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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-Q

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

For the quarterly period ended September 28, 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 Sewti3 or 15(d) of the Securities
Exchange Act of 1934 during the preceding 12 modh$or such shorter period that the registrans wejuired to file such reports), and
(2) has been subject to such filing requirementstfe past 90 days. Ye&l No [

Indicate by check mark whether the registrantleage 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 fileid Accelerated filer Non-accelerated filer (I

Indicate by check mark whether the registrantsbell company (as defined in Rule 12b-2 of the Exgje Act). Yes[O No
.

As of October 31, 2008, the registrant had 99,482 ghares of common stock outstanding.
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Item 1. Financial Statements

Net sales

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

Total costs and expens

Operating los:

Interest income, ne

Loss from continuing operatiol

Gain from discontinued operatio

Net loss

Basic and diluted

Loss from continuing operations per sh
Gain from discontinued operations per st

Net loss per shal

PART I—FINANCIAL INFORMATION

DRUGSTORE.COM, INC.

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

(unaudited)

Three Months Ended

Nine Months Ended

Weighted average shares outstanding used to corbpsaie and dilutec

net loss per shal

September 28, September 30, September 28, September 30,
2008 2007 2008 2007

$ 87,82 $ 80,95¢ $ 272,63¢ $ 248,02

62,70¢ 59,33t 196,57( 182,54

10,96¢ 9,481 32,91« 28,92¢

7,92¢ 6,89% 24,49 21,711

6,00¢ 4,68( 16,94¢ 13,87(

4,862 4,767 15,15¢ 14,63:

20€ 24C 661 99C

92,68 85,40: 286,74( 262,67¢

(4,85¢) (4,447) (14,10) (14,657)

137 45¢ 51€ 1,26

(4,727) (3,989 (13,58%) (13,38))

1,10¢ 1,61( 5,00¢ 4,22(

$ (3619 $ (2379 $ (8570 $  (9,16))

$ (009 $ (00H) $ (019 $ (019

$ 0.01 $ 0.0z $ 0.0% $ 0.04

$ (004 $ (0.02 $ (009 $ (0.10

96,515,73 95,664,01 96,462,25 95,056,88

1

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

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

Assets
Current asset:
Cash and cash equivalel
Marketable securitie
Accounts receivable, net of allowanc
Inventories
Other current asse
Assets of discontinued operatic
Total current asse
Fixed assets, ni
Other intangible assets, r
Goodwiill
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

Liabilities of discontinued operatiol

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 sherthorized, no shares issued and outstat
Common stock, $.0001 par value, stated at amouwantsip: 250,000,000 shares authorized, 96,535,5d¢

96,296,687 shares issued and outstan
Accumulated other comprehensive income (It
Accumulated defici

Total stockholder equity
Total liabilities and stockholde’ equity

See accompanying notes to consolidated financissents.

2

September 2¢ December 3C
2008 2007
$ 22,37 $ 18,57:
11,031 17,671
11,01( 10,99¢
30,73¢ 31,23
3,18: 3,642
32,51: 30,76
110,85: 112,89(
29,14( 25,501
3,931 4,59¢
32,20z 32,20:
222 217
$ 176,35 $ 175,40¢
$ 35,54« $ 36,44¢
3,51¢ 4,657
3,20¢ 3,98¢
4,351 4,312
3,022 3,17¢
29,27 24,96¢
78,91¢ 77,55(
3,292 1,221
952 947
1,19¢ 1,322
862,49¢ 856,19¢
(73) 27
(770,42)) (761,85
91,99t 94,36¢
$ 176,35 $ 175,40¢
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Operating Activities:

Net loss

Less gain from discontinued operatic
Loss from continuing operatiol

(unaudited)

DRUGSTORE.COM, INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands)

Three Months Ended

Nine Months Ended

Adjustments to reconcile loss from continuing opierss to net cash

provided by operating activitie
Depreciatior
Amortization of intangible asse
Stoclk-based compensatic

Other
Changes in

Accounts receivabl

Inventories

Prepaid marketing expenses and other current &
Accounts payable, accrued expenses and otheritiied
Net cash (used in) provided by continuing operat
Net cash provided by discontinued operati

Net cash provided by operating activit

Investing Activities:

Purchases of marketable securi

Sales and maturities of marketable secur
Purchases of fixed asst

Purchases of intangible ass

Net cash provided by (used in) investing activi
Financing Activities:

Proceeds from exercise of stock options and emplgyeck purchase

plan

Proceeds from line of crec
Principal payments on line of credit, capital leagad term loan
obligations

Net cash provided by (used in) financing activi

Net increase (decrease) in cash and cash equis
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

September 2€ September 3C September 2€ September 3C
2008 2007 2008 2007

$ (3,619 $ (2,379 $ (8,570 $ (9,167

1,102 1,61( 5,00¢ 4,22(

(4,722) (3,989 (13,585 (13,38

3,04: 1,941 7,89t 5,74:

20€ 24C 661 99C

1,84¢ 2,147 5,77¢ 7,114

(29) 18 (43 12

96 695 (12) 1,75¢

107 2,74C 49¢ 3,99¢

(337) (76€) 45¢ (991)

(970) (54€) (2,919 (3,939

(759) 2,482 (1,262) 1,297

2,66¢€ 1,95¢ 7,56¢ 5,73¢

1,907 4,44( 6,307 7,032

(7,772 (5,379 (43,116 (16,540

15,60¢ 5,30(C 49,70¢ 15,82¢

(2,947 (5,65%) (11,069 (10,787

— (456) — (456)

4,887 (6,18¢) (4,475 (11,959

102 1,44¢ 52¢ 3,381

1,50( — 5,00 30C

(2,339 (795) (3,55%) (2,190

(737) 653 1,96¢ 1,491

6,057 (1,09%) 3,80( (3,431

16,31°¢ 11,05i 18,57 13,39¢

$ 22,37 $ 9,962 $ 22,37 $ 9,96-

$ 89 $ 12E $ 471 $ 407

$ 98 $ 104 $ 38¢ $ 35€

3

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

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(unaudited)

1. Description of the Busines:

drugstore.com, inc. (drugstore.com) is a leadinerprovider of health, beauty, vision, and phacgnproducts. We offer health, beauty,
sexual well-being, household, and other non-prpgon products and prescription medications throoghweb store located at
www.drugstore.comiVe also offer prestige beauty products throughvweely store located atww.beauty.cortwhich is also accessible through
the drugstore.com website); contact lenses througlwholly owned subsidiary Vision Direct Inc. (\6s Direct), through web stores located
atwww.visiondirect.comwww.lensmart.congndwww.lensquest.coffwhich are also accessible through the drugstomewebsite); and
customized nutritional supplement programs throoighwholly owned subsidiary, Custom Nutrition Sees, Inc. (CNS). Our products are
also available toll-free by telephone at 1-800-DRBI®RE and 1-800-VISIONDIRECT. On September 3, 20@8entered into an amended
and restated main agreement with Rite Aid Corponagind certain of its affiliates (Rite Aid) wherelyg transferred to Rite Aid the rights to
our local pick-up pharmacy business, which inclugiescription refills sold online through the drtaye.com web store or the Rite Aid web
store and picked up by customers at Rite Aid stdkesa result of this agreement, our local pickptiarmacy segment is reported as
discontinued operations in the consolidated finalrstatements for all periods presented. Accorglinge now manage our business in three
segments: over-the-counter (OTC), vision, and maler pharmacy. See Note 5 for additional infororati

2. Basis of Presentation and Principles of Consolidain

We have prepared the accompanying consolidateddiabstatements in conformity with U.S. generalbcepted accounting principles
(GAAP) and the rules and regulations of the Selesriitnd Exchange Commission for interim finandglarting. 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 shettements of operations, and statements offlcagh for the periods presented. Operating
results for the periods presented are not necésgaticative of future results for the fiscal yeamding December 28, 2008 or any other interim
period, due to seasonal and other factors. We texieed the consolidated balance sheet as of Dese@th 2007 from audited financial
statements as of that date, but we have excludéaircenformation and footnotes required by GAAP domplete financial statements. You
should read these consolidated financial statenmemsnjunction with the audited consolidated fio@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 statemiestade those of drugstore.com, inc. and our sudseas. We have eliminated all
material intercompany transactions and balances.

We operate using a 52/53-week retail calendar yeittn,each of the fiscal quarters in a 52-weekdigear representing a 1@ek perioc
Fiscal years 2008 and 2007 are 52-week years.

3. Significant Accounting Policies
Estimates and Assumptic

The preparation of financial statements in conftymiith GAAP requires management to make estimatesassumptions that affect the
amounts of assets and liabilities, revenues andresgs, and disclosure of contingent assets antitigebat 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 StandardsrBd&ASB) issued Statement of Financial Accountitgndards 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 accountimpgiples to be used in preparing financial statets®f non-governmental entities that are
presented in conformity with GAAP. This statemeit ke effective 60 days following the U.S. Seci@stand 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 Principléd/e are currently evaluating the potential imp#ainy, of the adoption of SFAS 162 on our
consolidated financial statements.

