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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-Q

(Mark One)
QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934
For the quarterly period ended June 28, 2009
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 04-341625E
(State or other jurisdiction of (IRS Employer
incorporation or organization) Identification No.)

411 108" Avenue NE, Suite 1400, Bellevue, Washingt®8004

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

Indicate by check mark whether the registrant lsnstted electronically and posted on its corpo¥&b site, if any, every Interactive
Data File required to be submitted and posted puntsio Rule 405 of Regulation S-T (8232.405 of thiapter) during the preceding 12
months (or for such shorter period that the regigtwas required to submit and post such file¥es [ No O .

Indicate by check mark whether the registrantlarge 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 filef] Accelerated filerx] Non-accelerated fileif]

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

As of July 31, 2009, the registrant had 99,886 ditéres of common stock outstanding.




Table of Contents

DRUGSTORE.COM, INC.
FORM 10-Q
For the Quarterly Period Ended June 28, 2009
INDEX

PART I. FINANCIAL INFORMATION
Item 1.  Financial Statements (unaudite
Consolidated Statements of Operati
Consolidated Balance She:
Consolidated Statements of Cash Flc
Notes to Consolidated Financial Statem
Item 2.  Managemer's Discussion and Analysis of Financial Conditiod &esults of Operatior
ltem 3.  Quantitative and Qualitative Disclosures About MarRisk
Item 4.  Controls and Procedur
PART IIl. OTHER INFORMATION
Item 1. Legal Proceeding
Item 1A Risk Factore
Item 2.  Unregistered Sales of Equity Securities and Ugero€eed:
Item 3.  Defaults Upon Senior Securiti
Item 4.  Submission of Matters to a Vote of Security Holc
Item 5.  Other Informatior
Item 6. Exhibits
Signatures

Certifications

T
QD
-bc»)l\)l—\l—\l—\l‘ﬂ

14
24
25
26
26
26
28
28
28
29
30
31



Table of Contents

PART I—FINANCIAL INFORMATION

ltem 1. Financial Statements
DRUGSTORE.COM, INC.
CONSOLIDATED STATEMENTS OF OPERATIONS
(in thousands, except share and per share data)
(unaudited)
Three Months Ended Six Months Ended
June 28, June 29, June 28, June 29,
2009 2008 2009 2008
Net sales $ 100,34: $  92,24¢ $ 198,65t $ 184,81
Costs and expense
Cost of sale: 71,76: 66,67¢ 142,31 133,86:
Fulfillment and order processit 10,87¢ 10,94¢ 21,90: 21,94¢
Marketing and sale 9,16( 8,24¢ 18,57( 16,56:
Technology and conte! 6,07(C 5,73¢ 11,99¢ 10,93¢
General and administrati 4,20¢ 4,90( 7,57 10,29
Amortization of intangible asse 214 21C 421 45¢
Total costs and expens 102,29( 96,71¢ 202,77¢ 194,05¢
Operating los! (1,949 (4,477 (4,129 (9,242
Interest income, ne 14 10C 57 37¢
Loss from continuing operatiol (1,939 (4,377 (4,06¢€) (8,867)
Gain from discontinued operations, net of 2,961 2,09¢ 5,94¢ 3,90¢
Net income (loss $ 1,02¢ $ (2,277) $ 1,88( $ (4,95%)
Basic and diluted loss from continuing operatioas share $ (0.02) $ (0.09) $ (0.09) $ (0.09)
Basic and diluted gain from discontinued operatipeisshart $ 0.0z $ 0.0z $ 0.0¢ $ 0.04
Basic and diluted net income (loss) per st $ 0.01 $ (0.02) $ 0.02 $ (0.05)
Weighted average shares outstant 99,727,52 96,478,57 98,541,56 96,435,65

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

CONSOLIDATED BALANCE SHEETS
(in thousands, except share data)

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
Goodwill
Other lon¢-term asset

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 steuthorized, no shares issued and outstal
Common stock, $.0001 par value, stated at amouwidisip: 250,000,000 shares authorized, 99,991,524 a

96,547,079 shares issued, 99,886,105 and 96,54@1Q3&ndin¢
Treasury stock, 105,419 and no shares issued dathnding
Accumulated other comprehensive income (li
Accumulated defici

Total stockholder equity
Total liabilities and stockholde’ equity

See accompanying notes to consolidated financgsients.
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June 28, December 2€

2009
(unaudited) 2008

$ 24,03 $ 25,19

15,44: 12,99;
10,78( 9,10¢
30,30( 32,70«
3,067 2,12¢
— 5,954
83,62: 88,08¢
25,837 28,30¢
3,45¢ 3,731
32,20: 32,20:
222 222

$ 145,33¢ $ 152,54

$ 29,79% $ 31,20¢

5,757 4,41¢
4,33¢ 4,63(
1,46¢ 4,56(
2,61¢ 2,99¢

— 5,94¢
43,97: 53,75¢
1,53( 2,567
95€ 952
1,151 1,071
865,91¢ 864,28:
(151) —
(64) 57
(767,979 (770,139
97,73( 94,20(

$ 145,33¢ $ 152,54¢
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DRUGSTORE.COM, INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS

(in thousands)
(unaudited)

Operating Activities:
Net income (loss
Less gain from discontinued operatic

Loss from continuing operatiol

Adjustments to reconcile net income (loss) to mshcprovided by operating activitie

Depreciatior
Amortization of intangible asse
Stocl-based compensatic
Other
Changes in
Accounts receivabl
Inventories
Other asset
Accounts payable, accrued expenses and otheritied
Net cash provided by (used in) continuing operat
Net cash provided by (used in) discontinued opena
Net cash provided by operating activit
Investing Activities:
Purchases of marketable securi
Sales and maturities of marketable secur
Purchases of fixed asst
Proceeds from gain on the sale of discontinuedatipers
Purchase of intangible ass
Net cash used in investing activiti
Financing Activities:
Proceeds from exercise of stock options and emplsy@ck purchase pl:
Proceeds from line of crec
Purchase of treasury sto
Principal payments on capital leases and term dddigations
Net cash (used in) provided by financing activi
Net decrease in cash and cash equiva
Cash and cash equivalents at beginning of p¢
Cash and cash equivalents at end of pe

Supplemental Cash Flow Information:
Equipment acquired in capital lease agreem

Cash paid during the period for inter

Three Months Ended

Six Months Ended

June 28, June 29,
2009 2008

June 28, June 29,
2009 2008

$ 1,02 $ (2,279
2,961 2,09¢

$ 1,88 $ (4,957
5,94¢ 3,90¢

(1,935  (4,37)

(4,060 (8,869

3,19¢ 2,77€ 6,27¢ 4,85:
214 21C 421 45E
1,06¢ 1,84¢ 2,08¢ 3,93.
4 ) (52 (19
(1,439 (466) (1,679 (107)
1,61¢ (1,252 2,40¢ 391
(14¢) 59¢ (93¢) 79¢
82 2,43¢ (3,641) (1,949
2,65( 1,77¢ 82( (50%)
(10) 2,46: — 4,90z
2,64( 4,23: 82( 4,40

(9,459  (20,560)
4,75C  15,66(
(1,96) (2,939
2,97: —
(17) —

(11,159 (35,349

8,64¢ 34,00

(3699 (8,116
5,94¢ —
(145) —

(3,709  (7.839)

(396)  (9,362)

46 — 94 427
— — — 3,50(
(151) — (151) —
(776) (732  (1,53) (1,219
(881) (732 (1,589 2,70¢

(1,949 (4,339
25,97¢  20,64¢

(1,169  (2,25)
25,197  18,57:

$24,03: $ 16,31t

$ 24,030 §$16,31¢

$ — $  29C

$ 114 $ 38z

$ 44 $ 17z

$ 12z $§ 291

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

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(unaudited)

1. Description of the Business

drugstore.com, inc. (drugstore.com) is a leadinmermrovider of health, beauty, vision, and phatynproducts. We offer health,
beauty, household, and other non-prescription prisdand prescription medications through our webedbcated atvww.drugstore.comie
also offer prestige beauty products through our steke located atww.beauty.confwhich is also accessible through the drugstore.com
website); contact lenses through our wholly owndskgliary Vision Direct Inc. (Vision Direct), thrgh web stores located at
www.visiondirect.comwww.lensmart.com, wwwensworld.com andwww.lensquest.coffwhich are also accessible through the
drugstore.com website); customized nutritional $eiment programs through our wholly owned subsidi@ystom Nutrition Services, Inc.
(CNS); sexual well-being products through our witeslocated at www.sexualwellbeing.com; health beauty products through
www.riteaidonlinestore.comand non-prescription, over-the counter produffisred through Medco Health Solutions, Inc.’s (Meflc
member website. Our products are also availabldra® by telephone at 1-800-DRUGSTORE and 1-808#@dNDIRECT. On September 3,
2008, we entered into an amended and restatedages#ement with Rite Aid Corporation and certaiit®gffiliates (Rite Aid) whereby we
transferred to Rite Aid the rights to our locallpigp pharmacy business, which includes prescrip#dilis sold online through the
drugstore.com web store or the Rite Aid onlineesmd picked up by customers at Rite Aid storesa Assult of this agreement, our local
pick-up pharmacy segment is reported as discordimperations in the consolidated financial stateméor all periods presented.
Accordingly, we now manage our business in thregeneats: over-the-counter (OTC), vision, and maidlesrpharmacy. See Note 5 for
additional information.

2. Basis of Presentation and Principles of Consolidion

We have prepared the accompanying consolidateddiabstatements in conformity with U.S. generalcepted accounting principles
(GAAP) and the rules and regulations of the Seiegriatnd Exchange Commission for interim finanaéglarting. These consolidated financial
statements are unaudited but, in our opinion, ohelall adjustments, consisting of normal recuradgistments 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 neclssaticative of future results for the 2009 fisgadar ending January 3, 2010 or any other
interim period, due to seasonal and other facWieshave derived the consolidated balance shedtlsoe@mber 28, 2008 from audited
financial statements as of that date, but we haghided certain information and footnotes requitgdSAAP for complete financial
statements. You should read these consolidateddialbstatements in conjunction with the auditedsmidated financial statements and
accompanying notes included in our annual repoftanm 10-K for the fiscal year ended December 2882

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

We operate using a 52/53-week retail calendar yeittr,each of the fiscal quarters in a 52-weekdis®@ar representing a 13-week
period. Fiscal year 2009 is a 53-week year, withfturth quarter of 2009 representing a 14-weelogeand fiscal years 2008 and 2007 were
52-week years.

3. Significant Accounting Policies
Estimates and Assumptior

The preparation of financial statements in confoymiith GAAP requires management to make estimatesassumptions that affect
amounts of assets and liabilities, revenues andresgs, and disclosure of contingent assets arititiesbat the date of the financial
statements. These estimates include, but aremitéd to, revenue recognition, inventories, gootarild intangible assets, stock-based
compensation, deferred taxes, and commitments @mthgencies. Actual results could differ from @stimates, and these differences could
be material.
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Fair Value of Financial Instruments

We account for the fair value of our financial mshents under the provisions of Statement of Firsfosition No. 157Fair Value
Measurement(SFAS 157). SFAS 157 defines fair value as theepii@t would be received to sell an asset or maithnhsfer a liability in an
orderly transaction between market participanti@imeasurement date (exit price). The standatthesta valuation framework and creatt
fair value hierarchy in order to increase consisyeamd comparability of fair value measurementstaedelated disclosures. We have certain
financial assets including money market funds aadketable securities that we measure under thagwoe of SFAS 157. We currently do
not have non-financial assets and non-financibilliges that SFAS 157 requires us to measureiavédue on a recurring basis. We measure
our financial assets and liabilities, subject t?ASFL57, using inputs from the three levels of thie falue hierarchy. The three levels are as
follows:

Level 1 Inputs are unadjusted quoted prices in active migufiee identical assets or liabilities that we h#ve ability to access at
the measurement da

Level 2 Inputs include unadjusted quoted prices in actiaekets for similar assets or liabilities, unadjdstioted prices for
identical or similar assets or liabilities in matk¢hat are not active, or inputs other than quetérks that are observable
for the asset or liability

Level 3 Inputs for the asset or liability are unobservdhiereflect our assumptions that market participanuld use in pricing
the asset or liability

The carrying value approximates the fair valueaibfinancial instruments that we do not measuraiatvalue on the balance sheet,
including accounts receivable and debt, due tetioet-maturities of the instruments.

