Pharmacy:
Net sales (c $ 30,53¢ $ 26,63¢ $ 58,60¢ $ 53,11:
Cost of sale 26,62¢ 23,56¢ 51,16¢ 47,16¢
Variable order costs (i 1,23¢ 1,101 2,38¢ 2,18¢
Contribution margin (b $ 2672 $ 197 $ 5051 $ 3,75¢
Consolidated:
Net sales $122,78° $110,41: $243,42: $220,17"
Cost of sale: 93,30¢ 85,311 185,03: 170,37¢
Variable order costs (i 8,75¢ 7,88¢ 17,54¢ 16,10¢
Consolidated contribution margin ( $ 20,72 $ 17,21 $ 40,84t $ 33,69(
Less:
Fixed fulfilment and order processing | $ 3451 $ 2,794 $ 6,84F $ 5,561
Marketing and sales (i 8,79¢ 7,85( 17,65 15,92:
Technology and conte 5,73¢ 447" 10,93¢ 9,19(
General and administrati\ 4,90( 5,15 10,29 9,86¢
Amortization of intangible asse 21C 30¢€ 45E 75C
Operating los: $ (2,372 $ (3,37) $ (5,336 $ (7,599
(&) These amounts include all variable costs of fulfdht and order processing, including labor, paciggupplies, credit card fees, ¢

(b)

(€)

(d)
()

those royalty costs that are variable based ors saleme. These amounts exclude depreciation, diaskd compensation, and fixed
overhead cost:

Contribution margin represents a measure of Wweleach segment is contributing to our operatingls. We calculate it as net sales less
the direct cost of goods sold, the incrementalif@lde) fulfillment and order processing costs ofvding orders to our customers, and
variable royalty cost:

Net sales in our local pi-up pharmacy segment include-payments totaling $6.4 million and $5.8 million fbe thre-month period:
ended June 29, 2008 and July 1, 2007, respectiaaty$12.5 million and $11.7 million for the six-ntb periods ended June 29, 2008
and July 1, 2007, respective

These amounts include all fixed costs of fulfillh@nd order processing that are not discernablaubiness segmer

These amounts exclude variable royalty expeok$25,000 and $22,000 for the three-month pererdied June 29, 2008, and July 1,
2007, respectively, and $56,000 and $39,000 fosik-month periods ended June 29, 2008 and July 1, 268@ectively
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ltem 2. Managemen’s Discussion and Analysis of Financial Condition drkResults of Operation

You should read the following discussion and arialysconjunction with the financial statements @edompanying notes included
elsewhere in this quarterly report and in our ahreort on Form 10-K for the fiscal year ended &aber 30, 2007.

Special Note Regarding Forward-Looking Statements

This quarterly report on Form 10-Q includes forwhrdking statements within the meaning of the RE@ecurities Litigation Reform
Act of 1995. All statements made in this quartedport other than statements of historical faaluiding statements regarding our future
financial and operational performance, sourcegoidity and future liquidity needs, are forwardlong. Words such as “expects,” “believes,”
“targets,” “may,” “will,” “outlook,” “continue,” “could,” “would,” “should,” and similar expressions any variation of such expressions, are
intended to identify forward-looking statementsriard-looking statements are based on current ¢afi@as, and are not guarantees of future
performance and involve assumptions, risks, aneénainties. Actual performance may differ mateyidtbm those contained or implied in
such forward-looking statements. Risks and unasiés that could lead to such differences coultlitie, among other things: effects of
changes in the economy, changes in consumer sggrllictuations in the stock market, changes afigahe Internet, online retailing and
advertising, difficulties establishing our brandidilding a critical mass of customers, the unjtadility of future revenues and expenses
potential fluctuations in revenues and operatirsglis, risks related to business combinations &atkegjic alliances, possible tax liabilities
relating to the collection of sales tax, consumends, the level of competition, seasonality, thrertg and success of expansion efforts, cha
in senior management, risks related to systemsiigons, possible governmental regulation, ardability to manage a growing business.
These factors described in this paragraph and osiex and uncertainties that could cause our aotsalts to differ significantly from
management’s expectations are discussed in thieseentitled'Risk Factors” in Part I, Item 1A of this quarterly report afrt I, Iltem 1A
of our annual report on Form 10-K for the fiscahyended December 30, 2007. You should not rely famward-looking statement as
representing our views as of any date other tham#te on which we made the statement. We expréissliaim any intent or obligation to
update any forward-looking statement after the dateshich we make it.

Overview

drugstore.com, inc. is a leading online provideheélth, beauty, vision, and pharmacy productsbélieve that we offer a better way for
consumers to shop for these products through obrstares, including those located on the Interhetvav.drugstore.com, www.beauty.com,
www.visiondirect.com, www.lensmart.caandwww.lensquest.com

Business Segments; Growth Strategi@e.operate our business in four business segnmres:ithe-counter, or OTC, vision, mail-order
pharmacy, and local pick-up pharmacy.

. Over-the-counter (OTC)Our OTC segment includes all non-prescriptiordpads sold online through our web stores at
www.drugstore.com, www.beauty.comww.visiondirect.com, www.lensmart.camdwww.lensquest.coror over the telephone
1-800-DRUGSTORE or 1-800-VISIONDIRECT, includingtritional supplements sold through our subsidiangt©m Nutrition
Services, Inc., or CNS. We source our OTC prodirota various manufacturers and distributors. We akdl advertising on our
primary OTC sitevww.drugstore.comWe believe leveraging our strong capabilitietiternet marketing, merchandising,
fulfilment, and customer care in the health, bgaahd wellness arena will be a key growth driverdur OTC segment. In the
second half of 2008, we are focusing on key initext to accelerate OTC growth through strategitngaships and international
expansion

. Vision. The vision segment includes contact lenses $otigh our wholly owned subsidiary Vision Directlr§Vision Direct),
through web stores locatedvavw.visiondirect.com, www.lensmart.camdwww.lensquest.coror over the telephone at 1-800-
VISIONDIRECT. We purchase our contact lens invepttirectly from various manufacturers and othetridistors. In the second
half of 2008, we anticipate growth in our visiorgseent year-over-year as we continue to focus oareéhg customer acquisition
with net margin in order to maximize our profi

. Mail-Order Pharmacy Our mail-order pharmacy segment includes presoriglrugs and supplies, other than prescriptiantanct
lenses, sold online through the pharmacy sectigheofirugstore.com web store or over the teleplaoedelivered to customers
through our mail-order facility. We procure our geeption inventory through Rite Aid Corporation@art of our ongoing
relationship. We market to both cash-paying andriamsce-covered individuals, and we also servethsdaparty provider of mail-
order prescription fulfillment services for pharrgdienefit managers, or PBMs. We sell over 5,008@iption drugs, including
many specialty drugs for the treatment of chrowieditions such as cancer, HIV, and multiple sclistoshich are not carried by
brick-anc-mortar pharmacies and require special handlingosice.
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In this segment, we focus our marketing effortectiiy on consumers online and through doctors twimiae growth in our cas
prescription and specialty pharmacy business. tlitiad to the sale of prescription drugs, we sdilextising on our website, to
monetize the more than one million unique visijpes month researching drugs and other healthcartewbprovided on the site. In
the second half of 2008, we anticipate that oul-mr@er pharmacy segment revenues may declinedthetacquisition of one of
our PBMs, but anticipate ye-ovel-year contribution margin improvemen

. Local Pick-Up Pharmacy Our local pick-up pharmacy business segment desdiprescription refills sold online through the
drugstore.com web store or the Rite Aid web storevav.RiteAid.confwhich is powered by the drugstore.com web stor@ver
the telephone and picked up by customers at Riestdres. In this segment, Rite Aid acts as odillfabnt partner. Our success in
this segment depends on our ability to leverage@ationship with Rite Aid through its marketingedia, including Rite Aid store
receipts, weekly Rite Aid advertising circularsdamail refill reminders. We are currently in ndgtions with Rite Aid regarding
the terms of our existing lo-pick up pharmacy agreement that expires in Juné..