In April 2008, the FASB issued FASB Staff Positi#isP) 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 ormesite assumptions used to determine
the useful life of a recognized intangible assetarrSFAS No. 142500dwill and Other Intangible

4
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Assety(SFAS 142). The intent of FSP SFAS 142-3 is to muprthe consistency between the useful life ofcagaized intangible asset under
SFAS 142 and the period of expected cash flows tseteasure the fair value of the asset under SFAS41R (revised 2007Business
CombinationSFAS 141R) and other applicable accounting litematFSP SFAS 142-3 is effective for financial etagnts issued for fiscal
years beginning after December 15, 2008 and muappked prospectively to intangible assets acquatfter the effective date. We ¢
currently evaluating the potential impact, if anffFSP SFAS 142-3 on our consolidated financidkestants.

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 dssignfacilitate comparisons between
companies that choose different measurement atslfor similar types of assets and liabilitiese Baloption 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 claziffeat 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 financialtements issued for fiscal years beginning aftexebeder 15, 2008. Early adoption is
prohibited. We do not anticipate that the adoptb&FAS No. 141 (R) or SFAS No. 160 will curreniigive any material impact on our
consolidated financial statements but will havénapact on any future business combinations consuetrtzeginning in 2009.

Adoption of FASB Statement No. 157 and FASB Staffien No. 15-3

In October 2008, FASB issued FSP No. 15D&termining the Fair Value of a Financial Asset \Whiee Market for That Asset Is Not
Active(FSP SFAS 157-3). FSP SFAS 157-3 clarifies theiegidn of SFAS No. 157 in a market that is notvecand provides an example to
illustrate key considerations in determining thie ¥alue of a financial asset when the market fiat financial asset is not active. FSP SFAS
157-3 is effective upon issuance, including prieripds for which financial statement have not bissoed. We adopted FSP SFAS 157-3 for
the period ended September 28, 2008, and the adaitl not have any significant impact on our cdidsted financial statements.

In September 2006, the FASB issued SFAS No. E&if,Value Measurement{SFAS 157). SFAS 157 defines fair value, estabtishe
framework for measuring fair value under GAAP, axgands disclosures about fair value measurem®RsS 157 emphasizes that fair value
is a market-based measurement, not an entity-$peeifasurement, 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 thRASB issued FASB Staff Position No. F
157-2,Effective Date of FASB Statement No. (SFAS 157-2), which amends SFAS 157 by delayingffisctive date by one year for non-
financial assets and non-financial liabilities, eptcfor items that are recognized or disclosedas/élue in the financial statements on a
recurring basis. Therefore, beginning on the fiest of fiscal year 2008, this standard applies peosvely to fair value measurements of
financial instruments and recurring fair value meaments of non-financial assets and non-finarieibilities. Beginning on the first day of
fiscal year 2009, the standard will also applylt@tner fair value measurements. We do not ardighat the adoption of SFAS 157-2 will
have a material impact on our consolidated findrata&tements.

We adopted SFAS 157 on December 31, 2007, thedfisof our fiscal year 2008. SFAS 157 definesValue as the price that would be
received to sell an asset or paid to transfertlitiain an orderly transaction between marketticgpants 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 measairéar value, and SFAS 157 details the
disclosures that are required for measured fairezalVe have certain financial assets including manarket funds and marketable securities
that are measured at the new fair value standaedcWrently do not have non-financial assets amdfimancial liabilities that are required to
be measured at fair value on a recurring basis fiancial 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 miaufioe identical assets or liabilities that we h#wve ability to access at
the measurement da



Table of Contents

Level 2  Inputs include unadjusted quoted prices in actiegkets for similar assets or liabilities, or unat@d quoted prices fi
identical or similar assets or liabilities in matkéhat are not active, or inputs other than quetézks 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

We make an effort to utilize the best availabl®infation in measuring fair value. Our money mafiatls, which are considered cash
and cash equivalents, and our marketable secynittgsh are considered available-feme, are recorded at fair value. We regularly tooranc
evaluate the realizable value of our marketabler#ges. 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 percentafgiae 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 market émegral, analyst recommendations, any news thabé®s released specific to the issuer, and
the outlook for the overall industry in which thesuer operates. If events and circumstances irdilcat a decline in the value of these assets
has occurred and is other than temporary, we rezafthrge against net earnings. Financial assetdassified in their entirety based on the
lowest level of input that is significant to theérfaalue measurement. We have determined that @mesnmarket 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 September 28, gGBousands):

Fair Value Measurements Using

Total Level 1 Level 2 Level 2
Assets
Money market funds (1 $ 121 $ 121 % — $—
U.S. government agency obligations 7,551 — 7,551 —
Corporate notes and bonds 3,48¢ — 3,48¢ —
Total asset $11,15¢ $ 121 $ 11,030 $—

(1) Included in cash and cash equivalents in tmsalidated balance sheets. Quoted market pricastive markets were used to determine
fair values.

(2) Included in marketable securities in the consoéiddialance sheets. Observable market prices imbtis® 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 weightechge number of shares of common stock outstandiiegexclude 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 September 28, 2008 and September 30, 200i& there 17,836,699 and 16,956,957 shares, regplgctof common stock subject
to outstanding stock options and 900,000 and 8@5sbares, respectively, of common stock subjesiaisants, all of which we excluded from
the computation of diluted net loss per sharehes effect was anti-dilutive. If we had reportegt mncome, the calculation of these per share
amounts would have included the dilutive effectrefse common stock equivalents using the treasock snethod.

6
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5. Discontinued Operations

On September 3, 2008, we entered into an amendkrkatated main agreement with Rite Aid wherebytramsferred to Rite Aid the
rights to our local pick-up pharmacy business (LRAbich includes prescription refills sold onliredugh the drugstore.com web store or the
Rite Aid web store and picked up by customers & Rid stores, in exchange for $9.9 million, paidén monthly installments beginning in
September 2008. We recorded the purchase pricelefeaed gain that we are recognizing over thententh contractual payment period
beginning in September 2008. Additionally, Rite Al pay drugstore.com ongoing marketing serviees for the continued marketing of Rite
Aid’s LPU offering on the drugstore.com site durithg term of the agreement, which continues foryears unless extended for another year
by either party. The marketing service fees aresictemed indirect cash inflows of our discontinuddlLsegment as we anticipate the fees
earned will not be a significant source of ongaiegenue in the future.

In conjunction with the amended and restated mgiaeanent, we accelerated the amortization of pdemairketing costs totaling $1.9
million under our previous agreement upon the ditiooation of the LPU business and recorded themlass on the sale of discontinued
operations, partially offset by the gain on theeg#linventory totaling $276,000. We have clasdifiee results of operations of our LPU
segment as discontinued operations in the acconmgaognsolidated statements of operations foretiqus presented.

The following table summarizes the results of opens of our LPU segment that we have classifiedissontinued operations.

Three Months Ended Nine Months Ended
September 2€ September 3C September 2€ September 3C
2008 2007 2008 2007

Net sales $ 22,31 $ 26,36/ $ 80,92 $ 79,47¢
Cost of sale: 19,28¢ 23,09¢ 70,45¢ 70,26¢
Fulfillment and order processir 897 1,08¢ 3,28¢ 3,27:
Marketing and sale 382 572 1,527 1,717
Income from discontinued operatic 1,744 1,61C 5,65( 4,22(
Loss from sale of discontinued operatic (647 — (647 —
Gain from discontinued operatio $ 1,108 $ 1,61C $ 5,00¢ $ 42X

We have classified the assets and liabilities ofLld®®lJ segment as net assets and liabilities frosnatitinued operations in the
accompanying consolidated balance sheets for aigeepresented.

September 2€
December 3C

2008
(Unaudited) 2007

Accounts receivabl $ 32,23¢ $ 27,06¢
Inventories 27¢€ 264
Prepaid marketing expens — 2,29(
Non-current prepaid marketing expen: — 1,14¢
Assets of discontinued operatic $ 32,51 $ 30,76:
Accounts payabl $ 20,35¢ $ 24,96¢
Deferred gain on discontinued operatit 8,91¢ —

Liabilities of discontinued operatiol 29,27 24,96¢
Net assets of discontinued operati $ 323 $ 579
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6. Stockholders Equity
Stock-Based Benefit Plans

1998 Stock Plar Under the terms of our 1998 Stock Plan, as ame(i2B Stock Plan), our board of directors coulchgmcentive an
nonqualified stock options to employees, officelisectors, agents, consultants, and independertteaztors of drugstore.com. Options under
this plan generally vest over four years, as folo20% of the shares vest after six months, andetimaining 80% vest quarterly over the
subsequent 42 months. Option grants generally keitise prices equal to the fair market value efdtbmmon 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 granteter the 1998 Stock Plan. The 1998 Stock Plangkiewy will continue to govern awards
previously granted under that plan and any outstanabtions will continue to vest and will remaiatstanding until they are exercised, are
forfeited, or expire.

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 thateear 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, butueaniser 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 subsequemadi2ths. 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 exerciseegdf an incentive stock option granted to
any participant who owns more than 10% of the tedding power of all classes of our outstandingktmust be at least 110% of the fair
market value of the common stock on the grant ddie.term of an option may not exceed ten yeaxg@xthat, with respect to any participant
who owns 10% of the voting power of all classeswfoutstanding capital stock, the term of an itizerstock option may not exceed five
years.

Under the 2008 Equity Plan, stock appreciationtagihich are the rights to receive the appreaiaitiofair market value of common
stock between the exercise date and the date of, dracome exercisable at the times and on thestestablished by the plan
administrator. The plan administrator has comptiiteretion 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 sateetiisn.