Treasury Stock
We account for treasury stock under the cost mestmadinclude treasury stock as a component of btadkrs’ equity.

Subsequent Event

We have evaluated subsequent events and transafiiopotential recognition or disclosure in theafincial statements through
August 7, 2009, the day the financial statementeussued.

Adoption of New Accounting Principle

In April 2009, the Financial Accounting StandardsaBl (FASB) issued FASB Staff Position No. 107-8PH-AS 107-1) and
Accounting Principles Board No. 28-1 (APB 28-1),igthamends FASB Statement No. 10rsclosures about Fair Value of Financial
Instrumentsand APB Opinion No. 28nterim Financial Reportingto require disclosures about the fair value ofriicial instruments for
interim reporting periods. FSP FAS 107-1 and APBL2&ill be effective for interim reporting periogading after June 15, 2009. The
adoption of FSP FAS 107-1 and APB 28-1 resultdddneased disclosures related to our debt obligatio

In April 2009, the FASB issued FASB Staff Positidn. 157-4 (FSP FAS 15%), which provides additional guidance in accoraawith
FASB No. 157 Fair Value Measurementsvhen the volume and level of activity for theetss liability has significantly decreased. FSPS
157-4 will be effective for interim and annual refog periods ending after June 15, 2009. The adopif FSP FAS 157-4 did not have any
material impact on our consolidated financial steats.

In April 2009, the FASB issued FASB Staff Positidn. 115-2 (FSP FAS 115-2Recognition and Presentation of Other-Than-
Temporary Impairmentswhich amends the other-than-temporary impairngeidance for debt securities. FSP FAS 115-2 wileéfiective
for interim and annual reporting periods endingrfiune 15, 2009. The adoption of FSP FAS 115-2didvave any material impact on our
consolidated financial statements.

In May 2009, the FASB issued Statement of Finarstaiounting Standard No. 16Subsequent EvenfSFAS 165), which establishes
general standards of accounting for the disclostievents that occur after the balance sheet dadtbdfore financial statements are issued.
SFAS 165 is effective for interim or annual finaadgderiods ending after June 15, 2009. The adopti@FAS 165 did not have any material
impact on our consolidated financial statements.

In June 2008, the FASB ratified the consensus exhon Emerging Issues Task Force (EITF) Issue R&3)Determining Whether an
Instrument (or Embedded Feature) Is Indexed to mtity’'s Own StocKEITF 07-05). EITF 07-05 clarifies the determinatiaf whether an
instrument (or an embedded feature) is indexeah terity’s own stock, which would qualify as a sea@xception under Statement of
Financial Accounting Standards No. 12&counting for Derivative Instruments and Hedgirgivities. EITF 07-05 was effective for
financial statements issued for fiscal years bagmafter December 15, 2008 (our fiscal year 20083.adopted EITF 07-05 on the first day
of our fiscal year 2009 and upon adoption, we rsifeed $285,000 from stockholders’ equity to agdaarm liability. Additionally, the fair
value of the warrants subject to EITF 07-05 areisted to fair market value at the end of each tempperiod. For the three-and six-month
periods ended June 28, 2009, we recorded additshoek compensation of $118,000 and $139,000, ctispdy, related to the increase in the
fair value of these warrants.
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In June 2008, the FASB issued FASB Staff Positiofemerging Issues Task Force Issue 0Bdermining Whether Instruments
Granted in Share-Based Payment Transactions Aréidaaiting Securitie§FSP EITF 03-6-1). FSP EITF 03-6-1 states that steceshare-
based payment awards that contain nonforfeitaghsito dividends or dividend equivalents (whetted or unpaid) are participating
securities and shall be included in the computatifdnasic earnings per share (EPS) pursuant twtheelass method. All prior-period EPS
data presented shall be adjusted retrospectivetjufling interim financial statements, summariesarhings, and selected financial data) to
conform to the provisions of FSP EITF 03-6-1. FSPHE3-6-1 is effective for financial statementsued for fiscal years beginning after
December 15, 2008, and interim periods within thgssrs. The adoption of FSP EITF 03-6-1 on the éiey of our fiscal year 2009 affects
our basic EPS calculations in the first quarte2@®9, but does not affect prior period financiatements, as no restricted stock awards were
outstanding prior to our fiscal year 2009.

Recent Accounting Pronouncemen

In June 2009, the FASB issued SFAS No. Tld8& FASB Accounting Standards Codification andHiegarchy of Generally Accepted
Accounting Principle-a replacement of FASB Statement No. (S&2AS 168), which establishes the FASB StandardifiCation
(Codification) as the source of authorative GAAPognized by the FASB to be applied by nongovernreatities. On the effective date of
this reporting standard, the Codification will stgele all then-existing non-SEC accounting andrtgpgpstandards. This statement is
effective for financial statements issued for iimeand annual periods ending after September 1@ .20/e do not anticipate that the adoption
of SFAS 168 will have any material impact on ounsalidated financial statements, but will affea tlisclosure of accounting literature
references which we will conform to the Codificatio

In June 2009, the FASB issued SFAS No. ¥&&;ounting for Transfers of Financial Assetan-amendment of FASB Statement No.
(SFAS 166) and SFAS No. 16&mendments to FASB Interpretation No. 4G&HAS 167). SFAS 166 will require more informatamout
transfers of financial assets, eliminates the €iali special purpose entity (QSPE) concept, chatige requirements for derecognizing
financial assets, and requires additional disclesUBFAS 167 amends FASB Interpretation No. 48fRhsolidation of Variable Interest
Entities,regarding certain guidance for determining whetireentity is a variable interest entity and modifiee methods allowed for
determining the primary beneficiary of a varialsigerest entity. In addition, SFAS 167 requires angoeassessments of whether an
enterprise is the primary beneficiary of a variahterest entity and enhanced disclosures relatagh enterprise’s involvement in a variable
interest entity. SFAS 166 and SFAS 167 are effediv the first annual reporting period that begifter November 15, 2009. We do not
anticipate that the adoption of SFAS 166 and SFABMUiIll have any material impact on our consoliddfi@eancial statements.

4. Net Income (Loss) Per Share

We compute net income (loss) per share using tbectass method. We compute basic net income (fmms$hare by dividing net
income (loss) by the weighted-average number afeshautstanding during the applicable period, idiclg outstanding participating
securities. Participating securities include regtd stock awards as holders of these securitiesrditled to receive non-forfeitable dividends
prior to vesting at the same rate as holders otoarmon stock. We compute diluted earnings pereshising the weightedverage number
shares determined for the basic net income (less3ipare computation plus the dilutive effect ahowon stock equivalents using the treasury
stock method. Because we had a loss from continpgpegations for the three- and six-month periodtedrjune 28, 2009 and June 29, 2008,
we excluded the effects of diluted options and am@ts from the calculation of diluted net incomesglpper share.

The following table sets forth the weighted averslgares outstanding:

Three Months Ended Six Months Ended
June 28, June 29, June 28, June 29,
2009 2008 2009 2008
Common stocl 99,447,41. 96,478,57. 96,776,34 96,435,65
Non-vested restricted stoc 280,10° — 1,765,21! —

99,727,52 96,478,57 98,541,56 96,435,65

We excluded the following shares from the calcolatf diluted net income (loss) per share becausie inclusion would have been
anti-dilutive:

June 28, June 29,
2009 2008
Stock Options 17,748,97 18,339,80
Warrants 400,00( 900,00(

18,148,97 19,239,80
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5. Discontinued Operations

On September 3, 2008, we entered into an amenderkatated main agreement with Rite Aid wherebytraesferred to Rite Aid the

rights to our local pick-up pharmacy business (LRAdich includes prescription refills sold onliredugh the drugstore.com web store or the

Rite Aid online store and picked up by customemRit Aid stores, in exchange for $9.9 million,gai ten monthly installments beginning
September 2008. We recorded the purchase pricelefeaed gain that we recognized over the ten-moahtractual payment period ending
in June 2009. Additionally, Rite Aid pays drugstomam ongoing marketing service fees for the comtihmarketing of Rite Aid’s LPU
offering on the drugstore.com site during the tefrthe agreement, which continues for two yeargsskextended for another year by either
party. We consider the marketing service fees tmélieect cash inflows of our discontinued LPU segty as the fees earned are not a

significant source of ongoing future revenue.

The gain from the sale of the discontinued openatiwas $9.9 million, $4.0 million of which we recozed in fiscal 2008. During the
three-and six-month periods ended June 28, 200%eeagnized $3.0 million and $5.9 million, respeely, of the gain from the sale of the
discontinued operations. We have classified theltesf operations of our LPU segment as discoetihoperations in the accompanying

consolidated statements of operations for all grjgresented.

Following is the results of operations of our LRégsent that we have classified as discontinuedatipes.

Net sales
Cost of sale:
Fulfillment and order processit
Marketing and sale

Income from discontinued operatic
Gain from sale of discontinued operatic

Gain from discontinued operatio

Three Months Ended

Six Months Ended

June 28

June 28, June 29, June 29,
2009 2008 2009 2008
$ — $3053¢ $ —  $58,60¢

— 26,62¢ — 51,16¢
— 1,23¢ — 2,38¢
— 57:¢ — 1,14¢
— 2,09¢ — 3,90¢
2,961 — 5,94¢ —

$2961 $ 2,09¢

$5,94¢ $ 3,90¢
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6. Cash, Cash Equivalents and Marketable Securities

As of June 28, 2009 and December 28, 2008, our, cash equivalents, and marketable securities pifintnsisted of cash,
commercial paper, money market funds, governmesn@gsecurities, and corporate notes and bondsafésnent determines the appropi
classification of marketable securities at the tohpurchase and reevaluates such designationeecbfbalance sheet date. The evaluation
includes our view that our investments in debt g&es are available to support current operatamd therefore classified as a current asset.
We consider marketable securities to be availatneséle, and they have contractual maturity ddtasdre within one year of June 28, 2009.
We determine cost of securities sold using theifipedentification method.

The following table summarizes, by major secumjye, our cash, cash equivalents, and marketableiges (in thousands):

June 28, 2009

Gross
Unrealized
Gross

Unrealized Holding
Amortized Cost Holding Gains Losses(1) Fair Value
Cash and money market fun $ 22,23 $ — $ — $22,23:
Commercial pape 1,80( — — 1,80(C
Cash and cash equivalel 24,03: — — 24,03:
U.S. government agency obligatic 9,60¢ 71 — 9,67¢
Corporate notes and bonds 2,16¢ 3 — 2,172
Commercial pape 3,591 — (1) 3,59¢
Marketable securitie 15,37( 74 (1) 15,44:
Total cash, cash equivalents and marketable sies $ 39,40 $ 74 $ (1) $39,47¢

(1) As of June 28, 2009, the cost and fair valumeéstments with loss positions totaled $3.6 williWe evaluated the nature of these
investments, credit worthiness of the issuer, Aedluration of these impairments to determine ibther-than-temporary decline in fair
value had occurred and concluded that these logsestemporary

(2) Corporate notes and bonds include investmentsriporate institutions. No single issuer represarsignificant portion of the total
corporate notes and bonds portfo

December 28, 2008

Gross
Unrealized
Gross

Unrealized Holding
Amortized Cost Holding Gains Losses Fair Value
Cash and money market fun $ 21,60 $ — $ — $21,60:
Commercial pape 3,59¢ 1 — 3,59¢
Cash and cash equivalel 25,19¢ 1 — 25,197
U.S. government agency obligatic 9,46: 11¢ — 9,58(
Corporate notes and bon 2,50¢ 12 — 2,517
Commercial pape 89¢ 2 — 90C
Marketable securitie 12,86¢ 132 — 12,99;
Total cash, cash equivalents and marketable sies $ 38,06 $ 132 $ — $38,19¢
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The following tables summarizes, by major secusipe, our assets that we measure at fair valuerenuaring basis and categorize

using the fair value hierarchy (in thousands):