RevenuesWe generate revenue primarily from product sates shipping fees. For the three-month period edded 29, 2008, we
reported consolidated total net sales of $122.8anjlwhich reflected a $12.4 million, or 11%, iease over the three-month period ended
July 1, 2007. For the six-month period ended Juthe€Q08, we reported consolidated net sales of #2#8lion, which reflected a $23.2
million, or 11%, increase over the six-month perérdied July 1, 2007. Our net sales growth was dtyea 9% year-over-year increase in our
total order volume for the second quarter of 2@68,.6 million orders, and a 9% year-over-yearaase in total order volume for the shentr
period ended June 29, 2008, to 3.2 million orders. average net sales per order increased sligh#y6 for the three- and six-month periods
ended June 29, 2008, from $75 for the three- andsinth periods ended July 1, 2007. Our revenuasfiied from strong growth in our OTC
segment, which grew net sales by 13% and 14%, cesply, year-over-year for the three- and six-ntopériods ended June 29, 2008. Our
revenues also benefited from year-over-year grafttb% and 14%, respectively, for the three- arehsonth periods ended June 29, 2008 in
our vision segment and 15% and 10%, respectivelgur local pick-up pharmacy segment. These ineeagre partially offset by a year-over-
year decrease in m-order pharmacy net sales of 8% for the three-sixehonth periods ended June 29, 2008.

Expenses Our operating expenses, including cost of gootls, slecreased slightly as a percentage of net $al£02% during the three-
month period ended June 29, 2008, from 103% fotthree-month period ended July 1, 2007, and alscedsed to 102% of net sales for the
six-month period ended June 29, 2008 compared3&olfdr the six-month period ended July 1, 2007.igthe three- and six-month periods
ended June 29, 2008 our overall cost of goodsamhl percentage of net sales decreased year-auebya 30 basis points and 140 basis
points, respectively, due to a favorable shiftim product mix to higher margin OTC sales, as w&slimprovements in our OTC, mail-order
pharmacy, and local-pick up pharmacy margins. Reitlhree-and six-month periods ended June 29, 2008mproved gross margins were
partially offset by increased fulfilment expensesulting from increased professional fees prigaglated to consulting services assisting in
our profitability initiatives, increased marketiegpenses resulting from increased order volumesremeased cost per order, and increased
technology and content expenses as a result ofilmgpgoprovements to our IT infrastructure. For theee-month period ended June 29, 2008,
general and administrative expenses decreasedrfiyirdae to lower stock based compensation expepa#gially offset by increased
professional fees primarily related to consultiegvices assisting in our profitability initiativesnd for the three-month period ended July 1,
2007, general and administrative expenses incremsadesult of increased professional fees plgrtéfiset by lower stock-based
compensation.

Net Loss; Cash PositionOur net loss for the three-month period ende@ A% 2008 decreased by 25%, or $743,000 to $2L@mi
compared to $3.0 million for the three-month perodied July 1, 2007, and decreased by 27%, omilli8n, to $5.0 million, compared to
$6.8 million for the six-month period ended July2007. We ended the second quarter of 2008 with2§3lion in cash, cash equivalents, and
marketable securities, compared to $36.2 millioBetember 31, 2007, and $38.9 million at July D720 his balance reflects cash generated
from operating activities in the six-month periotled June 29, 2008 of $4.4 million, $3.5 millioarfr borrowings under our line of credit, and
proceeds of $423,000 from the exercise of emplsyeek options and purchases under our employek ptochase plan, offset by $8.1 milli
used for capital expenditures, and $1.2 millionejoay debt obligations.
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Results of Operations

Net Sales
Three Months Ended Six Months Ended
June 29, July 1, June 29, July 1,
2008 % Change 2007 2008 % Change 2007
(in thousands, except per order data) (in thousands, except per order data)
Total net sale $122,78° 11.2% $110,41: $243,42: 10.€% $220,17°
Total customer orders shipp 1,61¢ 9.4% 1,477 3,20¢ 8.5% 2,95¢
Average net sales per orc $ 76 1.3% $ 753 76 1.3% $ 75

Net sales include gross revenues from sales olugtahd related shipping fees, net of discountspaadision for sales returns, and other
allowances. Net sales also include consignmentcgefees earned from our arrangement with GNC dheraonsignment vendors, under
which we do not take title to the inventory andmatrestablish pricing. We record on a net basisigmment service fees, which constitute
approximately 1% of total net sales in each pepiasented. We bill orders to the customer’s crealitl or, in the case of prescriptions covered
by insurance, we bill the co-payment to the custtsr@edit card and the remainder of the presaipprice to insurance. We record sales of
pharmaceutical products covered by insurance asuimeof the amounts received from the custometlaadhird party.

Total net sales increased year-over-year primaslg result of a 9% increase in order volume arid@ease in our average net sales per
order for the three- and six-month periods endes 29, 2008. Revenues from repeat customers dedréa81% of net sales in the three- and
six month periods ended June 29, 2008, compar88%ofor the same periods of 2007, primarily assalteof a decrease in revenue from re
customers in our vision and mail-order pharmacyrsags. The year-over-year increase in averageates per order for the three- and six-
month periods ended June 29, 2008 resulted fromawements in all of our segments’ net sales peei@ompared to the three- and the six-
month periods ended July 1, 2007, net sales ifodi€@ segment increased by $7.4 million and $16.0anilnet sales in our local pick-up
pharmacy segment increased by $3.9 million and 8fllfon, and net sales in our vision segment iased by $2.1 million and $3.9 million,
respectively. These increases were partially ofigedecreases in net sales in our mail-order phayrsegment of $1.0 million and $2.2 millic
respectively.

OTC Net Sales

Three Months Ended Six Months Ended
June 29, July 1, June 29, July 1,
2008 % Change 2007 2008 % Change 2007
(in thousands, except per order data (in thousands, except per order data
OTC net sale $64,91! 12.¢€% $57,527 $129,76: 14.(% $113,78¢
Segmented net sales informatis
% of total net sales from OT 52.% 52.1% 53.2% 51.7%
Average net sales per orc $ 58 18% $ 57 $ 58 1.8% $ 57

Net sales in our OTC segment increased year-ovaripe the three- and six-month periods ended 29n&008 as a result of an increase
in order volume and net sales per order. The numberders in our OTC segment grew year-over-ygat 1% to 1.1 million for the second
guarter of 2008, compared to 1.0 million for thew®l quarter of 2007, with the average net salesnger for the second quarter of 2008
increasing year-over-year to $58 from $57. Durimg $ix-month period ended June 29, 2008, the nuof@T C orders grew yeaver year b
11% to 2.2 million, compared to 2.0 million in tek@ame period of 2007, and the average net salexger also increased to $58 from $57. The
number of customer orders includes new and repdat®made through the drugstore.com web storéhendeb stores of our subsidiaries and
orders generated through our fulfillment agreemétit Weil, under which we host a Weil-branded stanel fulfill Weil vitamin orders made
on the drugstore.com web store. The increase in @@€r volumes in 2008 compared to 2007 was drseimcreased orders from both new
and repeat customers as a result of our increasitige customer base and our continued effortsxfrdve customer retention and conversion
by adding website enhancements and offering a Isekttion of basic necessity items and hard-td4ipecialty items through the addition of
new SKUs that encourages customers to return tavebsites and make repeat, replenishment, and saguirchases. The increase in the
average net sales per order in our OTC segmer@d8 2ompared to 2007 resulted from selling highrézed items, offset slightly by a decre
in the number of items per order.
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Vision Net Sales