1999 Employee Stock Purchase Pladnder the terms of our 1999 Employee Stock Pwselidan, 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 nine-month
period ended September 28, 2008, employees puiti®@s@47 shares of our common stock under the ESB¥P in exchange for
approximately $189,000, and during the nine-momttiga ended September 30, 2007, employees purcB2se85 shares of our common
stock under the 1999 ESPP in exchange for appraglyn$224,000.

Warrants

In June 2008, we issued a fully vested warranutealpase 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 administrativeresqein the consolidated statements of operation.

In March 2008, we issued two fully vested warraotpurchase 50,000 shares (in total, 100,000 shafe@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 réed in general and administrative expenses itdnsolidated statements of operations.

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

We account for the 1998 Stock Plan, 2008 Equity Pdad the 1999 ESPP under the recognition anduresaent 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®xs option pricing model using the single optovard 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 expectedtdioefg and we are recognizing compensation casjsfor those equity awards expected
to vest. The estimation of stock awards that wilmately vest requires judgment, and to the exsstial 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 manpfaevhen estimating expected forfeitures, inclgdirstorical voluntary termination
behavior and actual option forfeitures. Actual tsswand future changes in estimates, may diffesgantially from our current estimates.

The following table summarizes stock-based compgensay operating function recorded in the Statetmefh Operations (in thousands):

Three Months Ended Nine Months Ended
September 2€ September 3C September 2€ September 3C
2008 2007 2008 2007

Fulfillment and order processit $ 152 $ 18t $ 44C $ 64€
Marketing and sale 41€ 292 1,14¢ 1,07¢
Technology and conte 32€ 292 93C 93t
General and administrati\ 952 1,37¢ 3,26( 4,45¢
Total $ 1,84¢ $ 2,141 $ 5,77¢ $ 7,11¢

Stock Option Activity
The following table summarizes activity under 088& Stock Plan and 2008 Equity Plan:

Outstanding Options

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 (31,84%) $ 2.04
Options forfeitec (1,695,00) $ 4.1¢
Outstanding at September 28, 2( 17,836,69 $ 3.2¢

Vested and expected to vest at September 28, 12,867,99 $ 3.3¢ 6.7t

Exercisable at September 28, 2( 9,662,25! $ 3.5 6.4(

On October 3, 2008, we granted 2,927,000 sharesstifcted stock with a fair market value of $2p&f share. The restricted stock
awards vest over a four-year period.

7. Line of Credit and Debt Obligations

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 phene 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 approxima&gy0 million under the amended and restated lod@nsecurity agreement. The term loan is
payable in 36 monthly installments and accruegésteat the prime rate plus .50% (5.50% at Septe@®e2008). The balance outstanding
under the term loan totaled $5.0 million as of Segier 28, 2008, and there was no balance outstanditer the line of credit as of
September 28, 2008.
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8. 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 subsidiary Vision Direct alleging direct and trilsutory trademark infringement and
dilution under federal and state law, unfair coritjmet, intentional interference with economic réats, 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 agreretween Vision Direct and 1-800 Contacts. Imkations, 1-800 Contacts seeks
monetary damages as well as injunctive reliefheWtah action, we filed a motion to dismiss fopioper venue or, in the alternative, to
transfer the case to the U.S. District Court far 8outhern District of New York. By Order dated Asgl1, 2008, the Utah District Court
dismissed the Utah action for improper venue. OptéSaber 11, 2008, 1-800 Contacts filed with thehUdéstrict Court a notice of appeal to
the U.S. Court of Appeals for the Tenth CircuitisTienth Circuit appeal has not yet been briefedhé New York action, we filed an answer
denying that 1-800 Contacts is entitled to theefelequested and counterclaims asserting, amorgy titings, that 1-800 Contacts’ pursuit of
the Utah action constitutes a violation of thelsetent agreement’s forum selection clause. 1-80tdts filed a Motion to Dismiss our
counterclaims, which motion is now fully briefed.dpen court on July 22, 2008, the District Coartthe Southern District of New York sta
that it would take no action on 1-800 Contacts’imoin the New York action until our motion in thi#ah action had been decided and the
parties’ had informed the Court of the outcome. phgies are in the process of preparing a jottédeo the District Court for the Southern
District of New York advising of the dismissal aappeal of the Utah action. Discovery has not beguhe New York action. We believe 1-
800 Contacts’ claims are without merit and intemdeéfend against them vigorously.

Due to the inherent uncertainties of litigation, @anot accurately predict the ultimate outcomthe$e matters. We are unable to
estimate the potential damages that might be awdfaee were found liable. Because our liabilitiyany, cannot be reasonably estimated, no
amounts have been accrued for these matters. Aersmloutcome in these matters could have a maseivalrse effect on our financial position
and results of operations.

State Sales Tax Claimén early 2002, we received an arbitrary assessnmite from the state of New Jersey for pastsstg 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@@n1 in the aggregate amount of $221,626 inghws penalties in the amount of $11,081
and interest that continues to accrue. In MarctB820@ filed an appeal of the revised assessmehttiét 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 inforofeéte decision by the Tax Court of New Jersey rgjails 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 decisf@nTax Court of New Jersey ruled otherwise. fRddhis ruling we had not collected sa
tax in New Jersey. The Tax Court’s Opinion is cotiyebeing appealed at the Superior Court of Nemselg Appellate Division, and we
anticipate the appeal will be fully briefed by niitbvember 2008. Effective March 2008, we began ctitig and remitting sales tax on taxable
New Jersey sales. Given the decision, we belieatittis probable that we have incurred a liabitify$2.5 million for estimated taxes a
interest. Accordingly, we recorded an expense iregd and administrative expenses in the conseliistatement of operations during the y
ended Decembe0, 2007. The liability is an estimate of the Neawsgy tax obligation for the 2000 and 2001 asseststhat gave rise to the |
Tax Case, as well as for all subsequent years ghr@007. For the three-and nine-months ended Sépted8, 2008, we have recorded an
additional $73,000 and $307,000, respectively stifreated uncollected taxes related to 2008 andeaste

Class Action Laddering LitigationA Consolidated Amended Complaint, which is now diperative complaint, was filed on April 19,
2002 in the United States District Court for thei®ern 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 Defendaniis)connection with our July 27, 1999 init
public offering and March 15, 2000 secondary offgrftogether, the Offerings). The suit purportbeca class action filed on behalf of
purchasers of our common stock during the peridg 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 thithgs (i) the underwriters of the Offerings alldbyehad solicited and received excessive and
undisclosed commissions from certain investorsxchange for which the underwriters allocated testhimvestors material portions of the
restricted number of shares issued in connectiti 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 Sexukixchange Act of 1934, as amended. The actieksstamages in an unspecified amount
and other relief. The action is being coordinatétth @pproximately 300 other nearly identical actidited against other companies or their
present and former officers and directors.
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On October 9, 2002, the Court dismissed the Indafiddefendants from the case without prejudice Denember 5, 2006, the Second
Circuit vacated a decision by the district coudrging class certification in six of the coordirditases, 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 detsridahe focus cases filed motions to dismissatimended complaints against them on
November 14, 2007. On September 27, 2007, thetfffaifiled a motion for class certification in tieex focus cases. On March 26, 2008,
District Court dismissed the Securities Act claioishose members of the putative classes in thesfeases who sold their securities for a
in excess of the initial offering price and thoseoswpurchased outside the previously certified geessd. With respect to all other claims, the
motions to dismiss were denied. On October 10, 2808e request of Plaintiffs, Plaintiffs’ motiéor class certification was withdrawn,
without prejudice.

Due to the inherent uncertainties of litigation, @anot accurately predict the ultimate outcomthisf matter. We cannot predict whether
we will be able to renegotiate a settlement thatges with the Second Circuit's mandate, nor canpredict the amount of any such
settlement and whether that amount would be grélagerour insurance coverage. We are unable tmasithe potential damages that migr
awarded if we were found liable, there arose a rizténitation 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 adveffect on our financial position and results péiations.

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 claimswvieabelieve will have, individually or in the aggegg, a material adverse effect on our
business prospects, financial condition, or opegatésults, other than those listed above.

9. Segment Information

We have three reporting segments: OTC, vision,raaitorder pharmacy. The OTC segment is comprised o$dhes and related costs
selling all non-prescription products through owhnstores, customized nutritional supplement progrthrough CNS, and net sales of
consignment products. Our vision segment is coragrid sales and the related costs of selling cotgases through Vision Direct. The mail-
order pharmacy segment is comprised of sales ancethted costs of selling pharmaceuticals thrabgthdrugstore.com web store for mail-
order delivery. On September 3, 2008, we enteredan amended and restated main agreement withARiteehereby we transferred to Rite
Aid the rights to our LPU business, which inclugesscription refills sold online through the drugstcom web store or the Rite Aid web st
and picked up by customers at Rite Aid stores. Aesalt of this agreement, we have excluded our EBgment from the following segment
information and reported it as discontinued operetiin the consolidated financial statements flopefiods presented. We operate and eva
our business segments based on contribution meegiits. We define contribution margin as net sateghutable to a segment, less the direct
cost of these sales and the incremental (varigolgls of fulfilling, processing, and delivering thieler (labor, packaging supplies, credit card
fees, and royalty costs that are variable baseshtas volume).
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The information presented below for these segmieritsormation our management uses in evaluatirerating performance.