June 28, 2009

Level 1 Level 2 Level 3 Total
Estimated Estimated Estimated Estimated
Cash Fair Value Fair Value Fair Value Fair Value
Cash $14,99: $ — $ — $ — $14,99:
Money market funds (1 7,23¢ — — 7,23¢
Commercial paper (% — — 5,39¢ — 5,39¢
U.S. government agency obligations — — 9,67¢ — 9,67¢
Corporate notes and bonds — — 2,172 — 2,172
$14,99¢ $ 7,23¢ $17,24: $ — $39,47¢

December 28, 2008

Level 1 Level 2 Level 3 Total
Estimated Estimated Estimated Estimated
Cash Fair Value Fair Value Fair Value Fair Value
Cash $18,80°7 $ — $ — $ — $18,80"
Money market funds (1 — 2,79¢ — — 2,792
Commercial paper (¢ — — 4,49¢ — 4,49¢
U.S. government agency obligations — — 9,58( — 9,58(
Corporate notes and bonds — — 2,517 — 2,517
$18,80° $ 2,794 $16,59° $ — $38,19¢

(1) Included in cash and cash equivalents in the cateteld balance sheets. We determined fair valusscban quoted market price

(2) Included in marketable securities in the coigstéd balance sheets. We determined fair valuedbas observable market prices in less

active markets or quoted market prices for sinmilatruments

(3) Included in cash and cash equivalents in tmsalidated balance sheets if the investment haatarity of three months or less from the
date of purchase or included in marketable seesrifithe investment has a maturity in excess mfettmonths from the date of purche
We determined fair values based on observable marioes in less active markets or quoted markieeprfor similar instrument:

7. Stockholders’ Equity
1999 Employee Stock Purchase Plan

Under the terms of our 1999 Employee Stock PurcRéme, as amended (1999 ESPP), eligible employméd purchase common stc
for a purchase price equal to 85% of the fair miavladue of our common stock on the first or last,dahichever is less, of the applicable six-

month purchase period, which periods end in JanaiadyJuly of each year, except in 2009, when thieggended in June upon the expiration

of the 1999 ESPP. During the six-month period enhieee 28, 2009, employees purchased 106,500 stfawas common stock under the

1999 ESPP in exchange for approximately $94,000inDuhe six-month period ended June 29, 2008, eyegls purchased 35,978 shares of

our common stock under the 1999 ESPP in exchanggpfiroximately $87,000. We did not renew the 188%ployee Stock Purchase Plan

when it expired.
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Stock Option Activity
The following table summarizes our stock optionatgt

Outstanding Options

Weighted- Weighted-
Average
Remaining
Average Contractual
Exercise
Number of Price per
Shares Share Term
Outstanding at December 28, 2( 16,706,54 $ 3.2¢
Options grante 1,439,301 $ 1.3¢
Options exercise — $ —
Options forfeitec (396,869 $ 4.6t
Outstanding at June 28, 20 17,748,97 $ 3.11
Vested and expected to vest at June 28, : 14,648,00 $ 3.21 6.4¢F
Exercisable at June 28, 20 13,044,22 $ 3.32 6.17
Restricted Stock Activit
The following table summarizes our restricted stactivity:
Grant Date
Number of
Shares Fair Value
Outstanding at December 28, 2( — $ —
Awards grantet 3,339,14! $ 0.87
Awards release (355,00() $ 0.7¢
Awards forfeitec (1,200 $ 1.4:
Outstanding at June 28, 20 2,982,94! $ 0.8¢

Stock-Based Compensation Expense

We account for stock-based compensation underrthasions of FASB Statement No. 123 (revised 2084#are-Based PaymefiRAS
123(R)), which requires measurement of compensatishfor all stock-based awards at fair value ate @f grant and recognition of
compensation over the service period for awardeetepl to vest. The fair value of stock optionsasdu on the estimated grant date fair v
method using the Black-Scholes valuation model. faivevalue of restricted stock is determined basedhe number of shares granted and
the quoted price of our common stock. Such valuedsgnized as expense over the service perioafmstimated forfeitures, using the
straight-line method. The estimation of stock awatat will ultimately vest requires judgment, @aodhe extent actual results or updated
estimates differ from our current estimates, we rgitord such amounts as a cumulative adjustmethiiperiod estimates are revised. We
consider many factors when estimating expecteeitores, including types of awards, employee clasd,historical experience. Actual
results and future estimates may differ substdptiedm our current estimates.

The following table summarizes stock-based comp@nrsay operating function recorded in the Statetmef Operations (in
thousands):

Three Months Ended Six Months Ended
June 28, June 29, June 28, June 29,

2009 2008 2009 2008
Fulfillment and order processit $ 95 $ 10¢ $ 214 $ 28¢
Marketing and sale 30¢€ 417 65€ 732
Technology and contel 21¢ 24€ 464 604
General and administrati\ 44§ 1,082 758 2,30¢
Total $ 1,066 $ 1,84t $2,08¢ $3,937
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8. Line of Credit and Debt Obligations

In March 2009, we entered into a loan and secagrgement with our existing bank. This agreemesitides a revolving two-year line
of credit allowing for borrowings up to $25.0 milli, which accrue interest at the prime rate, foregal corporate purposes, including short-
term working capital needs, and to finance cenpaitential acquisitions, should we elect to pursueia the future. The agreement allows for
the conversion of up to $15.0 million of the oultst;ng balance into a term loan, payable in 36 migrtistallments of principal and interest
a rate equal to the greater of (a) the prime riate @.50% or (b) 4.50%. Advances available underévolving line of credit are limited, bas
on eligible inventory, accounts receivable, ancdhaasd investment balances, and balances outstanddey our existing term loan. As of
June 28, 2009, approximately $3.5 million in boritoye were considered outstanding under the facliityaddition, availability under the line
of credit was reduced by a $541,000 letter of ¢nediprovided to our landlord. Accordingly, the gable borrowings under the line of credit
were approximately $21.0 million. The agreementaims certain covenants that are customary in aetitns of this nature, including a
prohibition on other debt and liens, requiremeatgarding the payment of taxes, and certain reisiniston mergers and acquisitions,
investments, and transactions with our affiliatssyvell as certain financial covenants relatedutocash and cash equivalents and our free
cash flow, which we were in compliance with aswri€l 28, 2009. The agreement identifies certaintewafirdefault that are customary for
transactions of this nature and subject to matgriptovisions and grace periods where appropriatduding failure to pay any principal or
interest under this facility or other instrumentsem due, violations of any covenants, a mater@dszdefault to our other debt, or a change of
control.

Our current and long-term debt obligations totatidgl million and $5.6 million as of June 28, 2@G0& December 28, 2008,
respectively, are stated at fair value, which apinates the carrying amount based on the curréatoffered for similar instruments.

9. Commitments and Contingencies
Legal Proceeding:

Class Action Laddering LitigationA consolidated amended complaint, which is nogvdperative complaint, was filed on April 19,
2002 in the U.S. District Court for the Southerrsttict of New York. It names drugstore.com as a&ddant, along with the underwriters and
certain of our present and former officers andaoes (the Individual Defendants), in connectiothvaur July 27, 1999 initial public offering
and March 15, 2000 secondary offering (together Qffferings). The suit purports to be a class adiled on behalf of purchasers of our
common stock during the period July 28, 1999 todpetzer 6, 2000.

In general, the complaint alleges that the progfsest through which we conducted the Offerings weaterially false and misleading
because they failed to disclose, among other ththgs (i) the underwriters of the Offerings alldbehad solicited and received excessive and
undisclosed commissions from certain investorscchange for which the underwriters allocated tasthmvestors material portions of the
restricted number of shares issued in connectitim thé Offerings and (ii) the underwriters allegeehtered into agreements with customers
whereby the underwriters agreed to allocate drugsiom shares to customers in the Offerings in @&xgh for which customers agreed to
purchase additional drugstore.com shares in tlee4afirket at predetermined prices. The complaint &ssalations of various sections of
Securities Act of 1933, as amended, and the SesiEixchange Act of 1934, as amended. The actisksstamages in an unspecified amc
and other relief. The action is being coordinatéith @pproximately 300 other nearly identical actidited against other companies or their
present and former officers and directors.

On October 9, 2002, the District Court dismisseditidividual Defendants from the case without pilegja. On December 5, 2006, the
U.S. Court of Appeals for the Second Circuit vadaalecision by the District Court granting clasdification in six of the coordinated cas
which are intended to serve as test, or “focussésaThe plaintiffs selected these six cases, wdachot include us. On April 6, 2007, the
Second Circuit denied a petition for rehearingdfiby plaintiffs, but noted that plaintiffs couldkathe District Court to certify more narrow
classes than those that were rejected.

On August 14, 2007, the plaintiffs filed amendedhptaints in the six focus cases. On September@77,2he plaintiffs filed a motion
for class certification in the six focus cases.Mivember 14, 2007, the defendants in the focussdded motions to dismiss the amended
complaints. On March 26, 2008, the District Coushtissed the Securities Act claims of those membktise putative classes in the focus
cases who sold their securities for a price in exa# the initial offering price and those who fhased outside the previously certified class
period. With respect to all other claims, the magido dismiss were denied. On October 10, 2008\eatequest of the plaintiffs, the plaintiffs’
motion for class certification was withdrawn, withi@rejudice.

On April 3, 2009, the plaintiffs submittamthe District Court a motion for preliminary appal of a settlement of the approximately 300
coordinated cases, including drugstore.com, theumiter defendants in the drugstore.com clas®actind the plaintiff class in the
drugstore.com class action lawsuit. The insurerghie issuer defendants in the coordinated cademake the settlement payment on behalf
of the issuers, including drugstore.com. On June@@9, the Court issued an order preliminarilyraping the proposed stipulation and
agreement of settlement among the parties andyiegtisettlement classes. The settlement is subgeteirmination by the parties under
certain circumstances, and final approval by tharCdhere is no assurance that the Court will gfiaal approval.
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Due to the inherent uncertainties of litigation, @anot accurately predict the ultimate outcomthisf matter. We are unable to estirr
the potential damages that might be awarded iétdéement is not concluded or finally approved aedvere found liable, there arose a
material limitation with respect to our insurancwerage, or the amount awarded were to exceechsurance coverage. Because our liab
if any, cannot be reasonably estimated, no amduaus been accrued for this matter. An adverse méda this matter could have a material
adverse effect on our financial position and ressoftoperations.

1-800 Contacts LitigationOn February 26, 2008, 1-800 Contacts, Inc. (1-860tacts) filed an action against us and our slidosi
Vision Direct alleging direct and contributory teadark infringement and dilution under federal atadeslaw, unfair competition, intentional
interference with economic relations, and unjustoliment. One day later, on February 27, 2008, @ B0ntacts filed a separate action
against Vision Direct alleging breach of a 2004leetent agreement between Vision Direct and 1-806t&xts. In both actions, 1-800
Contacts was seeking monetary damages as weljuasiive relief. We agreed to mediate the disputé w800 Contacts and on May 8,
2009, we reached an agreement with 1-800 Contaatptovides, without admission of wrongdoing abllity, for a one-time payment of
$475,000 from Vision Direct, Inc. to 1-800 Contaatsl mutual releases of all claims that have beeowdd have been brought. The
settlement was included in the statement of opmratin the first quarter of 2009.

State Sales Tax Claim$n 2002, we received an arbitrary assessmente@om the state of New Jersey for past saleduaxfrom
fiscal years 2000 and 2001, based on its best atiof sales revenue numbers during those petiodidarch 2003, we filed an appeal with
the Tax Court of New Jersey, based on the facttkieastate of New Jersey was pursuing its claincifipally against one of our consolidated
subsidiaries that was not a retailing entity irt §tate. On February 19, 2008, we were informeith@fdecision by the Tax Court of New
Jersey against us. On April 23, 2009, we reachedaution with the State of New Jersey, regardialgs and use taxes owed by us for the
years 2000 to 2008. We paid an aggregate of appedgly $1.7 million based on two assessments fes smd use tax, interest, and pena
for 2000 through February 22, 2008, in full sati$ian of our obligations for use taxes for thosarge We had previously accrued $2.9 mil
for this liability, of which $1.2 million was reveed and recognized in the statement of operatiotigifirst quarter of 2009.