Three Months Ended Six Months Ended
June 29, July 1, June 29, July 1,

2008 % Change 2007 2008 % Change 2007

(in thousands, except per order data (in thousands, except per order data
Vision net sale: $15,85( 14.9%  $13,79¢ $31,28¢ 14.86 $27,34%
Segmented net sales informatis

% of total net sales from visic 12.%% 12.5% 12.8% 12.4%

Average net sales per orc $ 111 121% ¢ 99 $ 10¢ 12% $ 97

Net sales in our vision segment increased year-pear for the three- and six-month periods endedd 29, 2008 as a result of an
increase in the average net sales per order, améeser extent, an increase in orders. The iser@eaverage net sales per order was driven
primarily by offering volume discounts, which resi an increase in the average number of itent$ gef order, and to a lesser extent, selling
higher priced, newer technology contact lensespaite increases for certain SKUs (none of whichenedividually material). The number of
orders in this segment increased slightly to 143 fo@ the three-month period ended June 29, 208@8&pared to 140,000 for the three-month
period ended July 1, 2007, and increased to 28€@0Be six-month period ended June 29, 2008, @etbto 281,000 for the six-month
period ended July 1, 2007 as a result of an inergasrders from new customers partially offsetbyecrease in orders from repeat customers.

Mail-Order Pharmacy Net Sales

Three Months Ended Six Months Ended
June 29, July 1, June 29, July 1,
2008 % Change 2007 2008 % Change 2007
(in thousands, except per order data (in thousands, except per order data
Mail-order pharmacy net sal $11,48: -7.7% $12,45! $23,76¢ -8.3%  $25,92¢
Segmented net sales informatis
% of total net sales from m-order pharmac 9.2% 11.5% 9.8% 11.&%
Average net sales per orc $ 161 0.€% $ 16C $ 16z 1% $ 16C

Net sales in our mail-order pharmacy segment deerkgear-over-year for the three- and six-montiogserended June 29, 2008 as a
result of decreases in order volume, partially etffsy a slight increase in the average net salesrper. Included in net sales of our mail-order
pharmacy segment for the thremnth periods ended June 29, 2008 and July 1, @0& wholesale orders to two parties totaling $388.anc
$336,000, respectively, which increased our averegsales per order by $5 and $4 in the secondeguincluded in net sales of our mail-
order pharmacy segment for the six-month periodeédune 29, 2008 and July 1, 2007 were wholesd@oto two parties totaling $1.4
million and $950,000, respectively, which increasad average net sales per order by $9 and $&isiamonth periods ended. The number of
orders in this segment decreased 9% year-oventge&dr,000 for the three-month period ended Jun2@88, compared to 78,000 for the same
period in 2007, and decreased 10% year-over-yeb4&gO00 for the six-month period ended June 20826ompared to 162,000 for the same
period in 2007, as a result of decreases in regrears. Excluding the wholesale orders, the avenagisales per order for the second quarter of
2008 remained flat compared to the same perio®@Y 2and decreased by $1 for the six-month pemai¢e 2008 compared to the same period
in 2007, as a result of a decrease in prescrifg@es of higher-priced brand name drugs comparéxiver-priced generic prescription drugs.
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Local Pick-up Pharmacy Net Sales

Three Months Ended Six Months Ended
June 29, July 1, June 29, July 1,

2008 % Change 2007 2008 % Change 2007

(in thousands, except per order data (in thousands, except per order data
Local pick-up pharmacy net sal $30,53¢ 14.6% $26,63¢ $58,60¢ 10.2% $53,11:
Segmented net sales informatis

% of total net sales from local pi-up pharmac 24.% 24.1% 24.1% 24.1%

Average net sales per orc $ 10¢ 2% $ 10t $ 107 1% $ 10t

Net sales in our local pick-up pharmacy segmentimed year-over-year for the three- and six-mpattods ended June 29, 2008 as a
result of an increase in order volume and averagsales per order. The number of orders in tlgmeat increased 12% year-over-year to
283,000 for the three-month period ended June @®,2compared to 253,000 for the three-month pegiwted July 1, 2007, and increased 9%
to 547,000 for the six-month period ended June2R08, compared to 504,000 for the six-month peeiodied July 1, 2007 as a result of an
increase in orders from new and repeat customeder®in this segment are driven by Rite Aid thioitg marketing media, including Rite 2
store receipts, weekly Rite Aid advertising cirealaand e-mail refill reminders, and by Rite Aiddding additional stores. The average net
sales per order increased year-over-year for tleetland six-months period ended June 29, 2008esult of an increase in the price per
prescription for brand name drugs, partially offisgtselling a higher proportion of generic drugsjei have a lower per prescription price.

Customer Data

Approximately 382,000 and 756,000 new customersaalabrders during the three- and six-month perédied June 29, 2008,
respectively, increasing our total customer basgpproximately 10.6 million customers since inceptiOrders from repeat customers as a
percentage of total orders decreased slightly gear-year to 76% for the three- and six-months dnlime 29, 2008, compared to 77% for the
same periods in 2007, as a result of a decreaspéat orders from our vision and maitler pharmacy segments, partially offset by aneias
in our trailing 12-month active customer base. ¥etustomer base includes those customers whophaehased at least once within the last
12 months. Both the active customer base (a teadlRrmonth number) and average annual spend fee actstomer exclude net sales and
orders generated by our CNS fulfillment relatiopshith Weil, and reflect only the activity of cugt@rs making purchases through the web
stores of drugstore.com and its subsidiaries.

Cost of Sales and Gross Margin

Three Months Ended Six Months Ended
June 29, July 1, June 29, July 1,
2008 % Change 2007 2008 % Change 2007
($ in thousands) ($ in thousands)
Cost of sale: $93,30¢ 9.4% $85,317 $185,03: 8.6% $170,37!
Gross margin dollar $29,47¢ 17.5% $25,09® $ 58,39: 17.3% $ 49,79¢
Gross margin percenta 24.(% 22.1% 24.(% 22.€%

Cost of sales consists primarily of the cost ofdueis sold to our customers, including allowanceshrinkage and damaged, slow-
moving, and expired inventory, outbound and inbosinighping costs, and expenses related to promdatioventory included in shipments to
customers. Payments that we receive from vendarsrinection with volume purchase or rebate allowarand payment discount terms are
netted against cost of sales.