Three Months Ended Nine Months Ended
September 2€ September 3C September 2€ September 3C
2008 2007 2008 2007
(in thousands) (in thousands)

OTC:
Net sales $ 61,22 $ 54,62 $ 190,98 $ 168,41.
Cost of sale: 41,85¢ 38,63( 131,97( 119,09:
Variable order costs (i 5,671 5,23: 17,51: 15,78(
Contribution margin (b $ 13,68¢ $ 10,76 $ 41,50¢ $ 33,54!
Vision:
Net sales $ 15,57¢ $ 14,85 $ 46,86¢ $ 42,19¢
Cost of sale 11,88¢ 11,28¢ 36,154 32,25¢
Variable order costs (i 74E 737 2,23¢ 2,03t
Contribution margin (b $  2,94¢ $ 2,83 $  8,47¢ $  7,90¢
Mail-Order Pharmacy:
Net sales $ 11,02 $ 11,48t $ 34,78¢ $ 37,41«
Cost of sale: 8,962 9,41¢ 28,44¢ 31,19¢
Variable order costs (i 904 963 2,73 3,03¢
Contribution margin (b $ 1,15F $ 1,10 $  3,60¢ $ 3,18C
Consolidated:
Net sales $ 87,82 $ 80,95¢ $ 272,63 $ 248,02
Cost of sale: 62,70¢ 59,33: 196,57( 182,54
Variable order costs (i 7,32¢ 6,93 22,48: 20,85
Consolidated contribution margin ( $ 17,78¢ $ 14,69 $ 53,58¢ $  44,62¢
Less:
Fixed fulfillment and order processing | $ 3,661 $ 2,57¢ $ 10,50¢ $ 8,14
Marketing and sales ( 7,91( 6,871 24,41¢ 21,64¢
Technology and conte 6,00¢ 4,68( 16,94¢ 13,87(
General and administrati\ 4,86% 4,761 15,15¢ 14,63:
Amortization of intangible asse 20€ 24C 661 99C
Operating los: $ (4,859 $ (444 $ (14,10) $ (14,657

(@) These amounts include all variable costs dillfukent and order processing, including labor, keging supplies, credit card fees, and
those royalty costs that are variable based ors saleme. These amounts exclude depreciation, diaskd compensation, and fixed
overhead cost:

(b) Contribution margin represents a measure of howeesh segment is contributing to our operatindgd&'e calculate it as net sales |
the direct cost of goods sold, the incrementali&ide) fulfilment and order processing costs divdging orders to our customers, and
variable royalty cost:

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

(d) These amounts exclude variable royalty expeo&849,000 and $24,000 for the three-month pererdted September 28, 2008 and
September 30, 2007, respectively, and $75,000 6880 for the nine-month periods ended Septem®e2@8 and September 30,
2007, respectively
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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 Strategdiés.operate our business in three business segneeetsthe-counter, or OTC, vision, and mail-
order pharmacy.

. OTC. Our OTC segment includes all non-prescriptiordprats sold online through our web storesatv.drugstore.com,
www.beauty.comwww.visiondirect.com, www.lensmart.camdwww.lensquest.comor over the telephone at 1-800-
DRUGSTORE or 1-80GASIONDIRECT, including nutritional supplements ddhrough our subsidiary Custom Nutrition Servit
Inc., or CNS. We source our OTC products from usimanufacturers and distributors. We also selégibing on our primary
OTC sitewww.drugstore.comWe believe leveraging our strong capabilitiegniternet marketing, merchandising, fulfilment, and
customer care in the health, beauty, and wellnessawill be a key growth driver for our OTC seginén the fourth quarter of
2008, we are continuing to focus on key initiatitesiccelerate OTC growth through strategic pastmps 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 othetriistors. During 2008,
we have experienced growth in our vision segmeat-p&er-year as we continue to focus on balancirggoener 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-and-mortar pharmacies and require speciadlivagor service. In this segment, we focus ourketing efforts directly on
consumers online and through doctors to maximipgtr in our cash prescriptic
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and specialty pharmacy business. In addition tas#ie of prescription drugs, we sell advertisingpanwebsite, to monetize tl
large volume of unique visitors per month researglirugs and other healthcare content providediesite. In the fourth quarter
2008, we anticipate that our mail-order pharmagyrent revenues will decline due to the acquisiibone of our PBMs, but
anticipate yee-overyear contribution margin improvemen

Discontinued Operation©n September 3, 2008, we entered into an amendkckatated main agreement with Rite Aid whereby we
transferred to Rite Aid the rights to our LPU besig, which includes prescription refills sold oalthrough the drugstore.com web store or the
Rite Aid web store and picked up by customers & Rid stores, in exchange for $9.9 million, paidén monthly installments beginning in
September 2008. We recorded the purchase pricelefeaed gain and are recognizing it over thertemth contractual payment period
beginning in September 2008. Additionally, Rite Akl pay drugstore.com ongoing marketing servifees for the continued marketing of
Rite Aid’s LPU offering on the drugstore.com siigridg the term of the agreement, which continuesvio years unless extended for another
year by either party. We have classified the resafitoperations of our LPU segment as discontirapetations in the consolidated financ
statements and Management's Discussion and Anay&imancial Condition and Results of Operatiomsdll periods presented.

RevenuesWe generate revenue primarily from product sates shipping fees. For the thremnth period ended September 28, 200¢
reported consolidated total net sales of $87.8anillwhich reflected a $6.9 million, or 8%, increasser the three-month period ended
September 30, 2007. For the nimenth period ended September 28, 2008, we repoamsblidated net sales of $272.6 million, whicheetkec
a $24.6 million, or 10%, increase over the nine-thgreriod ended September 30, 2007. Our net sedeglywas driven by a 7% year-over-
year increase in our total order volume for thedtlguarter of 2008, to 1.3 million orders, and a @8&-overyear increase in total order volu
for the nine-month period ended September 28, 2@08.9 million orders. Our average net sales péenincreased to $69 for the three- and
nine-month periods ended September 28, 2008, @8 & the three- and nine-month periods endedebaper 30, 2007. Our revenues
benefited from strong growth in our OTC segmenticiviyrew net sales by 12% and 13%, respectivelyr-peer-year for the three- and nine-
month periods ended September 28, 2008. Our regeaaise benefited from year-over-year growth inasion segment of 5% and 11%,
respectively, for the three- and nine-month periedded September 28, 2008. These increases weidlpaffset by a year-oveyear decreas
in mail-order pharmacy net sales of 4% and 7%,aetbgely, for the three- and nine-month periodsezh8eptember 28, 2008.

Expenses Our operating expenses, including cost of goott$, semained consistent as a percentage of net aall06% during the three-
month period ended September 28, 2008 comparde: tihtee-month period ended September 30, 2007esréased to 105% of net sales for
the nine-month period ended September 28, 2008 amdpo 106% for the nine-month period ended Semter0, 2007. During the threanc
nine-month periods ended September 28, 2008 ouwalbeest of goods sold as a percentage of nes sldereased year-over-year by 190 basis
points and 150 basis points, respectively, duefevarable shift in our product mix to higher mar@TC sales, as well as improvements in our
OTC and mail-order pharmacy margins. As a percentdgiet sales, for the three-and nine-month peresatied September 28, 2008, our
improved gross margins were partially offset byréased fulfillment expenses resulting primarilynfrincreased professional fees related to
consulting services assisting in our profitabilititiatives and increased facility related costgreased marketing expenses resulting from
increased employee related costs and increasedtiathg costs per order, and increased technologlycantent expenses as a result of
increased depreciation expense resulting from eneptetion of internally developed software projestsl acquisition of software and compt
equipment to enhance our websites and IT infrastracFor the three-and nine-month periods endgdeSder 28, 2008, general and
administrative expenses as a percentage of net dateeased primarily due to lower stock-based emsgttion expenses, partially offset by
increased professional fees.
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Net Loss; Cash PositionOur net loss for the three-month period endede®eiper 28, 2008 increased by 52%, or $1.2 mill®$3.6
million, compared to $2.4 million for the three-ntloperiod ended September 30, 2007, and decregsg¥hbor $0.6 million, to $8.6 million,
compared to $9.2 million for the nine-month peredied September 30, 2007. We ended the third qudr2®08 with $33.4 million in cash,
cash equivalents, and marketable securities, cardpar$36.2 million at December 30, 2007, and $&7lBon at September 30, 2007. This
balance reflects cash generated from operatingites in the nine-month period ended Septembef@88 of $6.3 million, $5.0 million from
borrowings under our line of credit, and proceefd$525,000 from the exercise of employee stockamystiand purchases under our employee
stock purchase plan, offset by $11.1 million usmdchpital expenditures, and $3.6 million to repapt obligations.

Results of Operations

Net Sales
Three Months Ended Nine Months Ended
September 2€ September 3C September 2€ September 3C
2008 % Change 2007 2008 % Change 2007
(in thousands, except per order data) (in thousands, except per order data)
Total net sale $ 87,82 8.5% $ 80,95¢ $ 272,63¢ 9.¢% $ 248,02
Total customer orders shipp 1,27(¢ 6.€% 1,18¢ 3,93 7.€% 3,64:
Average net sales per orc $ 69 1% $ 68 $ 69 1%  $ 68

Net sales include gross revenues from sales olugtahd related shipping fees, net of discountspaadision for sales returns, and other
allowances. Net sales also include consignmenicgefges earned from our arrangement with GNC, undiéch we do not take title to the
inventory and do not establish pricing. We recandcaanet basis consignment service fees, which itotesapproximately 1% of total net sales
in each period presented. We bill orders to théorasr’s credit card or, in the case of prescrigioavered by insurance, we bill the co-
payment to the customer’s credit card and the nedeatiof the prescription price to insurance. Werésales of pharmaceutical products

covered by insurance as the sum of the amount&/egc&om the customer and the third party.