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

10. Segment Information

We have three reporting segments: over-the-co(@&e€c€), vision, and maibrder pharmacy. The OTC segment is comprised ofakhe
and related costs of selling all non-prescriptiealth, beauty, personal care, household, and ptelucts. Our vision segment is comprised
of sales and the related costs of selling contattds and other contact lens supplies throughVBitect. The mail-order pharmacy segment
is comprised of sales and the related costs ahggirescription drugs and supplies through thgstore.com web store for mail-order
delivery. On September 3, 2008, we entered intaraended and restated main agreement with Rite Aireby we transferred to Rite Aid
the rights to our LPU business, which includes @ripson refills sold online through the drugst@@n web store or the Rite Aid online store
and picked up by customers at Rite Aid stores. Aesalt of this agreement, we have excluded our EBgiment from the following segment
information and reported it as discontinued operetiin the consolidated financial statements flopatiods presented. We operate and
evaluate our business segments based on contributiogin results. We define contribution margimassales attributable to a segment, less
the direct cost of these sales and the increméraahble) costs of fulfilling, processing, andigieting the order (labor, packaging supplies,
credit card fees, and royalty costs that are viriabsed on sales volume).

The information presented below for these segmsnitgormation our chief operating decision makess to manage our business,
make operating decisions, and evaluate operatirfgrpgance.

Three Months Ended Six Months Ended
June 28, June 29, June 28, June 29,
2009 2008 2009 2008
(in thousands)
OTC:
Net sales $71,29¢ $64,91: $143,38¢ $129,76:.
Cost of sale: 48,687  45,09¢ 98,61 90,11
Variable order costs ( 6,372 5,86¢ 12,82( 11,83¢
Contribution margin (b $16,24( $13,94! $ 31,95. $ 27,81¢
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Three Months Ended Six Months Ended
June 28, June 29, June 28, June 29,
2009 2008 2009 2008
(in thousands)
Vision:
Net sales $17,58. $15,85( $ 35,020 $ 31,28¢
Cost of sale: 13,35: 12,23¢ 26,95 24,26¢
Variable order costs ( 787 747 1,56: 1,49(
Contribution margin (b $ 3441 $2868 $ 6501 $ 553
Mail-Order Pharmacy:
Net sales $ 11,46. $11,487 $ 20,24¢ $ 23,76¢
Cost of sale: 9,72 9,34: 16,74¢ 19,48¢
Variable order costs (i 69€ 904 1,37¢ 1,83:
Contribution margin (b $ 1047 $1241 $ 2,128 § 2,457
Consolidated:
Net sales $100,34: $92,24¢  $198,65t $184,81t
Cost of sale: 71,76: 66,67¢ 142,31 133,86:
Variable order costs ( 7,85¢ 7,52( 15,75¢ 15,157
Consolidated contribution margin ( $ 20,72: $18,04¢ $ 40,58: $ 35,79
Less:
Fixed fulfillment and order processing | $ 3147 $3451 $ 6,34¢ $ 6,84t
Marketing and sales ( 9,03¢ 8,22: 18,36¢ 16,50¢
Technology and contel 6,07(C 5,73¢ 11,99¢ 10,93¢
General and administratiy 4,20¢ 4,90( 7,571 10,29¢
Amortization of intangible asse 214 21C 421 45¢
Operating los: $ (1,949 $(4,47) $ (4,127 $ (9,249

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

(b) Contribution margin represents a measure of Wweleach segment is contributing to our operatjngls. We calculate it as net sales
less the direct cost of goods sold, the incremdrgaiable) fulfilment and order processing castglelivering orders to our customers,
and variable partnerst-related royalty cost:

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

(d) These amounts exclude variable partnershige@lyalty expenses of $124,000 and $25,000 fothtee-month periods ended
June 28, 2009 and June 29, 2008, respectively$204,000 and $56,000 for the six-month periods eéddee 28, 2009 and June 29,
2008, respectively
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Item 2. Managemen’'s Discussion and Analysis of Financial Condition drResults of Operation

You should read the following discussion and arialiysconjunction with the financial statements aedompanying notes included
elsewhere in this quarterly report and in our ahmefgort on Form 10-K for the fiscal year ended &maber 28, 2008.

Special Note Regarding Forward-Looking Statements

This quarterly report on Form 10-Q includes forwblrdking statements within the meaning of the ReV@ecurities Litigation Reform
Act of 1995 based on our expectations, estimatdparjections as of the date of this filing. Actuasults may differ materially from those
expressed in forward-looking statements. All staets made in this quarterly report other than states of historical fact, including
statements regarding our future financial and dperal performance, sources of liquidity and futligeidity needs, are forward-looking.
Words such as “expects,” “believes,” “targets,” ‘{nid'will,” “outlook,” “continue,” “could,” “would, " “should,” and similar expressions or
any variation of such expressions, are intendedewtify forward-looking statements. Forward-loakistatements are based on current
expectations, and are not guarantees of futurempeance and involve assumptions, risks, and urinégs. Actual performance may differ
materially from those contained or implied in sdctward-looking statements. Risks and uncertairtties could lead to such differences
could include, among other things: effects of cleanigp the economy, changes in consumer spendugju#itions in the stock market, chan
affecting the Internet, online retailing and adigng, difficulties establishing our brand and kg a critical mass of customers, the
unpredictability of future revenues and expensesparential fluctuations in revenues and operat@sylts, risks related to business
combinations and strategic alliances, possibldiddnlities relating to the collection of sales taonsumer trends, the level of competition,
seasonality, the timing and success of expansiontgfchanges in senior management, risks retategistems interruptions, possible
governmental regulation, and the ability to managgowing business. These factors described imptiriagraph and other risks and
uncertainties that could cause our actual resultifter significantly from management’s expectasare discussed in the sections entitled
“Risk Factors” in Part Il, Item 1A of this quarterly report aiart I, Item 1A of our annual report on Form 10eK the fiscal year ended
December 28, 2008. You should not rely on a forwaaking statement as representing our views angfdate other than the date on which
we made the statement. We expressly disclaim geptior obligation to update any forward-lookingtement after the date on which 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 througtweb stores, including those located on the Irteatwww.drugstore.com,
www.beauty.com, www.sexualwellbeing.com, www.dtadinestore.com, www.visiondirect.com, www.lensroam, www.lensworld.com,
andwww.lensquest.com

Business Segments; Growth Stratedi®¥e.operate our business in three business segnosmetsthe-counter (OTC); vision; and mail-
order pharmacy.

. OTC. Our OTC segment includes all non-prescriptiordpiads sold online through our web storesmatv.drugstore.com,
www.beauty.comwww.sexualwellbeing.copwww.riteaidonlinestore.comwww.visiondirect.com, www.lensmart.com,
www.lensworld.comandwww.lensquest.conor over the telephone at 1-800-DRUGSTORE or 1-8IONDIRECT, including
nutritional supplements sold through our subsid@mgtom Nutrition Services, Inc., or CNS. In adifitithrough our subsidiary
CNS, we are the exclusive online distributor ofritiainal supplement programs for Dr. Barry Searsnatv.ZoneDiet.corand The
Pritikin Longevity Center & Spa atww.Pritikin.com. In addition, we act as the exclusive fulfillmgmbvider for customized
nutritional supplements sold throughvw.DrWeilVitaminAdvisor.conwww.DrWeil.com and other Dr. Weil-related websites.
We source our OTC products from various manufacsueiad distributors. We also sell advertising ongrimary OTC site
www.drugstore.comOur business strategy is to offer our customevila selection of health, beauty, personal cavasahold,
and other products at competitive prices and argupenline shopping experience. We are able teradfsignificantly broader
assortment of products, with greater depth in gaoHuct category, than brick-and-mortar drugstoses, provide a broad array of
interactive tools and information on our websit@f¢lp consumers make informed purchasing decisivesbelieve leveraging
our strong capabilities in Internet marketing, nhamdising, fulfillment, and customer care in thaltte beauty, and wellness ar
will be a key growth driver for our OTC segmenttte second half of 2009, to accelerate our OT@tirowe are focusing on the
continued development of our partnerships with Meldealth Solutions, Inc. and Rite Aid Corporatigriernational market
expansion, and launching microsites, suchwasy.sexualwellbeing.comnthat allow us to better target specific custonéth
tailored marketing programs, by offering a larges@atment of niche specific SKUs, and product aain

. Vision. The vision segment includes contact lenses $otiigh our wholly owned subsidiary Vision DirectlrfVision Direct),
through web stores locatedwww.visiondirect.com, www.lensmart.com, www.lenkivoom, and
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www.lensquest.coror over the telephone at 1-800-VISIONDIRECT. Weghase our contact lens inventory directly from
various manufacturers and other distributors. énglcond half of 2009, we will continue to focushafancing customer
acquisition with net margin in order to maximize puofits.

. Mail-Order Pharmacy Our mail-order pharmacy segment includes presonigrugs and supplies, other than prescriptiartact
lenses, sold online through the pharmacy sectidhefirugstore.com web store or over the teleplaonedelivered to customers
through our mail-order facility. We procure our geaption inventory through Rite Aid Corporationgast of our ongoing
relationship. We market to both cash-paying andrieusce-covered individuals, and we also servethsaparty provider of mail-
order prescription fulfillment services for pharrgde=nefit managers, or PBMs. We sell over 5,508giption drugs, including
many specialty drugs for the treatment of chrowieditions such as cancer, HIV, and multiple sclistashich are not carried by
brick-and-mortar pharmacies and require speciatiliragor service. In this segment, we focus ourkating efforts directly on
consumers online and through doctors to maximip&tir in our cash prescription and specialty phagnacsiness. In addition to
the sale of prescription drugs, we sell advertisingour website to monetize the large volume ofjuaivisitors per month
researching drugs and other healthcare contentdadwn the site. In 2009, we anticipate that ounual mail-order pharmacy
segment revenues will decline due to the loss efafrour PBM customers as a result of its acqoisiin late 2008, but anticipate
continued yee-ovel-year contribution margin improvemen

Discontinued Operation®n September 3, 2008, we entered into an amenderkatated main agreement with Rite Aid whereby we
transferred to Rite Aid the rights to our locallpigp pharmacy business (LPU), which includes pipson refills sold online through the
drugstore.com web store or the Rite Aid onlineestamd picked up by customers at Rite Aid storesxahange for $9.9 million, paid in ten
monthly installments beginning in September 2008./dtorded the purchase price as a deferred gainvthrecognized over the ten-month
contractual payment period ending in June 2009.thdtally, Rite Aid pays drugstore.com ongoing netilkg service fees for the continued
marketing of Rite Aid’s LPU offering on the drugstacom site during the term of the agreement, wbatftinues for two years unless
extended for another year by either party. We atmrsihe marketing service fees to be indirect @afébws of our discontinued LPU segme
as the fees earned are not a significant souroeguging future revenue. We have classified theltesfioperations of our LPU segment as
discontinued operations in the consolidated finalrgtiatements and Management’s Discussion and 8isady Financial Condition and
Results of Operations for all periods presented.

RevenuesWe generate revenue primarily from product sate$ shipping fees. For the second quarter of 2083eported consolidat
total net sales of $100.3 million, which reflecad$8.1 million, or 9%, increase over the secorattgu of 2008. For the first half of 2009, we
reported consolidated net sales of $198.7 millanich reflected a $13.8 million, or 8%, increaseothe first half of 2008. Our net sales
growth was driven by a 9% year-over-year increasalr total order volume for the second quarte2@ff9, to 1.5 million orders, and a 10%
yearover-year increase in total order volume for tingt half of 2009, to 2.9 million orders. Our avgeanet sales per order remained
consistent at $69 for the second quarter of 20092808, and decreased slightly to $68 for the Fedt of 2009 compared to $69 for the first
half of 2008. Our revenues benefited from stroraagh in our OTC segment, which grew year-over-yegrsales by 10% for the second
quarter and 11% for the first half of 2009, anddf#ad from year-over-year growth in our vision semt of 11% for the second quarter and
12% for the first half of 2009. Our net sales im mail-order pharmacy segment remained flat yeargear for the second quarter of 2009,
benefiting from $3.3 million in wholesale orderadadeclined year-over-year by 15% for the firsf l0al2009, resulting from the loss of one
of our PBM partners in the fourth quarter of 2008.