Total cost of sales increased in absolute doltatke three- and six-month periods ended June@®B,Zompared to the three- and six-
month periods ended July 1, 2007, as a resultafirin order volume and net sales. Total grosgmaercentage increased year-over-year
for the three- and six-month periods ended Jun2@38, primarily as a result of a larger proportidmet sales in our OTC segment, which is
our highest-margin segment, and improved gross im&fg our mail-order and local pick-up pharmacgreents.
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Shipping
Three Months Ended Six Months Ended
June 29, July 1, June 29, July 1,
2008 % Change 2007 2008 % Change 2007
($ in thousands) ($ in thousands)
Shipping activity:
Shipping revenu $ 3,96( 0.0% $3,96: $ 7,90( 22% $ 7,73
Shipping cost: ($6.639 5.5%  ($6,291] ($13,31) 10.2%  ($12,079
Net shipping los: ($2,679 14.8%  ($2,32¢ ($ 5,417 24.5% ($ 4,346
Percentage of net sal¢
Shipping revenu 3.2% 3.6% 3.2% 3.5%
Shipping cost: -5.4% -5.7% -5.5% -5.5%
Net shipping los: -2.2% -2.1% -2.2% -2.C%

Our net shipping loss increased in absolute doflacsas a percentage of net sales in the threesismdonth periods ended June 29,
2008, compared to the same periods in 2007, asuét i a higher mix of OTC orders, which have ghigir net shipping loss than orders in our
other business segments, and increasing fuel sgehan late 2007, we renegotiated lower contedatates from our largest shipping carrier,
and in early 2008, we implemented our zone skippireggram, which we anticipate will have a favoraibiact on our net shipping loss in
2008. We include in net sales our revenues froppshg charges to customers and we include in dostles outbound shipping costs. We
expect to continue to subsidize a portion of cusi@nshipping costs for the foreseeable futureupgh certain free shipping options, as a
strategy to attract and retain customers.

OTC Cost of Sales and Gross Margin

Three Months Ended Six Months Ended
June 29, July 1, June 29, July 1,
2008 % Change 2007 2008 % Change 2007
($ in thousands) ($ in thousands)
OTC cost of sale $45,09¢ 10.5% $40,81( $90,117 12.(% $80,46:
Segmented cost of sales informati
OTC gross margin dolla $19,81: $16,717  $39,65( $33,32¢
OTC gross margin percenta 30.5% 29.1% 30.€% 29.2%

The year-over-year increase in cost of sales ifMUE segment in absolute dollars for the three-saxiinonth periods ended June 29,
2008 resulted from increased order volume andalessThe year-over-year increase in gross mamgiceptage in this segment for the three-
and sixmonth periods ended June 29, 2008 resulted priynfaoin improvements in product margins in a majodf our product categories a
result of our ongoing pricing and sourcing profilipinitiatives, and to a lesser extent, a shifproduct mix to higher margin product
categories.

Vision Cost of Sales and Gross Margin

Three Months Ended Six Months Ended
June 29, July 1, June 29, July 1,
2008 % Change 2007 2008 % Change 2007
($ in thousands) ($ in thousands)
Vision cost of sale $12,23¢ 16.6% $10,47F  $24,26¢ 15.7% $20,97:
Segmented cost of sales informati
Vision cost gross margin dolla $ 3,612 $332( $ 7,02 $ 6,37¢
Vision cost gross margin percente 22.&% 24.1% 22.2% 23.%
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The year-over-year increase in cost of sales invisimn segment in absolute dollars for the thaged six-month periods ended June 29,
2008 resulted from increased order volume andalessThe year-over-year decrease in gross maegaeptage in this segment for the three-
and six-month periods ended June 29, 2008 respitewarily from increased promotional offers, whiclecrease the average net sales per order
but had an unfavorable impact on gross margin péage.

Mail-Order Pharmacy Cost of Sales and Gross Margin

Three Months Ended Six Months Ended
June 29
July 1, June 29, July 1,
2008 % Change 2007 2008 % Change 2007
($ in thousands) ($ in thousands)
Mail-order pharmacy cost of sal $9,34: -10.7% $10,46¢  $19,48¢ -10.5% $21,77¢
Segmented cost of sales informati
Mail-order pharmacy gross margin doll; $2,14¢ $ 1,98 $ 4,28/ $ 4,15(
Mail-order pharmacy gross margin percent 18.7% 15.9% 18.(% 16.(%

The year-over-year decrease in cost of sales imatlrorder pharmacy segment in absolute dollarshe three- and six-month periods
ended June 29, 2008 resulted from a decrease émn wotlme and net sales. The year-over-year iner@agross margin percentage in this
segment for three- and six-month periods ended 282008 resulted primarily from a shift in saheix to higher margin generic drugs
compared to lower margin brand name drugs, andegoing review of pricing and profitability of plmaceutical products.

Local Pick-up Pharmacy Cost of Sales and Gross Marg

Three Months Ended Six Months Ended
June 29, July 1, June 29, July 1,
2008 % Change 2007 2008 % Change 2007
($ in thousands) ($ in thousands)
Local pick-up pharmacy cost of Sal $26,62¢ 13.% $23,56¢ $51,16¢ 8.5% $47,16¢
Segmented cost of sales informati
Local pick-up gross margin dollai $ 3,91( $ 3,07: $ 7,43¢ $ 5,94
Local pick-up gross margin Percentag 12.£% 11.5% 12.7% 11.2%

The year-over-year increase in cost of sales idamal pick-up pharmacy segment in absolute dollatee three- and six-month periods
ended June 29, 2008 resulted from an increasalar @nlume and net sales. The year-over-year isergagross margin percentage in this
segment for the three- and six-month periods eddeé 29, 2008 resulted primarily from selling ahlgigproportion of higher margin generic
drugs compared to lower margin brand name drugs.

Fulfillment and Order Processing Expenses

Three Months Ended Six Months Ended
June 29, July 1, June 29, July 1,
2008 % Change 2007 2008 % Change 2007
($ in thousands) ($ in thousands)
Fulfilment and order processing expen $12,18¢ 14.2% $10,65¢  $24,33¢ 12.5% $21,63(
Percentage of net sal 9.9% 9.7% 10.(% 9.8%
Fixed and variable cost informatio
Variable cost: $ 8,75¢ 11.1% $ 7,88¢ $17,54¢ 8.2% $16,10¢
Fixed costs $ 3,42¢ 23.6% $ 2,772 $ 6,78¢ 22.% $ 5,52z
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Fulfillment and order processing expenses inclugqgll and related expenses for personnel engagpdrchasing, fulfilment,
distribution, and customer care activities (inchglivarehouse personnel and pharmacists engageescription verification activities),
distribution center equipment and packaging suppper-unit fulfilment fees charged by Rite Aid farescriptions ordered through the
drugstore.com web store and picked up at a Ritesfite, credit card processing fees, and bad deleinses. These expenses also include rent
and depreciation related to equipment and fixturesur distribution center and call center faddgi Variable fulfillment costs represent the
incremental (variable) costs of fulfilling, procésg and delivering the order that are variablecdasn sales volume.

Variable fulfillment and order processing experiseseased year-over-year for the three- and sixtmpariods ended June 29, 2008
primarily as a result of an 11% increase in ord#gume in our OTC segment. Fixed fulfilment and@rg@rocessing expenses increased for the
threeand six month periods ended June 29, 2008 compartbe same periods in 2007, primarily as a resulicreased facility related costs
$244,000 and $687,000, respectively, resulting ftbenaddition of our inventory storage facilitytive second half of 2007, increased
depreciation expense of $229,000 and $224,000¢ctsply, related to equipment and software pureldsr our primary distribution facility,
and increased professional fees of $315,000 and,$@9, respectively, related to process improverpasjects in our primary distribution
facility, partially offset with a decrease in staoised compensation of $83,000 and $173,000, riasglgc Fulfillment and order processing
expenses as a percentage of net sales increasbe fibiree- and six-month periods ended June 28 20mpared to the same periods in 2007,
as a result of an increase in fixed costs, paytifiset by a year-over-year 100 basis point improent in variable costs as a percentage of net
sales due to increased efficiencies in our pringgstribution facility.