Total net sales increased year-over-year for treethand nine-month periods ended September 28, 0@ result of an increase in order
volume and average net sales per order. Reverasrépeat customers decreased to 79% of net satles three- and nine- month periods
ended September 28, 2008, compared to 80% fohtke-tand nine-month periods ended September 87, pbimarily as a result of a
decrease in revenue from repeat customers in sigrvéegment. The year-over-year increase in agaragsales per order for the three- and
nine-month periods ended September 28, 2008 resiutien improvements in all of our segments’ neesaler order. Compared to the three-
and nine-month periods ended September 30, 2003ates in our OTC segment increased by $6.6 mikiod $22.6 million, and net sales in
our vision segment increased by $0.7 million and $4illion, respectively. These increases wereiartoffset by decreases in net sales in our

mail-order pharmacy segment of $0.5 million and$8illion, respectively.

OTC Net Sales

Three Months Ended

Nine Months Ended

September 2€ September 3C September 2€ September 3C
2008 % Change 2007 2008 % Change 2007
(in thousands, except per order data) (in thousands, except per order data)
OTC net sale $ 61,22 12.1% $ 54,62 $ 190,98 13.2% $ 168,41.
Segmented net sales informatis
% of total net sales from OT 69.71% 67.5% 70.1% 67.%
Average net sales per orc $ 58 1.8% $ 57 $ 58 1&8% $ 57

Net sales in our OTC segment increased year-ovarpe the three- and nine-month periods endedebaper 28, 2008 as a result of an
increase in order volume and net sales per order.nlimber of orders in our OTC segment grew year-gear by 10% to approximately
1.1 million for the third quarter of 2008, comparted66,000 for the third quarter of 2007, with theerage net sales per order for the third
quarter of 2008 increasing year-over-year to $6&f$57. During the nine-month period ended Septe2®e2008, the number of OTC orders
grew year-over year by 11% to approximately 3.3iam| compared to approximately 3.0 million in thime-month period ended September
2007, and the average net sales per order alseased to $58 from $57. The number of customer siideludes new and repeat orders made
through the drugstore.com web store and the webstif our subsidiaries and orders generated througfulfillment agreement with Weil,
under which we host a Weil-branded store and fulfiéil vitamin orders made on the drugstore.com wigle. The increase in OTC order
volumes in 2008 compared to 2007 was driven byeimeed orders from both new and repeat customersessilt of our increasing active
customer base and our continued efforts to impoostomer retention and conversion by adding welesitmncements and offering a broad
selection of basic necessity items and hard-togimecialty items through the addition of new SKhist tencourages customers to return to our
websites and make repeat, replenishment, and impulschases. The increase in the average netmalesder in our OTC segment in 2008
compared to 2007 resulted from selling higher-gritems, offset slightly by a decrease in the nunulfétems per order.
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Vision Net Sales

Three Months Ended Nine Months Ended
September 2€ September 3C September 2€ September 3C
2008 % Change 2007 2008 % Change 2007
(in thousands, except per order data (in thousands, except per order data
Vision net sale: $ 15,57¢ 4% $ 14,85 $ 46,86¢ 11.1% $ 42,19¢
Segmented net sales informatis
% of total net sales from visic 17.7% 18.2% 17.2% 17.(%

Average net sales per orc $ 114 12¢%  $ 101 $ 111 12.1% % 99

Net sales in our vision segment increased year-pear for the three- and nine-month periods endgatednber 28, 2008 as a result of an
increase in the average net sales per order, dijsatdecrease in orders. The increase in averggates per order was driven primarily by
offering volume discounts, which result in an irege in the average number of items sold per oatierto a lesser extent, selling higher pric
newer technology contact lenses and price incrdasegrtain SKUs (none of which were individuathaterial). The number of orders in this
segment decreased to 137,000 for the three-moniddpended September 28, 2008, compared to 146¢d@he three-month period ended
September 30, 2007, and decreased slightly to 823d) the nine-month period ended September 283 2€bmpared to 428,000 for the nine-
month period ended September 30, 2007 as a rdauld@crease in orders from repeat customers [padiféset by an increase in orders from
new customers.

Mail-Order Pharmacy Net Sales

Three Months Ended Nine Months Ended
September 2€ September 3C September 2¢ September 3C
2008 % Change 2007 2008 % Change 2007
(in thousands, except per order data) (in thousands, except per order data)
Mail-order pharmacy net sal $ 11,02 40% $ 11,48t $ 34,78¢ 7% $ 37,41«
Segmented net sales informatis
% of total net sales from m-order
pharmacy 12.5% 14.2% 12.8% 15.1%

Average net sales per orc $ 161 6.6% $ 151 $ 162 32% % 157

Net sales in our mail-order pharmacy segment deerkegear-over-year for the three- and nine-montloge ended September 28, 2008,
as a result of decreases in order volume, partidfet by an increase in the average net salesrger. Included in net sales of our mail-order
pharmacy segment for the three-month periods eBeéptember 28, 2008 and September 30, 2007 weregdielorders to two parties totaling
$136,000 and $71,000, respectively, which increasedverage net sales per order by $2 and $1cim thmee-month periods. Included in net
sales of our mail-order pharmacy segment for theionth periods ended September 28, 2008 and Sept&np2007, were wholesale ord
to three parties totaling $1.4 million and $1.0lioi, respectively, which increased our averagesatgs per order by $7 and $4 in such nine-
month periods. Excluding the wholesale ordersatierage net sales per order for the third quaft2008 increased by $8 compared to the
same period in 2007, and increased by $3 for the-mionth period ended September 28, 2008 compautke hine-month period ended
September 30, 2007, primarily as a result of priceeases on certain brand and generic produgiarasf our profitability initiatives. The
number of orders in this segment decreased 11%oxearyear to 68,000 for the three-month periodeeh8eptember 28, 2008, compared to
76,000 for the three-month period ended Septembe2®7, and decreased 10% year-over-year to 205¢0@he nine-month period ended
September 28, 2008, compared to 238,000 for theemionth period ended September 30, 2007, primasilg result of a decrease in repeat
orders.

Customer Data

Approximately 325,000 and 1.0 million new customglesced orders during the three- and nine-montlogerended September 28, 2008,
respectively, increasing our total customer baspfmroximately 9.4 million customers since inceptiOrders from repeat customers as a
percentage of total orders remained consistentgear-year at 74% for the three- and nine-montltedrSeptember 28, 2008, compared to the
three- and nine-month periods ended September0B0J, 2s a result of an increase in repeat ordens @TC and increasing our trailing 12-
month active customer base, offset by a decreaspeat orders from our vision and mail-order pregyrsegments. Active customer base
includes those customers who have purchased atees within the last 12 months. Both the activstomer base (a trailing 12-month
number) and average annual spend per active custxukide net sales and orders generated by ourf@fi8nent relationship with Weil an
customer order data from our discontinued LPU segnamnd reflect only the activity of customers nmakpurchases through the web stores of
drugstore.com and our subsidiaries.
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Cost of Sales and Gross Margin

Three Months Ended Nine Months Ended

September 2€ September 3C September 2€ September 3C
2008 % Change 2007 2008 % Change 2007
($ in thousands) ($ in thousands)
Cost of sale: $ 62,70¢ 57% $ 59,33! $ 196,57( 7.7% $ 182,54
Gross margin dollar $ 25,11 16.1% $ 21,62¢ $ 76,06¢ 16.2% $ 65,48(
Gross margin percenta 28.€% 26.7% 27.% 26.4%

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 promdatieventory 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 nine-month periods ended SepteB@H@008, compared to the threc
nine-month periods ended September 30, 2007, esu#t of growth in order volume and net sales. ITgtass margin percentage increased
year-over-year for the three- and nine-month periodiedrSeptember 28, 2008, primarily as a resultlafger proportion of net sales in our
OTC segment, which is our highest-margin segmeniyell as improved gross margins in our OTC and-ordier segments.