Expenses Our operating expenses, including cost of goott, slecreased as a percentage of net sales to itO2# second quarter a
first half of 2009, from 105% in the second quasded first half of 2008. During the second quaated first half of 2009 our overall cost of
goods sold as a percentage of net sales decreaaedver-year by 80 basis points due to a favorsihife in our product mix to higher margin
OTC sales, as well as improved margins in our Of€\asion segments. For the second quarter artchéa§ of 2009, our year-over-year
fulfillment and order processing expenses as agpgage of net sales were lower by 110 and 90 pasiss, respectively, resulting from a
reduction in our per order labor fulfillment costaresult of our increased efficiencies in oumgaury distribution facility, and to a lesser
extent, reduced consulting expenses related taepsamprovement projects. General and adminisa@&ipenses as a percentage of net sales
were also lower year-over-year by 110 basis pdortthe second quarter and 180 basis points fofitthighalf of 2009 primarily resulting
from a reduction in stock-based compensation, deetfit of $725,000 realized in the first quade2009 from legal settlements, a reduction
in professional fees related primarily to cons@tprojects focused on our profitability initiativesthe prior year, partially offset by increases
in certain employee related expenses. Technolodycantent expenses were lower year-over-year ya8@ points as a percentage of net
sales in the second quarter of 2009, but increslsgiitly as a percentage of net sales in the lia#tt of 2009 driven by depreciation expense
resulting from the completion of internally devedabsoftware projects and the acquisition of sofénard computer equipment to enhance
websites and IT infrastructure. These decreases @féget by a year-over-year increase in markedimg) sales expense as a percentage of net
sales for the second quarter and first half of 2@3@lting primarily from increased order volume.

Net Income (Loss); Cash Positio@ur net income for the second quarter of 2008eimeed by 145% or $3.3 million to $1.0 million,
compared to a net loss of $2.3 million in the selcguarter of 2008, and for the first half of 20@8reased 138% to $1.9
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million compared to a net loss of $5.0 million fretfirst half of 2008. We ended the second quaift@009 with $39.5 million in cash, cash
equivalents, and marketable securities, compar8&3&x2 million at December 28, 2008, and $35.2ianilat June 29, 2008. This balance
primarily reflects cash proceeds of $5.9 millioarfr the sale of discontinued operations, cash peavity operating activities from continuing
operations and discontinued operations of $820,08Rially offset by cash used for capital expemdis of $3.7 million, and $1.5 million to
repay debt obligations.

Results of Operations
Customer Data

We shipped approximately 403,000 and 814,000 nestomer orders, inclusive of our strategic partnipsstduring the second quarter
and first half of 2009, increasing our total custsrbase to approximately 10.6 million customerseimception. The number of active
customers in the first half of 2009 increased tpragimately 2.8 million, an increase of 12.0% frapproximately 2.5 million active
customers in the first half of 2008. Orders frompeaat customers as a percentage of total ordersatsmt year-over-year in the second quarter
and first half of 2009 to 71% from 72% in the setguarter of 2008 and 73% in the first half of 20p8marily as a result of a decrease in
repeat orders in our mail-order pharmacy segmeatalthe loss of one of our PBM partners in thetfoquarter of 2008. Active customer
base includes those customers who have purchageastibnce within the last 12 months and the nurobeustomer orders includes new
repeat orders made through the drugstore.com weed and the web stores of our subsidiaries, omgkemgrated through the Rite Aid and
Medco online stores, orders generated through #zai§.com Amazon marketplace, and orders genettatedgh our fulfillment agreement
with Weil.

Net Sales
Three Months Ended Six Months Ended
June 28, June 29, June 28, June 29,
2009 % Change 2008 2009 % Change 2008

(in thousands, except per order data) (in thousands, except per order data)
Total net sale $100,34: 8.8% $92,24¢ $198,65¢ 7.5% $184,81¢
Total customer orders shipp 1,45(C 8.6% 1,33¢ 2,917 9.6% 2,662
Average net sales per orc $ 69 — $ 69 $% 68 1.4% $ 69

Net sales include gross revenues from sales ouptpdhipping fees, service fees, and advertiswgmues, net of discounts and
provision for sales returns, and other allowanbled.sales also include consignment service feesddrom our arrangements with GNC,
Medco, and Rite Aid, under which we do not takle tib the inventory and do not establish pricinge ¥Wcord on a net basis consignment
service fees, which constitute approximately 1%otdl net sales in each period presented. We tiirs to the customer’s credit card or, in
the case of prescriptions covered by insurancejilivthe co-payment to the customer’s credit card the remainder of the prescription price
to insurance. We record sales of pharmaceuticalymts covered by insurance as the sum of the amoeceived from the customer and the
third party insurer.

Total net sales increased year-over-year for thersbquarter of 2009 as a result of an increasedar volume, and net sales increased
yearover-year for the first half of 2009 as a restilao increase in order volume, partially offsetebglecrease in the average net sales per
order. Order volume increased year-oyear for the second quarter and first half of 2pfénarily from an 11% and 12% increase in orde
our OTC segment, respectively, and to a lessengxeb% and 6% increase in orders in our visigment, respectively. These order
increases were partially offset by a 23% year-giesr decrease in orders in our mail-order pharnsagynent for the second quarter and first
half of 2009. The average net sales per order reddiat in the second quarter of 2009 compardiesecond quarter of 2008 and decrei
in the first half of 2009 compared to the firstft@fl 2008 resulting from a decrease in the averagesales per order in our OTC segment,
partially offset by an increase in the averagesaégs per order in our vision and mail-order segmdRevenues from repeat customers
decreased year-over-year to 78% of net sales éose¢bond quarter and first half of 2009, compawetB®so in the second quarter and first half
of 2008, as a result of a year-over-year decreafieei average net sales per order from repeatroessoand a decrease in the percentage of
repeat orders to new orders.

OTC Net Sales

Three Months Ended

Six Months Ended

June 28, June 29, June 28, June 29,
2009 % Change 2008 2009 % Change 2008
(in thousands, except per order data) (in thousands, except per order data)
OTC net sale $71,29¢ 9.8% $64,91: $143,38( 10.5% $129,76:
Percentage of total net sales from C 71.1% 70.4% 72.2% 70.2%
Average net sales per orc $ 57 -1.7% $ 58 $ 57 1.7% % 58
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Net sales in our OTC segment increased year-ovar{ge the second quarter and first half of 200 assult of an increase in order
volume, partially offset by a decrease in averagfesales per order. The number of orders in our @8@nent grew by 11% to 1.2 million in
the second quarter of 2009, compared to 1.1 millidhe second quarter of 2008, and grew by 12%5anillion in the first half of 2009,
compared to 2.2 million in the first half of 2008sulting from increased orders from both new apeat customers as a result of our
increasing active customer base, our continuedtsffo improve customer retention and conversioadging website enhancements and
offering a broad selection of basic necessity itamd hard-to-find specialty items through the addibf new SKUs that encourages
customers to return to our websites and make repgaenishment, and impulse purchases, and bygddilue through our loyalty programs
and discount offers. The year-over-year decreasieeiaverage net sales per order in our OTC segimém second quarter and first half of
2009 resulted from a decrease in shipping reveauweistomers are taking advantage of free shipgdifiegsoand not choosing expedited
shipping methods, increased discounts driven bgnptimnal activity, and a slight decrease in the harnof units per order, partially offset by
a shift in product mix to higher priced items.

Vision Net Sales

Three Months Ended Six Months Ended
June 28, June 29, June 28, June 29,
2009 % Change 2008 2009 % Change 2008
(in thousands, except per order data) (in thousands, except per order data)
Vision net sale: $17,58: 10.€%  $15,85( $35,02: 11.€%  $31,28¢
Percentage of total net sales from vis 17.5% 17.2% 17.€% 16.%
Average net sales per orc $ 117 54 $ 111 $ 11€ 6.4% $ 10¢

Net sales in our vision segment increased year-poar for the second quarter and first half of 288% result of increases in both order
volume and average net sales per order. The nuoflmeders in our vision segment grew by 5% to 160, the second quarter of 2009,
compared to 143,000 in the second quarter of 2808 grew by 6% to 302,000 in the first half of 206@mpared to 286,000 in the first half
of 2008, resulting from increased orders from bwv and repeat customers driven primarily by ineeegpromotional offers. The year-over-
year increase in average net sales per order washdsrimarily by customers making larger quanfitychases, price increases for cer
SKUs (none of which were individually material) deselling higher-priced newer technology contansés, partially offset by increased use
of discount and promotional offers by our customers

Mail-Order Pharmacy Net Sales

Three Months Ended Six Months Ended
June 28, June 29, June 28, June 29,
2009 % Change 2008 2009 % Change 2008
(in thousands, except per order data) (in thousands, except per order data)
Mail-order pharmacy net sal $11,46: -0.2%  $11,48: $20,24¢ -14.8%  $23,76¢
Percentage of total net sales from -order pharmac 11.4% 12.4% 10.2% 12.9%
Average net sales per orc $ 20¢ 29.8% $ 161 $ 17¢ 10.5% $ 162

Net sales in our mail-order pharmacy segment regddfilat year-over-year in the second quarter oB28fd decreased year-owezar in
the first half of 2009 as a result of a decreasarder volume, partially offset by an increaseverage net sales per order, driven primarily by
wholesale orders. Included in net sales of our+maier pharmacy segment for the second quarte@@ 2vere wholesale orders to three
different parties totaling $3.3 million, which ireased our average net sales per order by $62pattiefsecond quarter of 2008 there were
wholesale orders to one party totaling $311,000¢ckvmcreased our average net sales per order bin§dded in net sales of our mail-order
pharmacy segment for the first half of 2009 werlekale orders to three different parties tota$i8cgb million, which increased our average
net sales per order by $31, and for the first bBE008 were wholesale orders to two differentipartotaling $1.3 million, which increased
our average net sales per order by $8. Excludieguvfolesale orders, the year-over-year averagsates per order for the second quarter and
first half of 2009 decreased by $10 and $6, resgyt as a result of the loss of one of our PBMtipers in the fourth quarter of 2008, which
had a higher average net sales per order, a dedrett® number of prescriptions per order, antharease in customers purchasing a 30-day
supply compared to a 90-day supply. The numberdasrs in this segment decreased 23% year-overtgeds,000 for the second quarter of
2009, compared to 71,000 for the second quart2008, and also decreased 23% year-over-year t0QQA 3or the first half of 2009,
compared to 146,000 for the first half of 2008 assault of a decrease in orders from new and repedbmers due to our declining active
customer base and the loss of the PBM partnereirficirth quarter of 2008.
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Cost of Sales and Gross Margin

Three Months Ended Six Months Ended
June 28, June 29, June 28, June 29,
2009 % Change 2008 2009 % Change 2008
(% in thousands) ($ in thousands)
Cost of sale: $71,76: 7.6% $66,67¢ $142,31- 6.3% $133,86:
Gross profit dollar: $28,57¢ 11.8% $25,56¢ $ 56,34: 10.6% $ 50,95«
Gross margin percenta 28.5% 27.% 28.4L% 27.%

Cost of sales consists primarily of the cost ofdoiats sold to our customers, including allowanceshrinkage and damaged, slow-
moving, and expired inventory, outbound and inbosimigping costs, and expenses related to promatioventory included in shipments to
customers. We net against cost of sales paymeattsvthreceive from vendors in connection with vadupurchases or rebate allowances and
payment discount terms.

Total cost of sales increased year-over-year inlatesdollars for the second quarter and first bAR009 as a result of growth in order
volume and net sales. Total gross margin percentageased year-over-year for the second quartbfiest half of 2009 primarily as a result
of a larger proportion of net sales in our OTC segtnwhich is our highest-margin segment, and imgtagross margins in our OTC and
vision segments.