Marketing and Sales Expenses

Three Months Ended Six Months Ended
June 29
July 1, June 29, July 1,
2008 % Change 2007 2008 % Change 2007
($ in thousands) ($ in thousands)
Marketing and sales expens $8,821 12.1% $7,872 $17,701 10.%% $15,96:
Percentage of net sal 7.2% 7.1% 7.3% 7.2%

Marketing and sales expenses include advertisipgreses, promotional expenditures, web analyticdstaveb design, and payroll and
related expenses for personnel engaged in markatidgnerchandising activities. Advertising experiselide our obligations under various
advertising and service contracts. Advertising praimotional costs were $6.1 million and $12.4 millifor the three- and six-month periods
ended June 29, 2008, respectively, and were $3liéméand $11.1 million for the three-and sixenth periods ended July 1, 2007, respecti\

Marketing and sales expenses increased year-oaeigeh in absolute dollars and as a percentagetdafales for the three- and six-
month periods ended June 29, 2008. The year-oarigerease in the three- and six-month periode@ddine 29, 2008 resulted primarily
from an increase of $667,000 and $1.3 million, eetipely, in paid search, affiliate, and portal tspsesulting from an increase in order volu
a shift to a higher mix of paid orders comparettée orders, and increased employee related cb6$23d,000 and $312,000, respectively.
Marketing and sales dollars per new customer readadonsistent in the second quarter of 2008 at &#8pared to the second quarter of 2007,
but declined in the six-month period ended June2208 to $23, from $24 for the same period in 2007.

Technology and Content Expenses

Three Months Ended Six Months Ended
June 29
July 1, June 29, July 1,
2008 % Change 2007 2008 % Change 2007
($ in thousands) ($ in thousands)
Technology and content expen: $5,73¢€ 28.2% $4,47¢ $10,93¢ 19.(% $9,19(
Percentage of net sal 4.7% 4.1% 4.5% 4.2%

Technology and content expenses consist primafipaproll and related expenses for personnel ertyagdeveloping, maintaining, and
making routine upgrades and improvements to ouisitet Technology and content expenses also in¢hudmet access and hosting charges,
depreciation on hardware and IT structures, w8itand website content and design expenses.
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Technology and content expenses increased yearyeaeiboth in absolute dollars and as a percerdhget sales for the three- and six-
month periods ended June 29, 2008. The year-ow@rigerease in the three-and sienth periods ended June 29, 2008 resulted priynfaoin
an increase in depreciation expense of $629,000&h#,000, respectively, resulting from the comiptedf internally developed software
projects and the acquisition of software and competiuipment to enhance our websites and IT imfresstre, an increase in employee related
expenses of $487,000 and $759,000, respectivedytalincreased headcount, and to a lesser exten¢ased other operational costs to support
our growth in our IT infrastructure.

General and Administrative Expenses

Three Months Ended Six Months Ended
June 29
July 1, June 29, July 1,
2008 % Change 2007 2008 % Change 2007
($ in thousands) ($ in thousands)
General and administrative expen $4,90( -5.0% $5,157 $10,29¢ 4.3% $9,86¢
Percentage of net sal 4.C% 4.7% 4.2% 4.5%

General and administrative expenses consist ofoflaymd related expenses for executive and adméatige personnel, corporate facility
expenses, professional service expenses, andgeheral corporate expenses.

General and administrative expenses decreasedyearear both in absolute dollars and as a pesigenf net sales for the three-month
period ended June 29, 2008, and increased yeatyeaerin absolute dollars but decreased as a prgenf net sales for the six-month period
ended June 29, 2008. The year-over-year decredie three-month period ended June 29, 2008 relspitmarily from a decrease in stock-
based compensation and other employee related sapeif $778,000 resulting from certain stock awaeisg fully amortized in the prior
year, partially offset by increased professionadenses of $486,000 related primarily to consulfirgects focused on our profitabili
initiatives. The year-over-year increase in theraonth period ended June 29, 2008 resulted prigndm an increase of $1.4 million in
professional fees related to our profitability iaiives and an increase of $234,000 related tones#id uncollected sales taxes and interest
incurred prior to the unfavorable ruling on our $fJes tax case in March 2008. These increasesoffest by a decrease in stock-based
compensation and employee related expenses ofdillién, resulting from certain stock awards befolly amortized in the prior year and
includes a reduction in costs from a nacurring charge from the first quarter of 200%490,000 related to the departure of our chiefrfaia
officer and the search for his replacement, andcaeahse of approximately $200,000 in insuranceoéimel administrative expenses.

Amortization of Intangible Assets

Three Months Ended Six Months Ended
June 29 July 1, June 29 July 1,
2008 % Change 2007 2008 % Change 2007
($ in thousands) ($ in thousands)
Amortization of intangible asse $ 21C -31.4% $30€ $ 45t -39.2%  $75C

Amortization of intangible assets includes the dimation expense associated with assets acquirednnection with our acquisitions of
CNS and Acumins, Inc., and assets acquired in aiimmewith our agreements with Rite Aid and GNCd ather intangible assets, including a
technology license agreement, domain names, addnrarks.

The year-over-year decrease in amortization expfemgaree- and six-month periods ended June 298 20sulted from certaimtangible
assets being fully amortized in 2007 and 2008.

Interest Income and Expense

Three Months Ended Six Months Ended
June 29 July 1, June 29 July 1,
2008 % Change 2007 2008 % Change 2007
($ in thousands) ($ in thousands)
Interest income, ne $ 10C -71.% $35€ $ 37¢ -53.(%  $80¢

Interest income consists of earnings on our caash equivalents, and marketable securities, ardeisit expense consists primarily of
interest associated with capital lease and deligatiins. The year-over-year decrease in net isténeome for the three- and six-month
periods ended June 29, 2008 was a result of rexgeigiver returns on cash, cash equivalents, an#letedrle securities balances compared to
the same periods in 2007.
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Income Taxes

There was no provision or benefit for income tafagghe three- and six-month periods ended Jun@@38 and July 1, 2007 due to our
ongoing operating losses.

Significant Accounting Judgments

The preparation of financial statements in conftymiith U.S. generally accepted accounting priresplor GAAP, requires estimates
assumptions that affect the reported amounts eftassd liabilities, revenues and expenses, aateretlisclosures of contingent assets and
liabilities in the consolidated financial statengeahd accompanying notes. The Securities and Egeh@ommission, or SEC, has defined a
company'’s critical accounting policies as the athes are most important to the portrayal of the pany’s financial condition and results of
operations and that require the company to makmadtst difficult and subjective judgments, oftereagsult of the need to make estimates of
matters that are inherently uncertain. Signifi@ettounting policies are included in Note 1 of comsolidated financial statements included in
Part | of our annual report on Form 10-K for thexél year ended December 30, 2007. Although we\rethat our estimates, assumptions, and
judgments are reasonable, they are based on infiorm@aesently available. Actual results may diffegnificantly from these estimates uni
different assumptions, judgments, or conditionsaddition, any significant unanticipated changearig of our assumptions could have a
material adverse effect on our business, finar@atlition, and results of operations.

Off-Balance Sheet Transactions
We have not entered into any off-balance shees#@tions.