Shipping

Three Months Ended Nine Months Ended

September 2€ September 3C September 2¢ September 3C
2008 % Change 2007 2008 % Change 2007
($ in thousands) ($ in thousands)
Shipping activity:
Shipping revenu $ 3,64 -8.0% $ 3,851 $ 11,44 -1.2% $  11,58!
Shipping cost: $ (6,499 74% $ (6,059 $ (19,810 9.3% $ (18,13)
Net shipping los: $ (2,959 34.2% $ (2,207 $ (8,369 27.8% $ (6,549
Percentage of net sal¢
Shipping revenu 4.C% 4.8% 4.2% 4.7%
Shipping cost: -7.4% -7.5% -7.3% -7.2%
Net shipping los: -3.4% -2.7% -3.1% -2.€%

We include in net sales our revenues from shippimgges to customers and we include in cost of saldbound shipping costs. Our net
shipping loss increased in absolute dollars aral @ercentage of net sales in the three- and ningbmpeeriods ended September 28, 2008,
compared to the three- and nim®nth periods ended September 30, 2007, as a tésutlecrease in shipping revenue resulting frateaeas

in expedited orders and the elimination of a suigh@an APO/FPO and Alaska and Hawaii orders, coetbimith an increase in shipping costs
resulting from a higher mix of OTC orders, whictv@a higher shipping cost than orders in our oflusiness segments, and increasing fuel
surcharges by our primary shipping carrier. We ekfee continue to subsidize a portion of customstspping costs for the foreseeable future,
through certain free shipping options, as a stsategttract and retain customers.
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OTC Cost of Sales and Gross Margin

Three Months Ended Nine Months Ended
September 2€ September 3C September 2€ September 3C
2008 % Change 2007 2008 % Change 2007
($ in thousands) ($ in thousands)
OTC cost of sale $ 41,85¢ 84% $ 38,63( $ 131,97( 10.8% $ 119,09:
Segmented cost of sales informati
OTC gross margin dolla $ 19,36¢ $ 15,99: $ 59,01¢ $ 49,32
OTC gross margin percenta 31.6% 29.7% 30.% 29.2%

The year-over-year increase in cost of sales in®UEC segment in absolute dollars for the three-rdnd-month periods ended
September 28, 2008 resulted from increased ordam@and net sales. The year-over-year increagess margin percentage in this segment
for the three- and nine-month periods ended Sepe®, 2008 resulted primarily from improvementginduct margins in a majority of our
product categories as a result of our ongoing pgieind sourcing profitability initiatives, and tdesser extent, a shift in product mix to higher
margin product categories.

Vision Cost of Sales and Gross Margin

Three Months Ended Nine Months Ended
September 2€ September 3C September 2¢ September 3C
2008 % Change 2007 2008 % Change 2007
($ in thousands) ($ in thousands)
Vision cost of sale $ 11,88¢ 5.4% $ 11,28¢ $ 36,15« 12.1% $ 32,25¢
Segmented cost of sales informati
Vision cost gross margin dolla $ 3,691 $ 3,567 $ 10,71: $ 9,94
Vision cost gross margin percent 23.1% 24.(% 22.% 23.6%

The year-over-year increase in cost of sales invisimn segment in absolute dollars for the thag®ed nine-month periods ended
September 28, 2008 resulted from increased ned aalk net sales per order, partially offset by eised order volume. The year-over-year
decrease in gross margin percentage in this sedethte three- and nine-month periods ended Sdpte@8, 2008 resulted primarily from
increased promotional offers, which increase theraye net sales per order, but have an unfavoirapkect on gross margin percentage.

Mail-Order Pharmacy Cost of Sales and Gross Margin

Three Months Ended Nine Months Ended
September 2€ September 3C September 2€ September 3C
2008 % Change 2007 2008 % Change 2007
($ in thousands) ($ in thousands)
Mail-order pharmacy cost of sal $ 8,967 4% $  941¢ $ 28,44¢ -8.8% $ 31,19¢
Segmented cost of sales informati
Mail-order pharmacy gross margin
dollars $ 2,05¢ $ 2,06¢ $ 6,34 $ 6,21¢
Mail-order pharmacy gross margin
percentag: 18.71% 18.(% 18.2% 16.€%

The year-over-year decrease in cost of sales imailrorder pharmacy segment in absolute dollarstfe three- and nine-month periods
ended September 28, 2008 resulted from a decreasder volume and net sales. The year-gar increase in gross margin percentage i
segment for three- and nine-month periods endeteB8dyer 28, 2008 resulted primarily from our ongaiegiew of pricing and profitability of
pharmaceutical products.

18



Table of Contents

Fulfillment and Order Processing Expenses

Three Months Ended Nine Months Ended
September 2€ September 3C September 2¢ September 3C
2008 % Change 2007 2008 % Change 2007
($ in thousands) ($ in thousands)
Fulfillment and order processing exper $ 10,96¢ 156% $ 9,487 $ 32,91 13.8% $ 28,92¢
Percentage of net sal 12.5% 11.7% 12.1% 11.7%
Fixed and variable cost informatio
Variable costt $ 7,307 58%6 % 6,90¢ $ 22,40¢ 7.8% $ 20,78¢
Fixed costs $ 3,661 42.(% $ 2,57¢ $ 10,50¢ 29.1% $ 8,14(

Fulfillment and order processing expenses incluggll and related expenses for personnel engagpdrchasing, fulfilment,
distribution, and customer care activities (inchglivarehouse personnel and pharmacists engageescription verification activities),
distribution center equipment and packaging supptieedit card processing fees, and bad debt egpelibese expenses also include rent and
depreciation related to equipment and fixturesundistribution center and call center faciliti#ariable fulfillment costs represent the
incremental (variable) costs of fulfilling, process, and delivering the order that are variablesbasn sales volume.

Variable fulfilment and order processing expeniseseased year-over-year for the three- and ninetmperiods ended September 28,
2008 primarily as a result of an increase in okdgume in our OTC segment of 10% and 11%, respelstiFixed fulfillment and order
processing expenses increased for the three- aedmonth periods ended September 28, 2008 compathd three- and nine-month periods
ended September 30, 2007, primarily as a restttopéased costs in our distribution facilities,luttng facility related costs of $278,000 and
$965,000, respectively, resulting from the additbbrour inventory storage facility in the secondf loé 2007 and routine repairs and
maintenance, increased depreciation expense of @32%nd $548,000, respectively, related to equiprard software purchases, increased
professional fees of $295,000 and $785,000, relséctrelated to process improvement projects, ianteased employee related costs of
$224,000 and $128,000, respectively. Fulfillmerd arder processing expenses as a percentage sdlastincreased for the three- and nine-
month periods ended September 28, 2008 compaitbe three- and nine-month periods ended Septenth@0B7, as a result of an increase in
fixed costs, partially offset by a year-over-yedf basis point and 30 basis point improvement imalaée costs as a percentage of net sales for
the three- and nine-month periods ended Septen®h@0D8, respectively, due to increased efficienaieour primary distribution facility.

Marketing and Sales Expenses

Three Months Ended Nine Months Ended
September 2€ September 3C September 2¢ September 3C
2008 % Change 2007 2008 % Change 2007
($ in thousands) ($ in thousands)
Marketing and sales expens $  7,92¢ 15(% $ 6,89 $ 24,49: 128% $ 21,71
Percentage of net sal 9.C% 8.5% 9.C% 8.8%

Marketing and sales expenses include advertisipgreses, promotional expenditures, web analyticdstaveb design, and payroll and
related expenses for personnel engaged in markatidgnerchandising activities. Advertising experisekide our obligations under various
advertising and service contracts. Advertising prainotional costs were $5.3 million and $16.6 millifor the three- and nine-month periods
ended September 28, 2008, respectively, and weéerdlion and $14.6 million for the three-and nin®nth periods ended September 30,
2007, respectively.

Marketing and sales expenses increased year-oaeilgeh in absolute dollars and as a percentagetdafales for the three- and nine-
month periods ended September 28, 2008. The yeary@ar increase in the three- and nine-month gerimded September 28, 2008 resulted
primarily from an increase of $680,000 and $2.0iam| respectively, in paid search, affiliate, gyattal costs, driven by an increase in order
volume and, to a lesser extent, an increase indkeper order, and increased employee related 06$313,000 and $572,000, respectively.
Marketing and sales dollars per new customer isa@alightly year over year from $23 to $24 for tifmee- and nine-month periods ended
September 28, 2008.
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Technology and Content Expenses

Three Months Ended Nine Months Ended
September 2€ September 3C September 2¢ September 3C
2008 % Change 2007 2008 % Change 2007
($ in thousands) ($ in thousands)
Technology and content expen: $ 6,00¢ 284 $  4,68( $ 16,94¢ 222% $ 13,87(
Percentage of net sal 6.8% 5.8% 6.2% 5.€%

Technology and content expenses consist primafihagroll and related expenses for personnel erdyagdeveloping, maintaining, and
making routine upgrades and improvements to ouisitesh Technology and content expenses also in¢hidmet access and hosting charges,
depreciation on hardware and IT structures, wgsitand website content and design expenses.

Technology and content expenses increased yeasyeeetboth in absolute dollars and as a percerghget sales for the three- and nine-
month periods ended September 28, 2008. The yeary@ar increase in the three-and nine-month pereodled September 28, 2008 resulted
primarily from an increase in depreciation expenis$740,000 and $1.6 million, respectively, resigtirom the completion of internally
developed software projects and the acquisitiospftivare and computer equipment to enhance ouritestend IT infrastructure, and an
increase in employee related expenses of $401,80@Hh1 million, respectively, due to increaseddueant.

General and Administrative Expenses

Three Months Ended Nine Months Ended
September 2€ September 3C September 2€ September 3C
2008 % Change 2007 2008 % Change 2007
($ in thousands) ($ in thousands)
General and administrative expen $ 4,86 2% $ 4,76 $ 15,15¢ 36% $ 14,63
Percentage of net sal 5.5% 5.9% 5.6% 5.8%

General and administrative expenses consist ofoflamd related expenses for executive and admétige personnel, corporate facility
expenses, professional service expenses, andgsheral corporate expenses.