Shipping
Three Months Ended Six Months Ended
June 28, June 29, June 28, June 29,
2009 % Change 2008 2009 % Change 2008
($ in thousands) ($ in thousands)
Shipping activity:
Shipping revenu $ 3,461 -12.6€%  $ 3,96( $ 7,04« -10.8% $ 7,90C
Shipping cost: $(6,950 4.8% $(6,639) $(13,87¢) 4.3%  $(13,31)
Net shipping los: $(3,489) 30.5% $(2,679 $ (6,839 26.9% $ (5,410
Percentage of net sale
Shipping revenu 3.4% 4.2% 3.5% 4.2%
Shipping cost: -6.%% -7.2% -7.C% -71.2%
Net shipping los: -3.5% -2.9% -3.4% -2.9%
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We include in net sales our revenues from shipphrayges to customers, and we include in cost eksatitbound shipping costs. Our

net shipping loss increased year-over-year in absalollars and as a percentage of net sales isettend quarter and first half of 2009, as a
result of a decrease in shipping revenue resultorg an increase in the number of customers useg shipping offers, a reduced number of
customers choosing expedited shipping method$h#r brders, and the elimination of surchargesAi8O/FPO and Alaska and Hawaii
orders, combined with an increase in shipping a@stslting from a greater proportion of OTC ordevkich have a higher shipping cost than
orders in our other business segments, partialebby a decrease in fuel surcharges from ouesrshipping carrier. We expect to continue
to subsidize a portion of customers’ shipping cémtshe foreseeable future, through certain fl@ppng options, as a strategy to attract and
retain customers.

OTC Cost of Sales and Gross Margin

Three Months Ended Six Months Ended
June 28, June 29, June 28, June 29,
2009 % Change 2008 2009 % Change 2008
($ in thousands) ($ in thousands)
OTC cost of sale $48,68" 8.C% $45,09¢ $98,61¢ 9.4% $90,11:
OTC gross profit dollar $22,61: 14.1% $19,81:  $44,77. 12.9% $39,65(
OTC gross margin percenta 31.7%% 30.£% 31.2% 30.6%

Cost of sales in our OTC segment increased yearear in absolute dollars for the second quamerfast half of 2009 as a result of
increased order volume and net sales. The yeary@aerincrease in gross margin percentage in #gment for the second quarter and first
half of 2009 resulted primarily from improvememsproduct margins in a majority of our product gatges as a result of our ongoing pric
and sourcing profitability initiative and a moregated promotional effort, partially offset by haghcustomer use of discount offers.

Vision Cost of Sales and Gross Margin

Three Months Ended Six Months Ended
June 28, June 29, June 28, June 29,
2009 % Change 2008 2009 % Change 2008
($ in thousands) (% in thousands)
Vision cost of sale $13,35: 9.1% $12,23¢ $26,95: 11.1% $24,26¢
Vision gross profit dollar $ 4,22¢ 17.7% $ 3,61- $ 8,07( 15.(% $ 7,02(
Vision gross margin percenta 24.(% 22.8% 23.(% 22.0%

Cost of sales in our vision segment increased gear-year in absolute dollars for the second quante first half of 2009 as a result of
increased order volume and net sales. The yeary@arincrease in gross margin percentage in #dgment for the second quarter and first
half of 2009 resulted primarily from improvememsproduct margins as a result of pricing and sagrchanges (none of which were
individually material), partially offset by increed promotional offers to drive larger quantity axde

Mail-Order Pharmacy Cost of Sales and Gross Margin

Three Months Ended Six Months Ended
June 28
June 29
June 28, June 29,
2009 % Change 2008 2009 % Change 2008

($ in thousands) ($ in thousands)
Mail-order pharmacy cost of sal $9,72: 4.1%  $9,34: $16,74¢ -14.(%  $19,48¢
Mail-order pharmacy gross profit dolle $1,73¢ -18.%  $2,14¢ $ 3,50( -18.5%  $ 4,28¢

Mail-order pharmacy gross margin percent 15.2% 18.7% 17.5% 18.(%

Cost of sales in our mail-order pharmacy segmeeased year-overear in absolute dollars for the second quart@080 primarily a:
a result of sales generated from wholesale ordetsr¢e parties, and the year-oyear decrease in cost of sales in absolute ddbatbe first
half of 2009 resulted from a decrease in ordermaand net sales. The year-over-year decreasess grargin percentage in this segment in
the second quarter and first half of 2009 resubigaharily from lower margin wholesale orders, palfti offset by improved margins as a
result of our ongoing review of pricing and profiléty of pharmaceutical products.
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Fulfillment and Order Processing Expenses

Three Months Ended Six Months Ended
June 28, June 29, June 28, June 29,
2009 % Change 2008 2009 % Change 2008
(% in thousands) ($ in thousands)
Fulfillment and order processing expen $10,87¢ -0.6%  $10,94¢ $21,90: -0.2%  $21,94¢
Percentage of net sal 10.8% 11.9% 11. % 11.9%
Fixed and variable cost informatiol
Variable cost: $ 7,731 3.1% $ 7,49 $15,55¢ 3.0%  $15,10:
Fixed costs $ 3,14 -8.8% $ 3,451 $ 6,34¢ -7.3% $ 6,84¢

Fulfillment and order processing expenses inclumeqil and related expenses for personnel engagpdrichasing, fulfillment,
distribution, and customer care activities (inchglivarehouse personnel and pharmacists engageescription verification activities),
distribution center equipment and packaging supptieedit card processing fees, and bad debt egpefibese expenses also include rent anc
depreciation related to equipment and fixturesundistribution centers and call center facilityariéble fulfillment costs represent the
incremental (variable) costs of fulfilling, process and delivering the order that are variablesbaen sales volume.

Variable fulfilment and order processing experiseseased year-over-year in absolute dollars irsdemnd quarter and first half of
2009 primarily as a result of an 11% and 12% irngedn order volume in our OTC segment, respectiviéiked fulfillment and order
processing expenses decreased year-over-year $etbad quarter and first half of 2009 primarilyaa®sult of a decrease in consulting fees
of $318,000 and $644,000, respectively, relatqetécess improvement projects, a decrease in faeitil maintenance-related costs of
$42,000 and $144,000, respectively, partially dffseincreased depreciation expense of $59,000584d@,000, respectively, related to
equipment and software purchases acquired in tbey®ar. Fulfillment and order processing experasea percentage of net sales improved
yeal-over-year by 110 basis points in the second quaft2009 and 90 basis points in the first hal2609, primarily driven by a reduction in
our labor fulfillment cost per order as a resulbaf increased efficiencies in our primary disttibn facility, and to a lesser extent, reduced
consulting expenses.

Marketing and Sales Expense

Three Months Ended Six Months Ended
June 28
June 29
June 28, June 29,
2009 % Change 2008 2009 % Change 2008

($ in thousands) ($ in thousands)

Marketing and sales expen: $9,16( 11.1%  $8,24¢ $18,57( 12.1%  $16,56:
Percentage of net sal 9.1% 8.9% 9.3% 9.C%

Marketing and sales expenses include advertisipgreses, promotional expenditures, web analyticdstaveb design, and payroll and
related expenses for personnel engaged in markatidgnerchandising activities. Advertising expensekide our obligations under various
advertising contracts. In addition, marketing aals expense include royalty expenses relatedtaic®f our partnerships of $124,000 and
$204,000 for the second quarter and first halfGif® respectively, and $25,000 and $56,000 fos&wend quarter and first half of 2008,
respectively. Advertising and promotional coststfar second quarter and first half of 2009 wer® $@illion and $13.2 million, respectively,
and advertising and promotional costs for the seéaprarter and first half of 2008 were $5.6 millamd $11.3 million, respectively.
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Marketing and sales expenses increased year-oeetpéh in absolute dollars and as a percentagetdaales in the second quarter and
first half of 2009 primarily due to an increasepaid search, affiliate, and portal costs, resulfiogh an increase in order volume, growth in
new customer orders, and an increase in the pagef orders generated through paid marketingretaro total orders in comparison to
the prior year. Marketing and sales expense peraustomer remained flat at $23 in the second guaftt009 and 2008, and decreased
slightly in the first half of 2009 to $23 compared$24 in the first half of 2008.

Technology and Content Expenses

Three Months Ended Six Months Ended
June 28 June 29
June 28, June 29,
2009 % Change 2008 2009 % Change 2008
($ in thousands) ($ in thousands)
Technology and content expen: $6,07( 5.8% $5,73¢ $11,99¢ 9.7%  $10,93¢
Percentage of net sal 6.C% 6.2% 6.C% 5.8%

Technology and content expenses consist primafibagroll and related expenses for personnel erdjagdeveloping, maintaining, a
making routine upgrades and improvements to oussiteh Technology and content expenses also indhidmet access and hosting
charges, depreciation on hardware and IT structutdiies, and website content and design expgnse

Technology and content expenses increased yeatyeaelin absolute dollars but declined as a peaggnof net sales in the second
quarter of 2009, and increased year-over-year ih &bsolute dollars and as a percentage of net gathe first half of 2009 primarily
resulting from an increase in depreciation expeakged to the completion of internally developetisare projects and the acquisition of
software and computer equipment to enhance ouritestend IT infrastructure.

General and Administrative Expenses

Three Months Ended Six Months Ended
June 28 June 29
June 28, June 29,
2009 % Change 2008 2009 % Change 2008
(% in thousands) ($ in thousands)
General and administrative expen $4,20¢ -14.2%  $4,90( $7,57i -26.4%  $10,29¢
Percentage of net sal 4.2% 5.2% 3.8% 5.6%

General and administrative expenses consist obfiand related expenses for executive and admatigeé personnel, corporate facil
expenses, professional service expenses, andggtheral corporate expenses.

General and administrative expenses decreasedyealear in absolute dollars and as a percenthgetsales in the second quarter of
2009 resulting from a reduction in stock-based cemsption of $634,000, a reduction in professioaas fof $318,000, and a decrease in
corporate expenses of $242,000, partially offsehbyeases in certain employee related costs. @eard administrative expenses decreased
yearover year in absolute dollars and as a percerthget sales in the first half of 2009 resultingrfr a reduction in stock-based
compensation expense of $1.6 million, a net bené&ff725,000 realized in the first quarter of 20@dn the resolution of our New Jersey
sales tax case and settlement with 1-800 Contacesjuction in professional fees of $636,000, addaease in corporate expense of
approximately $300,000, partially offset by certaiareases in employee related expenses.

Amortization of Intangible Asset

Three Months Ended Six Months Ended
June 28 June 29 June 28 June 29
2009 % Change 2008 2009 % Change 2008
($ in thousands) ($ in thousands)
Amortization of intangible asse $ 214 1.9% $ 21C $ 421 -7.5% $ 45t

Amortization of intangible assets includes the dipation expense associated with assets acquiredninection with our acquisitions
CNS and Acumins, Inc., and assets acquired in adimmewith our agreement with GNC, and other infalggassets, including a technology
license agreement, domain names, and trademaritee first half of 2009, we acquired $75,000 otakr intellectual property, trademarks,
and other intangibles associated with a custonmittdusiness, $59,000 of trademarks and other gitténassets related to a vision compi
and $11,000 of certain intangibles associated authprivate label de~luxe ™ brand of natural, spality personal care products.

Amortization expense for the second quarter arsd fialf of 2009 has remained consistent year-gear-as amortization expense reli
to newly acquired assets is partially offset wissets becoming fully amortized.
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Interest Income and Expens

Three Months Ended Six Months Ended
June 28 June 29 June 28 June 29
2009 % Change 2008 2009 % Change 2008
($ in thousands) ($ in thousands)
Interest income and exper $ 14 -86.(% $ 10C $ 57 -85.(% $ 37¢

Interest income consists of earnings on our casdh) equivalents, and marketable securities, apdeisit expense consists primarily of
interest associated with capital lease and deligatidns. The year-overear decrease in net interest income in the seqoader and first he
of 2009 was primarily a result of receiving loweturns on cash, cash equivalents, and marketatileittes balances despite a year-over-year
increase in the average balance of cash, cashateunis and marketable securities in the secondeyuand first half of 2009, partially offset
by a decrease in interest expense as we decreasatstanding debt obligations.

Gain from Discontinued Operations

Three Months Ended Six Months Ended
June 28 June 29 June 28 June 29
2009 % Change 2008 2009 % Change 2008
(% in thousands) (% in thousands)
Gain from discontinued operatio $2,961 41.1% $2,09¢ $5,94¢ 52.2%  $3,90¢

The gain from discontinued operations, consistih§300 million in the second quarter and $6.0 milin the first half of 2009,
represents monthly payments made by Rite Aid fersgide of the LPU business. This compares to tims @d $2.1 million in the second
quarter and $3.9 million in the first half of 2068nerated by discontinued operations prior to #e af the LPU business to Rite Aid in
September 2008.

Income Taxes
There was no provision or benefit for income tafceghe second quarter or first half of 2009 duetio ongoing operating losses.