Liquidity and Capital Resources

We have incurred net losses of $766.8 million sinception. To date, we have not been profitalie, \ee may never achieve
profitability on a full-year or consistent basiseW¢xpect to continue to incur net losses in thal thiarter of 2008, and possibly longer. As a
result, our stock price may decline and stockhalaeay lose all or a part of their investment in coimmon stock. From our inception through
June 29, 2008, we have financed our operationsgpilyrthrough the sale of equity securities, inéghgdcommon and preferred stock, yielding
net cash proceeds of $421.1 million.

Discussion of Cash Flows
The following table provides information regardiogr cash flows for the six-month periods ended 2$he€008 and July 1, 2007.

Six Months Ended

June 29, July 1,
2008 $ Change 2007
(in thousands)
Cash provided by operating activiti $ 4400 $ 1,80¢ $ 2,597
Cash used in investing activiti ($9,367) ($3,59¢) ($5,76¢)
Cash provided by financing activiti $ 2708 $ 1867 $ 83¢
Net decrease in cash and cash equiva ($2,25) $ 79 ($2,33¢)

Net cash provided by operating activities for theraonth period ended June 29, 2008 was $4.4 milland reflected a net loss of $5.0
million, offset by adjustments for non-cash expesnsensisting of depreciation and amortization ab%8illion and stock-based compensation
of $3.9 million. In addition, accounts receivalierieased $3.6 million, prepaid marketing expenadsother current assets decreased $79¢€
and accounts payable, accrued expenses, and iathitiés increased $1.8 million. These sourced ases of cash are primarily due to the
timing of cash receipts and payments. Net cash mseperating activities for the six-month periatled July 1, 2007 was $2.6 million, and
reflected a net loss of $6.8 million, offset bywiments for non-cash expenses consisting of digicgcand amortization of $5.7 million and
stock-based compensation of $5.0 million. In additinventories decreased $1.0 million, prepaidkeiémg expenses and other current assets
increased by $225,000, accounts receivable deatés6,000 and accounts payable, accrued expeargtsther liabilities decreased $2.5
million. These sources and uses of cash are ptiyraue to the timing of cash receipts and payments.
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Net cash used in investing activities for the siaath periods ended June 29, 2008 and July 1, 2@)@ramarily attributable to the
purchase of marketable securities and the aconsiti fixed assets, offset by the sales and maarif marketable securities. Cash used in
investing activities increased year-over-year essalt of an increase in the acquisition of fixedets of $3.0 million and purchases of
marketable securities of $16.2 million offset bg #$ales and maturities of marketable securiti€gl 66 million

Net cash provided by financing activities for tliemonth period ended June 29, 2008 was attribatedborrowings under our revolving
bank line of credit of $3.5 million and proceedsai@ed from exercises of employee stock optionspandhases under our employee stock
purchase plan of $423,000, partially offset byrygayment of debt obligations of $1.2 million. Mesh used by financing activities for the six-
month period ended July 1, 2007 was attributablgréceeds received from exercises of employee siptiins and purchases under our
employee stock purchase plan of $1.9 million angidweings under our revolving bank line of credit#00,000, partially offset by the
repayment of debt obligations of $1.4 million. Cgsbvided by financing activities increased yeaeyear primarily as a result of increased
borrowings under our revolving bank line of creg#ytially offset by lower proceeds received frdra exercise of employee stock options and
purchases under our employee stock purchase plan.

Until required for other purposes, our cash anth eagiivalents are maintained in deposit accounksgiy liquid investments with
remaining maturities of 90 days or less at the tiihpurchase. Our marketable securities, whichuighelcorporate notes and bonds and U.S.
government agency obligations, are considered -gaort as they are available to fund current openati

Liquidity Sources, Requirements and Contractual ®@aRequirements and Commitments

Our principal sources of liquidity are our cashsltaquivalents, and marketable securities. Histblyicour principal liquidity
requirements have been to meet our working capitdlcapital expenditure needs.

Our primary source of cash is sales made throughveb stores, for which we collect cash from creditd settlements or insurance
reimbursements. Our primary uses of cash are pseshaf inventory, salaries, marketing expensespaathead and fixed costs. Any
projections of our future cash needs and cash fanesubject to substantial uncertainty for theswoea discussed in the sections entitlédsk
Factors” in Part Il, Item 1A of this quarterly report afért I, Item 1A of our annual report on Form 10eK the year ended December 30,
2007.

In March 2008, we entered into an amended andteestoan and security agreement with our existiaigkb This agreement includes a
revolving line of credit allowing for borrowings of to $10.0 million, which accrue interest at piene rate. The revolving line of credit
matures in March 2009. The agreement allows foctrversion of up to $5.0 million of the outstargibalance into a term loan within 60 d
of maturity. In March 2008, borrowings under théséirg line of credit totaling $5.0 million and sxing term loans totaling $972,222 were
converted into one term loan totaling $6.0 milliomder the amended and restated loan and securégragnt. The term loan is payable in 36
monthly installments and accrues interest at tiragrate plus .50% (5.50% at June 29, 2008). Thenba outstanding under the term loan
totaled $5.5 million as of June 29, 2008.

As of June 29, 2008 we did not have any future nieteoncancelable commitments to purchase goodgmices.

We believe that our cash and marketable secudtigzand plus our sources of cash will be sufficterfund our operations and
anticipated capital expenditures. However, anyqmtipns about our future cash needs and cash #ioevsubject to substantial uncertainty. /
result, we may need to raise additional moniesital four operating activities or for strategic flakty (if, for example, we decide to pursue
business or technology acquisitions) or if our etggéons regarding our operations and anticipasgutal expenditures change. We have
assessed in the past, and will continue to assppsytunities for raising additional funds by sadliequity, equity-related or debt securities,
obtaining additional credit facilities, or obtaigiother means of financing for strategic reasorts éurther strengthen our financial position.
We cannot be certain that additional financing Wélavailable to us on acceptable terms when redjuar at all. Furthermore, if we were to
raise additional funds through the issuance ofrées; such securities may have rights, prefergngeprivileges senior to those of the right
our common stock and our stockholders may expegiedditional dilution.

Management Outlook

For the third quarter of fiscal year 2008, we amgeting net sales in the range of $118.0 millm$122.0 million and a net loss in the
range of $1.0 million to $2.0 million.
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Item 3. Quantitative and Qualitative Disclosures about MakRisk

We have assessed our vulnerability to certain ntaisles, including interest rate risk associatethwiarketable securities, accounts
receivable, accounts payable, capital lease oiggtand cash and cash equivalents. Due to thé-tgnm nature of these investments and our
investment policies and procedures, we have detedhthat the risk associated with interest ratetdlations related to these financial
instruments is not material to us.

We have interest rate exposure arising from owarfaing facilities, which have variable rates. Thesgable interest rates are affected by
changes in short-term interest rates. We managatmrest rate exposure by maintaining a consesmatebt-toequity ratio. We believe that t
effect, if any, of reasonably possible néam changes in interest rates on our financiaitipos results of operations, and cash flows wilt be
material. Our financing facilities expose our natrengs to changes in short-term interest rateauserinterest rates on the underlying
obligations are variable. Borrowings outstandindenmthe variable interesearing financing facilities totaled $5.5 milliohJune 29, 2008, ai
the highest interest rate attributable to this tamtsing balance was 5.50% at June 29, 2008. A ehemniget earnings resulting from a
hypothetical 10% increase or decrease in inteatsswould not be material.

We have investment risk exposure arising from ouestments in marketable securities. As of Jun€@08, we had $18.9 million of
securities classified as “marketable securitiese’ Mgularly review the carrying value of our inveshts and identify and record losses when
events and circumstances indicate that declinggeifiair value of such assets below our accouriagis are other-than-temporary.