General and administrative expenses increasedoyesryear in absolute dollars for the three-an@mironth periods ended
September 28, 2008, and decreased year-over-yegpexsentage of net sales for the three- andmioreth periods ended September 28, 2008.
The year-over-year increase in the thneenath period ended September 28, 2008 resultedaptinfrom an increase in professional expense
$163,000 related to consulting projects focusedwrprofitability initiatives, an increase in empée related expenses of $156,000, and an
increase in taxes of $140,000 related to intenedteenalties on our NJ sales tax case and othertatees incurred, partially offset by a decr
in stock-based compensation of $426,000 resultimggily from certain stock awards being fully ariped and the issuance of warrants in the
prior year. The year-over-year increase in the-nioeith period ended September 28, 2008 resultadapity from an increase of $1.6 million
in professional fees related to our profitabiliytiatives and an increase of $338,000 relatedstonated uncollected sales taxes and interest
incurred related to the unfavorable ruling on odrddles tax case in March 2008. These increasesoffset by a decrease in stock-based
compensation expenses of $1.2 million, due to Testack awards being fully amortized and the issesof warrants in the prior year. General
and administrative expenses as a percentage ehlest decreased year-over-year for the three- iaednmonth periods ended September 28,
2008 as a result of spreading fixed costs overgetabase of net sales.

Amortization of Intangible Assets

Three Months Ended Nine Months Ended
September 2€ September 3C September 2€ September 3C
2008 % Change 2007 2008 % Change 2007
($ in thousands) ($ in thousands)
Amortization of intangible asse $ 20€ -14.2% $ 24C $ 661 -33.2% $ 99(

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 agreement with GNC, and other infalgassets, including a technology
license agreement, domain names, and trademarks.
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The year-over-year decrease in amortization expfemdaree- and nine-month periods ended Septe2®e2008 resulted from certain
intangible assets being fully amortized in 2007 2608.

Interest Income and Expense

Three Months Ended Nine Months Ended
September 2€ September 3C September 2€ September 3C
2008 % Change 2007 2008 % Change 2007
($ in thousands) ($ in thousands)
Interest income, ne $ 137 -70.2%  $ 45¢ % 51€ -59.2% $  1,26f

Interest income consists of earnings on our caadh equivalents, and marketable securities, ardeisit expense consists primarily of
interest associated with capital lease and deligatibns. The year-over-year decrease in net isténeome for the three- and nine-month
periods ended September 28, 2008 was a resulteifvieg lower returns on cash, cash equivalentd,raarketable securities balances and
having a lower average balance compared to the-tlred nine-month periods ended September 30, 2007.

Gain from Discontinued Operations

Three Months Ended Nine Months Ended
September 2€ September 3C September 2€ September 3C
2008 % Change 2007 2008 % Change 2007
($ in thousands) ($ in thousands)
Gain from discontinued operatio $ 1,10¢ 315% $ 161C $  5,00¢ 187% $ 4,22

The gain from discontinued operations decreasedgez-year for the three-month period ended Sepé&ri8, 2008 primarily resulting
from the acceleration of amortization of marketaogts under our previous agreement totaling $1lomi partially offset by a $1.1 million
increase in the contribution margin earned fromltR& segment and $0.3 million gain on the saleweéntory. The gain from discontinued
operations increased year-over-year for the ninatinperiod ended September 28, 2008 primarily tegufrom a $2.4 million increase in
contribution margin earned from the LPU segment$M@& million gain on the sale of inventory, pdlyiaffset by the acceleration of
amortization of marketing costs under our previageeement totaling $1.9 million.

Income Taxes

There was no provision or benefit for income tafagghe three- and nine-month periods ended Sepefy 2008 and September 30,
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 i
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\retihat 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 $770.4 million sinception. To date, we have not been profitalie, \ee may never achieve
profitability on a full-year or consistent basiseWxpect to continue to incur net losses from djmeraiin the fourth quarter of 2008, and
possibly longer. As a result, our stock price magliche and stockholders may lose all or a parheirtinvestment in our common stock. From
our inception through September 28, 2008, we himam€éed our operations primarily through the sélequity securities, including common
and preferred stock, yielding net cash proceedglaf .2 million.
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Discussion of Cash Flows

The following table provides information regardiogr cash flows for the nine-month periods endedeeper 28, 2008 and
September 30, 2007.

Nine Months Ended

September 2€ September 3C
2008 $ Change 2007
(in thousands)
Cash provided by operating activiti $ 6,307 $ (725 $ 7,03
Cash used in investing activiti $ (4,475 $7,47¢ $ (11,959
Cash provided by financing activiti $  1,96¢ $ 477 $ 1,491
Net increase (decrease) in cash and cash equis $  3,80( $7,231 $ (343))

Net cash provided by operating activities for tiheeamonth period ended September 28, 2008 wasrilli8n, and reflected a net loss of
$8.6 million, offset by a gain from discontinuedesgtions of $5.0 million. Net cash provided by @ierg activities for the nine-month period
ended September 28, 2008 also included adjustrfmnti®n-cash expenses consisting of depreciatidneamortization of $8.6 million and
stock-based compensation of $5.8 million and nsl gaovided by discontinued operations of $7.6iamill In addition prepaid marketing
expenses, accounts receivable and other curregisatscreased $448,000, inventory decreased $49&0Counts payable, accrued expenses,
and other liabilities decreased $2.9 million. Nastt provided by operating activities for the ninertn period ended September 30, 2007 was
$7.0 million, and reflected a net loss of $9.2 iwil| offset by a gain from discontinued operatioh$4.2 million. Net cash provided by
operating activities for the nine-month period ®ember 30, 2007 also included adjustments for neh-eaxpenses consisting of depreciation
and amortization of $6.7 million and stock-basethpensation of $7.1 million, decreases in inven®ag$4.0 million, increases in prepaid
marketing expenses and other current assets of @3®1accounts receivable decreases of $1.8 millieareases in accounts payable, accrued
expenses, and other liabilities of $3.9 milliondaret cash provided by activities of discontinupdrations of $5.7 million. These sources and
uses of cash are primarily due to the timing ohaazeipts and payments.

Net cash used in investing activities for the nineath periods ended September 28, 2008 and Sept&Db2007 are primarily
attributable to the purchase of marketable seesridind the acquisition of fixed assets, offsetieysales and maturities of marketable secur
Cash used in investing activities decreased year-gear as a result of an increase in the salesmatarities of marketable securities of $33.9
million and a slight decrease in the acquisitiofixdd assets and intangible assets of $0.2 mijlipamtially offset by an increase in purchase of
marketable securities of $26.6 million.

Net cash provided by financing activities for theexmonth period ended September 28, 2008 wabaithfile to borrowings under our
revolving bank line of credit of $5.0 million andoeeeds received from exercises of employee stptkrs and purchases under our employee
stock purchase plan of $525,000, partially offsethe repayment of debt obligations of $3.6 millidtet cash provided by financing activities
for the nine-month period ended September 30, 208} attributable to proceeds received from exesa$employee stock options and
purchases under our employee stock purchase pi&B.4fmillion and borrowings under our revolvinghkdine of credit of $300,000, partially
offset by the repayment of debt obligations of $iffion. Cash provided by financing activities ieased year-over-year primarily as a result
of increased borrowings under our revolving bank bf credit, partially offset by increased repayisef debt obligations, and lower proceeds
received from the exercise of employee stock optenmd purchases under our employee stock purclese p

Until required for other purposes, our cash andh eaglivalents are maintained in deposit accounksginly liquid investments with
remaining maturities of 90 days or less at the tifhpurchase. Our marketable securities, whictuielcorporate 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 caststtaquivalents, and marketable securities. Hisatdyicour 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 theseoea discussed in the sections entitlédsk
Factors” in Part Il, Iltem 1A of this quarterly report afart I, Item 1A of our annual report on Form 10eK the year ended December 30,
2007.
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In March 2008, we entered into an amended andtegskaan 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 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 approximagy0 million under the amended and restated lod@nsecurity agreement. The term loan is
payable in 36 monthly installments and accruesésteat the prime rate plus .50% (5.50% at Septe2®,e2008). The balance outstanding
under the term loan totaled $5.0 million as of 8egier 28, 2008 and there was no balance outstandotey the line of credit as of
September 28, 2008.

As of September 28, 2008 we did not have any funaierial noncancelable commitments to purchasdgjooservices.

We believe that our cash and marketable secudtidgand plus our sources of cash will be sufficterfund our operations and
anticipated capital expenditures. However, anyqutipns about our future cash needs and cash #ioevsubject to substantial uncertainty. /
result, we may need to raise additional moniesita four operating activities or for strategic flahty (if, for example, we decide to pursue
business or technology acquisitions) or if our etgiéons 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 durther 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 ofréges) such securities may have rights, prefereneeprivileges senior to those of the right
our common stock and our stockholders may expegiadditional dilution.

Management Outlook

For the fourth quarter of fiscal year 2008, wetargeting net sales in the range of $94.0 mill@$$9.0 million and net income in the
range of $400,000 to $1.9 million.

Item 3. Quantitative and Qualitative Disclosures about MakRisk

We have assessed our vulnerability to certain maisles, including interest rate risk associatethwmarketable securities, accounts
receivable, accounts payable, capital lease odiggtand cash and cash equivalents. Due to thétgnm nature of these investments and our
investment policies and procedures, we have deteahthat the risk associated with interest ratetdlations related to these financial
instruments is not material to us.