Significant Accounting Judgments

The preparation of financial statements in confoymiith U.S. generally accepted accounting priresplor GAAP, requires estimates
and assumptions that affect the reported amourdss#ts and liabilities, revenues and expensesgtatdd disclosures of contingent assets
and liabilities in the consolidated financial stats and accompanying notes. The Securities adldaBge Commission, or SEC, has def
a company’s critical accounting policies as thesafat are most important to the portrayal of thiagany’s financial condition and results of
operations and that require the company to makadtst difficult and subjective judgments, ofterea®sult of the need to make estimates of
matters that are inherently uncertain. Significaedounting policies are included in Note 1 of comsolidated financial statements includel
Part | of our annual report on Form 10-K for thecil year ended December 28, 2008. Although werelihat our estimates, assumptions,
and judgments are reasonable, they are baseda@miation presently available. Actual results mdfedisignificantly from these estimates
under different assumptions, judgments, or conaition addition, any significant unanticipated afasin any of our assumptions could have
a material adverse effect on our business, findnoradition, and results of operations.

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

Liquidity and Capital Resources

We have an accumulated deficit of $768.0 milliorotlgh June 28, 2009. To date, we have had onlg frefitable quarters, and we
may never achieve profitability on a full-year ansistent basis. We expect to continue to incisds®n a full-year basis in 2009, and
possibly longer. As a result, our stock price maglitie and stockholders may lose all or a parheirtinvestment in our common stock. From
our inception through June 28, 2009, we have fiadraur operations primarily through the sale ofigggecurities, including common and
preferred stock, yielding net cash proceeds of $4iillion.

Our primary source of cash is from sales made tivaur websites, for which we collect cash frondireard settlements, or insurance
reimbursements. Our primary uses of cash are pseshaf inventory, payments of salaries, marketigenses, and overhead and fixed costs.
Any projections of our future cash needs and chstisfare subject to substantial uncertainty forrfesons discussed in this section and i
sections entitled Risk Factors' in Part Il, Item 1A of this quarterly report airt I, Item 1A of our annual report on FormHK®er the fisca
year ended December 28, 20
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Our principal sources of liquidity are our cashsltaquivalents, and marketable securities. Histlyicour principal liquidity
requirements have been to meet our working cagitdlcapital expenditure needs. Until required theopurposes, our cash and cash
equivalents are maintained in deposit accountsghiynliquid investments with remaining maturities90 days or less at the time of purch
Our marketable securities, which include commerng#der, U.S. government agency obligations andocate notes and bonds are consid:
short-term as they are available to fund curreetrations. In addition, we have a revolving two-yiree of credit allowing for borrowings of
up to $25.0 million in the aggregate through Ma2éii 1, which is available to fund operations, cagtg@enditures, or finance acquisitions
needed. As of June 28, 2009, the aggregate avaitesfowings under the line of credit were apprately $21.0 million.

Discussion of Cash Flow
The following table provides information regardiogr cash flows for the six-month periods ended 282009 and June 29, 2008.

Six Months Ended
June 28, June 29,
2009 $ Change 2008
(in thousands)

Net cash provided by (used |

Continuing operating activitie $ 82C $1,32¢ $ (503
Discontinued operating activitit $ — $(4,909) $4,90¢
Investing activities $ (39€) $8,96¢ $(9,362)
Financing activitie: $(1,58¢) $(4,299) $2,70¢
Net (decrease) increase in cash and cash equis $(1,164 $1,09¢ $(2,259)

Cash provided by (used in) operating activiti€3ur operating cash flows result primarily fronslkaeceived from our customers,
fulfillment partners, and advertising and othewvaas revenue, offset by cash payments we makertatyzts and services, employee
compensation, payment processing and related taosaosts, and interest payments on our long-tibt obligations. Cash received from
customers and other activities generally correspaaaur net sales, and because our customersrpyimse credit cards to buy from us, our
receivables from customers settle quickly. Worlkdagital at any specific point in time is subjectiany variables, including seasonality,
inventory management and category expansion, ttiadiof cash receipts and payments, vendor payteems, and valuation of cash
equivalents and marketable securities.

In the first half of 2009, net cash provided by thoming operations reflects non-cash expenses af ®dlion, partially offset by a loss
from continuing operations of $4.1 million, and sisé working capital of $3.8 million primarily due the timing of payments, increased
receivables, and a decrease in inventory levelthdrirst half of 2008, net cash used in contigudperations reflects a loss from continuing
operations of $8.9 million, uses of working capf$864,000, primarily due to the timing of payrtrpartially offset by non-cash expenses
of $9.2 million. Net cash provided by continuingeogtions in the first half of 2009 increased $1iBion compared to the first half of 2008
primarily from a $4.8 million decrease in the Iéssn continuing operations, partially offset by ianrease of $3.0 million in cash used for
working capital purposes and lower non-cash expemis$et cash provided by discontinued operatiorikérfirst half of 2009 decreased $4.9
million compared to the first half of 2008 as aulesf the settlement of assets and liabilitie®of discontinued LPU business prior to the :
to Rite Aid.

Cash provided by (used in) investing activiti€ur net cash flows from investing activities umbé the purchase of marketable secur
and the acquisition of fixed assets and intangalskets, partially offset by the net proceeds receirom the sales and maturities of
marketable securities and proceeds from the salésobntinued operations. In the first half of 20@@ received cash proceeds of $5.9 mil
from the sale of discontinued operations of our LiRIdiness.

In the first half of 2009, net cash used in invagtactivities reflects the purchase of marketabtaisgties of $11.2 million and the
purchase of fixed assets and intangible asset3.@fr8illion, partially offset by the $5.9 milliorf cash proceeds received from the sale of the
LPU business and $8.6 million from sales and miésrof marketable securities. In the first hal608, net cash used in investing activities
reflects the purchase of marketable securitie36f3million and the purchase of fixed assets of $8illion, partially offset by the sales and
maturities of marketable securities of $34.1 millio

Net cash used in investing activities in the firalf of 2009 increased $9.0 million compared toftret half of 2008 primarily from the
$5.9 million received from the sale of the LPU Imesis and a $4.4 million reduction in cash useditohase fixed assets, partially offset by a
reduction in cash provided from marketable se@sitiansactions.

Cash provided by (used in) financing activiti®air net cash flows from financing activities remiscash provided from borrowings
under our revolving line of credit with our bankdaasset financings to fund capital expendituresapetations, and the exercise of options
and warrants, and shares purchased under our eegpdbyck purchase plan, partially offset by paysientour debt obligations.
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In the first half of 2009, net cash used in finagcactivities represents $1.5 million used to patdbligations, $151,000 used to
purchase treasury stock, partially offset by prasesf $94,000 received from the purchase of shawdsr the employee stock purchase plan.
In the first half of 2008, cash provided by finamgiactivities represents proceeds of $3.5 milleceived from the line of credit and $423,000
received from the exercise of stock options ancethployee stock purchase plan, partially offse$by? million used to pay debt obligations.
Net cash used in financing activities in the firatf of 2009 decreased $4.3 million compared tdfitlsé half of 2008 primarily from cas
proceeds received from the line of credit and fthmexercise of stock options and the employe&siarchase plan in 2008.

Until required for other purposes, our cash anth eagiivalents are maintained in deposit accounkséghtly liquid investments with
remaining maturities of 90 days or less at the tifhpurchase. Our marketable securities, whichuiselcommercial paper, corporate notes
bonds and U.S. government agency obligations,@rsidered short-term as they are available to fumtent operations.

Contractual Cash Requirements and Commitments

In March 2009, we entered into a loan and secagrgement with our existing bank. This agreemesitides a revolving two-year line
of credit allowing for borrowings of up to $25.0lhain in the aggregate, which accrue interest atghime rate, for general corporate
purposes, including short-term working capital reethd to finance certain potential acquisitiohsutd we elect to pursue any in the future.
The agreement allows for the conversion of up t®.8illion of the outstanding balance into a téoan, payable in 36 monthly installments
of principal and interest at a rate equal to theatgr of (a) the prime rate plus 0.50% or (b) 4.58#vances available under the revolving line
of credit are limited, based on eligible inventaagcounts receivable, and cash and investmentdedaand balances outstanding under our
existing term loan. As of June 28, 2009, approxatya$3.5 million in borrowings were considered datsling under the facility. In addition,
availability under the line of credit was reducedab$541,000 letter of credit we provided to ourd®rd. Accordingly, the aggregate availe
borrowings under the line of credit were approxieha$21.0 million. The agreement contains certavenants that are customary in
transactions of this nature, including a prohilvitam other debt and liens, requirements regardiagpayment of taxes, and certain restrictions
on mergers and acquisitions, investments, andacdiosns with our affiliates, as well as certairaficial covenants related to our cash and
equivalents and our free cash flow. The agreenuamttifies certain events of default that are custignfior transactions of this nature and
subject to materiality provisions and grace periwtiere appropriate, including failure to pay anygpal or interest under this facility or
other instruments when due, violations of any cews, a material cross-default to our other datd, ¢hange of control.

As of June 28, 2009, we did not have any futureenitnoncancelable commitments to purchase goodsraices.

We believe that our cash and marketable secudtidsand plus our sources of cash will be sufficterfund our operations and
anticipated capital expenditures. However, anyqutigns about our future cash needs and cash #iosvsubject to substantial uncertainty.
a result, we may need to raise additional monidard our operating activities or for strategicxtality (if, for example, we decide to pursue
business or technology acquisitions) or if our exgions regarding our operations and anticipaggiital 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 Wwélavailable to us on acceptable terms when redjuar at all. Furthermore, if we were to
raise additional funds through the issuance of ritges, such securities may have rights, preferenoeprivileges that are senior to those of
the rights of our common stock, and our stockhalaeay experience additional dilution.

Management Outlook

For the third quarter of fiscal year 2009, we amgéting net sales in the range of $94.0 millio#26.0 million and a net loss in the
range of $2.8 to $3.8 million.

Item 3. Quantitative and Qualitative Disclosures about MakRisk

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

Our financing facilities expose our net earningstianges in short-term interest rates becausesiteates on the underlying obligations
are variable. Borrowings outstanding under thealde interest-bearing financing facilities totaf&&i5 million at June 28, 2009, and the
highest interest rate attributable to this outsiagtbalance was 4.5% at June 28, 2009. A changetiparnings resulting from a hypothetical
10% increase or decrease in interest rates wouldenmaterial.
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We have investment risk exposure arising from ouestments in marketable securities due to vahatili the stock market in general,
company-specific circumstances, and changes inrge@eonomic conditions. As of June 28, 2009, we $iE5.4 million of securities
classified as “marketable securitie®ve regularly review the carrying value of our intveents and identify and record losses when evert
circumstances indicate that declines in the faue®f such assets below our accounting basistaez-than-temporary.

Item 4. Controls and Procedures

Under the supervision of and with the participatidrour management, including our chief executiffecer and chief accounting office
we performed an evaluation of the effectivenessunfdisclosure controls and procedures (as defim@&liles 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, cluged that, as of June 28, 2009, our disclosunérais and procedures were effective to
provide reasonable assurance that all materiatrimdtion required to be disclosed in reports filedubmitted by us under the Exchange A
made known to management in a timely fashion.

During the quarter ended June 28, 2009, there m@hanges in our internal control over finanoggdarting that have materially
affected, or are likely to materially affect, oaternal controls over financial reporting.

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

Item 1. Legal Proceeding:

See Note 9 of our consolidated financial statemér@®mmitments and Contingencies—Legal Proceedinigsluded in Part I, Item 1
of this quarterly report, for a discussion of thaterial legal proceedings to which we are a party.

Item 1A. Risk Factors

The risk factor disclosure included under Item ¥Aor Annual Report on Form 10-K for the fiscal yead December 28, 2008, filed
with the Securities and Exchange Commission on Mag; 2009 has not materially changed other thaetforth below.

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

We have incurred net losses of $768.0 million tigfodune 28, 2009. To date, we have had only tmafégble quarters, and we may
never achieve profitability on a full-year or castent basis. We expect to continue to incur netde®n a fullyear basis in 2009, and possi
longer. As a result, our stock price may decling stockholders may lose all or a part of their siaeent in our common stock.