Iltem 4. Controls and Procedure

Under the supervision of and with the participatidrour management, including our chief executiffecer and chief accounting officer,
we performed an evaluation of the effectivenessunfdisclosure controls and procedures (as defm&ulles 13a-15(e) and 15d-15(e) under
the Securities Exchange Act of 1934, as amendetthedExchange Act). Based on that evaluation, camagement, including our chief
executive officer and chief accounting officer, clugled that, as of June 29, 2008, our disclosunérals and procedures were effective to
provide reasonable assurance that all materiatriméiion required to be disclosed in reports filedwbmitted by us under the Exchange Act is
made known to management in a timely fashion.

On May 5, 2008, Thére du Pont, our Senior Vice iBezd of Operations and Chief Financial Officerigegd effective May 29, 2008, a
the Company promoted Tracy Wright to Chief Fina@d¢fcer and Robert Potter to Chief Accounting Oéfico fill Mr. du Pont’s role as CFO.
Management has taken and is taking the necessgy &t monitor and maintain the appropriate le¥@hternal controls during this transition
period, and does not believe that there have begmaterial adverse impacts to our internal costoser financial reporting.

The certifications required by Section 302 of tlelfBnes-Oxley Act of 2002 are filed as exhibitsl3nd 31.2, respectively, in this Form
10-Q.
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PART Il—OTHER INFORMATION

Item 1. Legal Proceeding:

See Note 7 of our consolidated financial statemér@®mmitments and Contingencies—Legal Proceedinigsluded in Part I, Item 1 «
this quarterly report, for a discussion of the matdegal proceedings to which we are a party.

Item 1A. Risk Factors

The risk factor disclosure included under Item ¥Awr Annual Report on Form 10-K for the fiscal yead December 30, 2007, filed
with the Securities and Exchange Commission on Ma#; 2008 (the “Form 10-K”) has not materially nbad other than as set forth below.

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

We have incurred net losses of $766.8 million tgftodune 29, 2008. To date, we have not becomeaitdj and we may never achieve
profitability on a full-year or consistent basiseW¢xpect to continue to incur net losses in thal thiarter of 2008, and possibly longer. As a
result, our stock price may decline and stockhaldeay lose all or a part of their investment in coimmon stock.

Our relationship with Rite Aid involves many riskend restricts our ability to promote, contract witbr operate traditional retail store

In June 1999, we entered into a series of agreexwdtit Rite Aid that expire in June 2009. Thesesagrents involve many aspects of
respective businesses and the operation of ouectsp websites, the fulfillment of orders, and éx¢ension of Rite Aid’s insurance
relationships to cover prescriptions processedshy\e are currently in discussions with Rite Aidasling the nature of any future relations
with them.

Our Rite Aid agreements benefit both our local pigkand mail-order pharmacy segments, which togethprised approximately 35%
of our net sales in fiscal 2007 and 34% of oursaées for the six months ended June 29, 2008.d2at pick-up pharmacy segment, under
which our customers can pick up prescriptions gtRite Aid store, depends on our relationship viRite-Aid. If our ability to offer customers
a local pick-up option were adversely affected bgrges in Rite-Aid’s operations or in our relatioipswith Rite-Aid, our ability to generate
revenue from local pick-up pharmacy sales woulddaeiced or eliminated. This could occur, for examflwe are unable to renew our
arrangement with Rite Aid or establish a relatiopstith another company to offer local pick-up @égcriptions, or if Rite Aid were to close a
significant number of its stores. The loss of amaal pick-up sales, which comprised approximatdl%2f our net sales in fiscal 2007 and 24%
of our net sales for the six months ended Jun@@38, would greatly reduce our revenue and harnbosiness.

In addition, we currently use Rite Aid’s systemgptocess prescription orders in our mail-order pteary segment. If we were unable to
maintain our relationship with Rite Aid and coulot ieasibly implement an alternative method forgessing prescriptions, through either our
own systems or those of a third party, we wouldibable to maintain our mail-order pharmacy openatidhe loss of our madfder pharmac
sales would significantly reduce our revenue anthhaur business.

Our arrangement with Rite Aid is complex and regsiisubstantial effort and attention to operateraadage successfully. We may nor
able to accommodate changes that Rite Aid may rtalte systems that we use, which may limit outighio operate our business.

While Rite Aid has committed to promoting drugstooen in its stores and in its advertising, we dbaamtrol the choice of ads in which
we are featured, and this form of advertising matyrasult in additional drugstore.com customersaddition, a substantial alteration of Rite
Aid’s marketing efforts, or a breach by Rite Aiditsf marketing obligations, could adversely affeat revenues and harm our business. While
our relationship with Rite Aid substantially broadeour ability to provide prescription medicatidgaconsumers with insurance reimbursement
plans, it may not allow all of our potential custn®ito purchase these medications from drugstareacal receive insurance reimbursement,
which could adversely affect consumer perceptidnssand our revenues. In addition, our relatiopstith Rite Aid contains limitations on tl
scope of our activities, including restrictionsaur ability to promote, contract with, or operataditional retail stores, and the prohibition on
our ability to become a PBM. We have also agregdmoontract with another traditional retail stéodfill pharmacy product orders we receive
unless a Rite Aid store is not conveniently locatedr a customer. These restrictions could limitflaxibility and ability to grow our business
if our relationship with Rite Aid is not successful

Changes in our senior management may have an adee&fect on our ability to execute our businessaségy.

Our success depends largely on the efforts andiebibf our senior management to execute our legsiplan. Changes in our senior
management have been, and future changes maysheptilie to our business and may adversely affecbperations. For example, changes in
senior management positions could adversely aff@ctbility to execute our existing business sgig® or plans or cause us to adopt less
successful business strategies or plans than weuamntly pursuing. Our business could suffer assalt.

The information above updates and should be readrijunction with the discussion of our risk fastepntained in Item 1A of the Form
10-K.
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ltem 2. Unregistered Sales of Equity Securities and UséPobceeds

On June 27, 2008, we issued to certain consultafully vested warrant to purchase 50,000 sharesioEommon stock at $2.53 per
share, expiring in June 2018, in conjunction wite performance of services under a consulting aggae The issuance of these warrants was
exempt from registration under the Securities £@983, as amended, as a private offering undetic@e4(2) of the Securities Act.

Item 3. Defaults Upon Senior Securitie:
None.
ltem 4. Submission of Matters to a Vote of Security Holde

We held our annual meeting of stockholders on @008, where our stockholders voted on the fidlig matters:

Proposal 1: Our stockholders re-elected the folhgwdirectors:

Nominee Votes For Votes Withheld
Dawn G. Lepore 77,299,63 2,128,16
Richard W. Bennet || 77,708,20 1,719,601
Geoffrey R. Entres 77,703,88 1,723,92
Jeffrey M. Killeen 76,618,53 2,809,27.
William D. Savoy 75,945,99 3,481,801
Gregory S. Stangge 77,231,17 2,196,62

Proposal 2: Our stockholders approved our 2008t djucentive Plan, with 49,213,242 votes for, 10081 votes against, 159,122
abstentions, and 19,995,406 broker non-votes.

Proposal 3: Our stockholders approved proposed Aiments to our Certificate of Incorporation and auitted our board of directors to
effect a reverse stock split, with 65,969,554 vétes11,809,798 votes against, and 1,648,449 abstes.