We have interest rate exposure arising from owrfaing facilities, which have variable rates. Thesgable interest rates are affected by
changes in short-term interest rates. We managatarest rate exposure by maintaining a consemyatébt-toequity ratio. We believe that t
effect, if any, of reasonably possible near-termngjes in interest rates on our financial positiesults of operations and cash flows will not be
material. Our financing facilities expose our natréngs to changes in short-term interest rateausecinterest rates on the underlying
obligations are variable. Borrowings outstandindenthe variable interest-bearing financing faieifittotaled $5.0 million at September 28,
2008, and the highest interest rate attributabtbitoutstanding balance was 5.50% at Septemhe&@®B. A change in net earnings resulting
from a hypothetical 10% increase or decrease erést rates would not be material.

We have investment risk exposure arising from ouestments in marketable securities. As of Septe@®e2008, we had $11.0 million
of securities classified as “marketable securitig#ge regularly review the carrying value of our inwveents and identify and record losses w
events and circumstances indicate that declintteifiair value of such assets below our accourtasjs are other-than-temporary.

Item 4. Controls and Procedure

Under the supervision of and with the participattdrour management, including our chief executiffecer and chief accounting officer,
we performed an evaluation of the effectivenessunfdisclosure controls and procedures (as defim&ules 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, cluded that, as of September 28, 2008, our dismosontrols and procedures were effective
to provide reasonable assurance that all materfiatmation required to be disclosed in reportsifile submitted by us under the Exchange Act
is made known to management in a timely fashion.

During the quarter ended September 28, 2008, there no changes in our internal control over finaneporting that have materially
affected, or are likely to materially affect, ontérnal controls over financial reporting.

The certifications required by Section 302 of tleelfBines-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 8 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 disclosures included under ItemdEAdur Annual Report on Form 10-K for the fiscahyend 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 $770.4 million thfo&eptember 28, 2008. To date, we have not bepoofieable, and we may never
achieve profitability on a full-year or consistérasis. We expect to continue to incur net loss@s foperations in the fourth quarter of 2008,
and possibly longer. As a result, our stock prigg/mecline and stockholders may lose all or agfatieir investment in our common stock.

Our relationship with Rite Aid involves many riskend restricts our ability to promote, contract witbr operate traditional chain
drugstores.

In September 2008, we entered into a series okagrats with Rite Aid that replaced or amended tireements that were previously in
place with Rite Aid. These agreements, which exipir2010, involve many aspects of our respectivarmsses and the operation of our
respective websites, the fulfillment of orders, #mel extension of Rite Aid’s insurance relationship cover prescriptions processed by us.

Under our amended and restated main agreemenRitélAid, we transferred to Rite Aid the rightsaor local pick-up pharmacy
business, which includes prescription refills sofdine through the drugstore.com web store or tie Rd web store and picked up by
customers at Rite Aid stores, in exchange for $8lBon, payable in ten monthly installments begimmin September 2008. Rite Aid’s
obligation to pay these installments is unsecupeidr to the discontinuation of the business, ogal pick-up pharmacy segment comprised
approximately 24% of our net sales in fiscal 200@ 33% of our net sales for the nine months enagdegnber 28, 2008, and we do not
anticipate replacing those net sales. Going formasdmay earn referral fees from Rite Aid for aogdl pick-up orders placed by
drugstore.com customers. In exchange, we areatstrirom promoting any competitive LPU servicéealst through June 17, 2009 and
possibly for as long as the full term of the amehded restated main agreement.

Under an amended and restated pharmacy and pléekesupply and services agreement, we will comtito use Rite Aid’s systems to
process prescription orders in our mail-order ptenyrsegment. If we were unable to maintain outimxahip with Rite Aid and could not
feasibly implement an alternative method for preges prescriptions, through either our own systemthose of a third party, we would be
unable to maintain our mail-order pharmacy operatidhe loss of our mail-order pharmacy sales weigdificantly reduce our revenue and
harm our business. This agreement also providestosontinued access to Rite Aid’s private labeddqucts, which provide us with significant
levels of revenue and contribution margin. As péthis agreement, we are restricted from offefimgsale or promoting any private label
products of chain drugstore competitors of Rite.Aidve were unable to maintain our relationshiphaRite Aid and could not secure an
alternative source of private label products, oliCbusiness could be negatively affected.

Under a webstore and fulfillment agreement, we teyreed to develop a Rite Aid branded online siar®ite Aid and to fulfill orders
placed through that store. Rite Aid has committedromoting the Rite Aid online store in its stoegsl in its advertising. However, we do not
control how that promotion will occur, and any ta# by Rite Aid to promote the OTC store effectiveill limit the benefit we could derive
from our webstore and fulfillment agreement. Iniéidd, the webstore and fulfilment agreement corgaestrictions on our ability to provide
similar store to a drugstore chain competitor d&Rid or to carry branded products from such cotibgrs.

Based on our multiple relationships with Rite Addy flexibility and ability to grow our businessudd suffer if our relationship with Rite
Aid is not successful.

Item 2. Unregistered Sales of Equity Securities and UseéPobceeds
None.
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Iltem 3.
None.

Iltem 4.
None.

Item 5.
None.

Defaults Upon Senior Securitie:

Submission of Matters to a Vote of Security Holde

Other Information.
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Item 6. Exhibits
Exhibit No. Exhibit Description
3.1 Amended and Restated Certificate of Incorporatiodrogstore.com, inc. (incorporated by referencEsxhibit 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 refeseto Exhibit 3.1a to
drugstore.com, in’s Quarterly Report on Form -Q for the Quarter Ended July 2, 2000 (SEC File 00£-26137)).
3.2 Amended and Restated Bylaws of drugstore.comdiated January 7, 2005 (incorporated by referené&libit 3.2 to
drugstore.com in’s Annual Report on Form -K for the Fiscal Year Ended January 1, 2006 (SHE IRo. 00(-26137)).
10.1 Amended and Restated Main Agreement by and bet®&Rharmacy, Inc., a subsidiary of drugstore.coi, anc
Rite Aid Hdqtrs. Corp., a subsidiary of Rite Aid@oration, dated September 3, 2008 (incorporatectfgrence to Exhibit 10.1
to drugstore.com, in’s Current Report on Forn-K dated September 3, 2008 (SEC File N0.-26137)).
10.2 Amended and Restated Pharmacy and Private Labelysapd Services Agreement by and between DS
Pharmacy, inc., a subsidiary of the Registrant,Ritel Aid Hdqtrs. Corp., a subsidiary of Rite Adited
September 3, 2008 (incorporated by reference tabiExt0.2 to drugstore.com, inc.’s Current Repartrmrm 8-K dated
September 3, 2008 (SEC File No. -26137)).
10.3 Restricted Stock Agreement between the Companypamh G. Lepore dated October 3, 2008 (incorporbteceference to
Exhibit 10.1 to drugstore.com, ir's Current Report on Forn-K dated October 2, 2008 (SEC File No. -26137)).
10.4 Form of Restricted Stock Agreement (under the 2b@8ity Incentive Plan) (incorporated by refererm&xhibit 10.2 tc
drugstore.com, in’s Current Report on Forn-K dated October 2, 2008 (SEC File No. -26137)).
10.5 Form of Stock Option Agreement (under the 2008 Bujmicentive Plan) (incorporated by reference tigi 10.3 to
drugstore.com, in’s Current Report on Forn-K dated October 2, 2008 (SEC File No. -26137)).
31.1* Certification of Dawn G. Lepore, Chairman of BoaPdesident and Chief Executive Officer of drugsimwen, inc., pursuant to
Section 302 of the Sarbal-Oxley Act of 2002
31.2* Certification of Robert P. Potter, Vice Presidemdl £hief Accounting Officer of drugstore.com, ingursuant to Section 302 of
the Sarban«Oxley Act of 2002
32.1* Certification of Dawn G. Lepore, Chairman of BoaPdesident and Chief Executive Officer of drugsimwoen, inc., pursuant to
U.S.C. Section 1350, as adopted pursuant to Segi6rof the Sarban-Oxley Act of 2002
32.2* Certification of Robert P. Potter, Vice Presidemd &hief Accounting Officer of drugstore.com, ingursuant to 18 U.S.(

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

* Filed herewitr
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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 Offi

Date: November 7, 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

November 7, 200

/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

November 7, 200

/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 endirgp&mber 28, 2008, as filed with
the Securities and Exchange Commission on thehdatof (the “Report”), |, Dawn G. Lepore, Presidehief Executive Officer and
Chairman of the Board of the Company, certify, parg to 18 U.S.C. § 1350, as adopted pursuant@6 §9the Sarbanes-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 fajphgsents, in all material respects, the finanaaldition and results of operations of the
Company.

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

November 7, 200

A signed original of this written statement reqditgy Section 906 has been provided to drugstore.gmmand will be retained by
drugstore.com, inc. and furnished to the Securétieb 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 endirgp&mber 28, 2008, as filed with
the Securities and Exchange Commission on thehdatof (the “Report”), |, Robert P. Potter, Viceesident and Chief Accounting Officer, of
the Company, certify, pursuant to 18 U.S.C. § 1380adopted pursuant to 8906 of the Sarbanes-@xeygf 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/ Robert P. Potte
Vice President and Chief Accounting Offic

November 7, 200

A signed original of this written statement reqditgy 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