Proposal 4: Our stockholders ratified the appoiminoé Ernst & Young LLP to serve as our independenistered public accounting fit
for fiscal year 2008, with 78,718,761 votes for22®0 against and 206,550 abstentions.

Item 5. Other Information.
None.

Iltem 6. Exhibits

Exhibit No. Exhibit Description
3.1 Amended and Restated Certificate of Incorporatiodrogstore.com, inc. (incorporated by referencEshibit 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 Preferredc&tof drugstore.com, inc. (incorporated by refegeto Exhibit 3.1a ti
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.comdiaied January 7, 2005 (incorporated by referené&siibit 3.2 to
drugstore.com in’s Annual Report on Form -K for the Fiscal Year Ended January 1, 2006 (SHE Wo. 00(-26137)).
10.1 Amendment to the Main agreement between drugstore.mc. and Rite Aid Corporation dated April 3008 (incorporated
by reference to Exhibit 10.1 to drugstore.com,’ n€urrent Report on Form 8-K dated April 30, 2q8&EC File No. 000-
26137)).
31.1* Certification of Dawn G. Lepore, Chairman of Boardesident and Chief Executive Officer of drugstwen, inc., pursuar
to Section 302 of the Sarba-Oxley Act of 2002
31.2* Certification of Robert P. Potter, Vice Presidemd £hief Accounting Officer of drugstore.com, ingursuant to Section 3(
of the Sarban«-Oxley Act of 2002
32.1* Certification of Dawn G. Lepore, Chairman of Bodrdesident and Chief Executive Officer of drugsiowen, inc., pursuant
to 18 U.S.C. Section 1350, as adopted pursuanedtidh 906 of the Sarbar-Oxley Act of 2002
32.2* Certification of Robert P. Potter, Vice Presidemd £hief Accounting Officer of drugstore.com, ingursuant to 18 U.S.C.

Section 1350, as adopted pursuant to Section 9@&dbarban-Oxley Act of 2002
* Filed herewitt
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SIGNATURES

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

DRUGSTORE.COM, INC.
(Registrant,

By: /s/ Robert P. Potte
Robert P. Potte
Vice President and Chief Accounting Offii

Date: August 8, 2008
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Exhibit 31.1

CERTIFICATIONS

I, Dawn G. Lepore, certify that:

1.
2.

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

Based on my knowledge, this report does notaiorny untrue statement of a material fact or anttate a material fact necessary to
make the statements made, in light of the circunt&ts under which such statements were made, nigtaisg with respect to the period
covered by this repor

Based on my knowledge, the financial statements$ aéimer financial information included in this repdairly present in all materi
respects the financial condition, results of operst and cash flows of the registrant as of, amgdtf@ periods presented in this rep

The registrar's other certifying officer and | are responsibledetablishing and maintaining disclosure contamld procedures (i
defined in Exchange Act Rules 13a-15(e) and 15@))%(d internal control over financial reportirag @efined in Exchange Act Rules
13&15(f) and 15-15(f)) for the registrant and hay

a) Designed such disclosure controls and proceduresused such disclosure controls and procedutes tiesigned under o
supervision, to ensure that material informatidatieg to the registrant, including its consolidhgubsidiaries, is made known to us
by others within those entities, particularly dgyithe period in which this report is being prepa

b) Designed such internal control over financiploming, or caused such internal control over faiahreporting to be designed under
our supervision, to provide reasonable assurargadang the reliability of financial reporting atfte preparation of financial
statements for external purposes in accordancegeitierally accepted accounting princip

c) Evaluated the effectiveness of the regis’s disclosure controls and procedures and presémtai report our conclusions abc
the effectiveness of the disclosure controls andguiures, as of the end of the period coveredibyeport based on such
evaluation; ant

d) Disclosed in this report any change in the ttegid’s internal control over financial reportirttat occurred during the registrant’s
most recent fiscal quarter that has materiallycéf@, or is reasonably likely to materially affebte registrans internal control ove
financial reporting; an

The registrant’s other certifying officer antdve disclosed, based on our most recent evaluatimrernal control over financial

reporting, to the registre’s auditors and the audit committee of the regi¢'s board of director:

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

b)  Any fraud, whether or not material, that involveamagement or other employees who have a significémin the registra’s
internal control over financial reportin

August 8, 2008

/s/ Dawn G. Lepor
President, Chief Executive Officer a
Chairman of the Boar




Exhibit 31.2

CERTIFICATIONS

I, Robert P. Potter, 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 notaiorny untrue statement of a material fact or anttate a material fact necessary to
make the statements made, in light of the circunt&ts under which such statements were made, nigtaisg with respect to the period
covered by this repor

Based on my knowledge, the financial statements$ aéimer financial information included in this repdairly present in all materi
respects the financial condition, results of operst and cash flows of the registrant as of, amgdtf@ periods presented in this rep

The registrar's other certifying officer and | are responsibledetablishing and maintaining disclosure contamld procedures (i
defined in Exchange Act Rules 13a-15(e) and 15@))%(d internal control over financial reportirag @efined in Exchange Act Rules
13&15(f) and 15-15(f)) for the registrant and hay

a) Designed such disclosure controls and proceduresused such disclosure controls and procedutes tiesigned under o
supervision, to ensure that material informatidatieg to the registrant, including its consolidhgubsidiaries, is made known to us
by others within those entities, particularly dgyithe period in which this report is being prepa

b) Designed such internal control over financiploming, or caused such internal control over faiahreporting to be designed under
our supervision, to provide reasonable assurargadang the reliability of financial reporting atfte preparation of financial
statements for external purposes in accordancegeitierally accepted accounting princip

c) Evaluated the effectiveness of the regis’s disclosure controls and procedures and presémtai report our conclusions abc
the effectiveness of the disclosure controls andguiures, as of the end of the period coveredibyeport based on such
evaluation; ant

d) Disclosed in this report any change in the ttegid’s internal control over financial reportirttat occurred during the registrant’s
most recent fiscal quarter that has materiallycéf@, or is reasonably likely to materially affebte registrans internal control ove
financial reporting; an

The registrant’s other certifying officer antdve disclosed, based on our most recent evaluatimrernal control over financial

reporting, to the registre’s auditors and the audit committee of the regi¢'s board of director:

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

b)  Any fraud, whether or not material, that involveamagement or other employees who have a significémin the registra’s
internal control over financial reportin

August 8, 2008

/s/ Robert P. Potte
Vice President and Chief Accounting Offic




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 endingd 29, 2008, as filed with the
Securities and Exchange Commission on the datehg@he “Report”), I, Dawn G. Lepore, President,&tExecutive Officer and Chairman of
the Board of the Company, certify, pursuant to 18.0. 8 1350, as adopted pursuant to §906 of tHeaBas-Oxley Act of 2002, that:

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

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

/s/ Dawn G. Lepor
President, Chief Executive Officer a
Chairman of the Boar

August 8, 2008

A signed original of this written statement reqdif®y Section 906 has been provided to drugstore.ommand will be retained by
drugstore.com, inc. and furnished to the Securétes 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 endingd 29, 2008, as filed with the
Securities and Exchange Commission on the datehére “Report”), I, Robert P. Potter, Vice Pre=itland Chief Accounting Officer, of the
Company, certify, pursuant to 18 U.S.C. § 135G dapted pursuant to §906 of the Sarbanes-Oxleyp®2002, that:

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

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

/s/ Robert P. Potte
Vice President and Chief Accounting Offic

August 8, 2008

A signed original of this written statement reqditey 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