Our common stock could be delisted from the NASD&®bal Market if our stock price trades below $1.p@r share for the period
prescribed in the applicable NASDAQ Rule

On several occasions in the past twelve monthsstmgk price has dropped below the minimum $1.0Gpare required for continued
listing on the NASDAQ Global Market pursuant to NBSQ Marketplace Rule 4450(a)(5). While NASDAQ hadporarily suspended
enforcement of the minimum price requirement duectaditions in U.S. and world financial marketsfoagoement of this requirement
resumed on August 3, 2009. If our stock price tsaakdow this minimum price for the period prescdilie the applicable NASDAQ Rules, ¢
stock could be delisted from the NASDAQ Global Meatrk

Delisting from the NASDAQ Global Market could haae adverse effect on our business and on the gadiour common stock. If a
delisting of our common stock from the NASDAQ Stddkirket were to occur, our common stock would tradehe OTC Bulletin Board or
on the “pink sheets” maintained by the National @tion Bureau, Inc. Such alternatives are genetalhsidered to be less efficient markets,
and our stock price, as well as the liquidity of oammon stock, may be adversely affected as dtresu

Our relationship with Rite Aid involves many riskand restricts our ability to promote, contract witbr operate traditional retail
stores.

In June 1999, we entered into a series of agreematit Rite Aid that we renegotiated in Septem@& These agreements involve
many aspects of our respective businesses ang#ratmn of our respective websites, the fulfillmehorders, and the extension of Rite
Aid’s insurance relationships to cover prescripgipnocessed by us. We currently use Rite Aid’sesystto process prescription orders in our
mail-order pharmacy segment. If we were unable amtain our relationship with Rite Aid and couldtmmplement an alternative method for
processing prescriptions, through either our owstesys or those of a third party, we would be un&blaaintain our pharmacy operations.
The loss of our pharmacy sales, which comprisedajmpately 12% of our net sales in fiscal 2008, \dogreatly reduce our revenue and
harm our business.

Our arrangement with Rite Aid is complex and regsiisubstantial effort and attention to operateraadage successfully. We may not
be able to accommodate changes that Rite Aid m&e rtwaits systems that we use, which may limit alitity to operate our business.

While Rite Aid has committed to promoting the Rétiel online store in its stores and in its adventisiwe do not control the choice of
ads, and this form of advertising may not gendraffic to or orders from the Rite Aid online stota addition, a substantial alteration of Rite
Aid’s marketing efforts, or a breach by Rite Aiditsf marketing obligations, could adversely affextenues generated by the Rite Aid online
store. Our relationship with Rite Aid also subsi@it broadens our ability to provide prescriptioredications to consumers with insurance
reimbursement plans, it may not allow all of outgmial customers to purchase these medications fimgstore.com and receive insurance
reimbursement, which could adversely affect consymeeceptions of us and our revenues. In additan relationship with Rite Aid contains
limitations on the scope of our marketing actitiancluding restrictions on our ability to prompte to affiliate with, any service that would
be competitive to the Rite Aid LPU pharmacy sendc®ite Aid online store. These restrictions cdifdt our flexibility and ability to grow
our business if our relationship with Rite Aid istrsuccessful.
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Expanding the breadth and depth of our product asdrvice offerings is expensive and difficult, aneéwnay receive no benefit from
our expansion.

We intend to continue to expand the breadth anthdefjpour product and service offerings by promgtirew or complementary
products or sales formats. Expansion of our offgriim this manner could require significant additibexpenditures and could strain our
management, financial, and operational resoura@se¥ample, in August, 2009 we launched our firgtrasite in an initiative to design
separate web stores dedicated to specific categofigroducts. Additionally, we may need to incgngicant marketing expenses, develop
relationships with new fulfillment partners or méaeturers, or comply with new regulations. We mayunable to expand our product and
service offerings or sales formats in a cef$ective or timely manner, and any new offeringéasmats may not generate satisfactory reve
to offset the costs involved. Furthermore, any peaduct or service offering or sales format thatas favorably received by consumers cc
damage the reputation of our brand. A lack of miaakeeptance of our efforts or our inability to geate sufficient revenues to offset the cost
of expanded offerings could harm our business.

If we fail to maintain or enhance our strategic rationships to help promote our website and expanal product offerings, our
development could be hindered.

We believe that our relationships with Rite Aid, dde, and other strategic partners, Internet portiaiisi-party distributors, and
manufacturers are critical to attract customer$atditate broad market acceptance of our prodantsthe drugstore.com brand, and to
enhance our sales and marketing capabilities. l&mgaunable to develop or maintain key relationshgur ability to attract customers would
suffer and our business would be adversely affedteaddition, we are subject to many risks beyondcontrol that influence the success or
failure of our strategic partners. Our businesddtbe harmed if any of our strategic partners werexperience financial or operational
difficulties or if other corporate developments axbely affect their performance under our agreesaédditionally, such partnerships reqt
a significant investment of time and resources,wadnay not generate sufficient revenues to offéstinvestment.

Healthcare reform measures and related changes ppbcable federal and state laws could adverselfeef our business.

The efforts of governmental and third-party paytersontain or reduce the costs of healthcare magradly affect our business,
operating results, and financial condition. Regertiere have been, and we expect that there arillicue to be, a number of legislative and
regulatory proposals aimed at changing the heakhgygstem, including for example, introducing regioin of prescription drug pricing or
limiting enforcement of laws prohibiting drug impation from Canada. Under current law, importatirugs into the United States is
generally not permitted unless the drugs are aggtravthe United States and the entity that hdids approval consents to the importation.
Various proposals have been advanced to permitrtpertation of drugs from other countries to pravidwer cost alternatives to the prodi
available in the United States. If the laws or ftegions are changed to permit more widespread itafion of drugs into the United States
than is currently permitted, such a change coule lza adverse effect on our business by reducirentees and eroding our margins.
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If we are required to collect sales and use taxestloe products we sell in additional jurisdictionsje may be subject to liability for
past sales and our future sales may decre:

Currently, decisions of the U.S. Supreme Courtieighe ability of states to collect state andallogales and use taxes with respect to
sales made by companies lacking a physical preserhe state. Based on this case law, we haverfaatly only collected and remitted sa
and use taxes in the states of Washington and Meseylwhere our corporate offices are located. Wewe number of states have passed or
are considering passing initiatives that could tlestSupreme Court’s position regarding sales aedaxes on Internet sales. The operation of
our distribution centers, the operations of anuifetdistribution centers, our drop-shipping agressevith vendors, and other aspects of our
evolving business, however, may result in additicaées and use tax collection obligations. In tiddj one or more other states may
successfully assert that we should collect saldauar or other taxes on the sale of our produdtsainstate. One or more states or the federal
government may seek, either through unilaterabaatr through federal legislation, to impose salesther tax collection obligations on out-
of-jurisdiction companies that engage in electra@immerce as we do.

Effective July 2008, New York imposed such a sédasobligation requirement on on-line retailerstthge New York residents to
directly or indirectly refer potential customerg & link on an Internet Website or otherwise h® dnline retailer. As a result, we began
collecting and remitting sales tax in New York iyd2008. In June 2009, Rhode Island enacted ktipsl similar to New York’s. In
response, we have suspended certain marketingtafielationships with persons and entities ragjidn Rhode Island, which may cause our
sales to decline. Other states are considerindasifaiws, and if such laws become effective, we imaye to change or limit our marketing
activities in those states or face additional s&<ollection and remittance obligations, eitbEwhich could have a negative effect on our
sales.

In addition, one or more states could begin to isgpsales taxes on sales of prescription produbishvare not generally taxed at this
time. While we believe we are in compliance witlisérg laws and regulations, we could be subjesigaificant fines or other payments for
any unintentional past failure to comply with tagulations. This could result in substantial tabilities for our past sales, decrease our
ability to compete with traditional retailers, aoitherwise harm our business, financial conditiowd aperating results.

Pending an authoritative reconciliation of theggatives with the common law, and potentially f@ars into the future if any challenge
to these initiatives resulted in a reversal bydberts of the long-standing restriction on statdslity to tax out of state sellers, we could be
required to collect and remit sales and use taxssates other than Washington, New York and Ne®ege In addition, applicable law in
most states does not currently require us to dodiales tax on the sales of prescription medicatitirthe applicable law were to change, we
would be required to collect and remit sales aradtages for prescription products. The impositibadditional tax obligations on our
business by state and local governments couldecgggiificant administrative burdens for us, deseeaur future sales, and harm our cash
flow and operating results.

Item 2. Unregistered Sales of Equity Securities and Usd?obceeds
None.

Item 3. Defaults Upon Senior Securitie!
None.

Item 4. Submission of Matters to a Vote of Security Holde
We held our annual meeting of stockholders on Jin@009, where our stockholders voted on theotig matters:
Proposal 1: Our stockholders re-elected the folhgwdirectors:

Nominee Votes For Votes Withheld
Dawn G. Lepore 76,671,41 2,896,55!
Richard W. Bennet II 76,491,38 3,076,58
Geoffrey R. Entres 77,384,48 2,183,49
Jeffrey M. Killeen 67,993,08 11,574,88
William D. Savoy 67,919,86 11,648,10
Gregory S. Stange 77,375,16 2,192,801

Proposal 2: Our stockholders approved proposed Aments to our Certificate of Incorporation and autted our board of directors
effect a reverse stock split, with 76,082,913 vdbes3,398,859 votes against, and 86,202 abstestio
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Proposal 3: Our stockholders ratified the appoimineé Ernst & Young LLP to serve as our independegistered public accounting
firm for fiscal year 2009, with 79,152,480 votes, 76,623 against and 138,871 abstentions.

Iltem 5. Other Information.
None.
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Item 6.

Exhibit No.

Exhibits

Exhibit Description

3.1

3.2

10.1
311

31.2

32.1

32.2

Amended and Restated Certificate of Incorporatiodrogstore.com, inc. (incorporated by referencExbibit 3.2 to
drugstore.com, in’s Registration Statement on Fori-1 filed February 9, 2000 (Registration No. -96441)).

Amended and Restated Bylaws of drugstore.comdated January 26, 2009 (incorporated by referemé&shibit 3.1 to
drugstore.com in’s Current Report on Forn-K filed January 30, 2009 (SEC File No. (-26137)).

Settlement Agreement dated May 8, 2C

Certification of Dawn G. Lepore, Chairman of Bodprdesident and Chief Executive Officer of drugstooen, inc., pursuant 1
Section 302 of the Sarbal-Oxley Act of 2002

Certification of Robert P. Potter, Vice Presidemd &hief Accounting Officer of drugstore.com, inmursuant to Section 302
of the Sarban«Oxley Act of 2002

Certification of Dawn G. Lepore, Chairman of Boadpdesident and Chief Executive Officer of drugstooen, inc., pursuant 1
18 U.S.C. Section 1350, as adopted pursuant taoBea®6 of the Sarban-Oxley Act of 2002

Certification of Robert P. Potter, Vice Presidemtl &hief Accounting Officer of drugstore.com, inaursuant to 18 U.S.C.
Section 1350, as adopted pursuant to Section 9@&dbarban«-Oxley Act of 2002
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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
by the undersigned thereunto duly authorized.

DRUGSTORE.COM, INC.
(Registrant’

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

Date: August 7, 2009
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Exhibit 10.1
SETTLEMENT AGREEMENT AND MUTUAL RELEASE

This Settlement Agreement and Mutual Release (f&eént Agreement”) is entered into by and amor@PQ-CONTACTS, Inc., Visiol
Direct, Inc., and drugstore.com, inc. as follows:

DEFINITIONS

The following definitions shall apply to this Setthent Agreement:

A. The term“1-800 Contact” shall refer to -800 CONTACTS, Inc

The term*Vision Direc” shall refer to Vision Direct, Inc

The term“Drugstore.cor” shall refer to drugstore.com, ir

The term”Effective Dat” shall refer to May 8, 2009 as the effective datthid Settlement Agreemel

moo®

The term “New York Action” shall collectively fer to the action filed by 1-800 Contacts againssidh Direct, on or about
February 27, 2008, titlet-800 Contacts, Inc. v. Vision Direct, Inblg. 08-cv-1949, which is pending in the United 8saDistrict
Court for the Southern District of New York, ané ttounterclaim asserted by Vision Direct agai-800 Contacts

F.  The term “Utah Action” shall refer to the actifiled by 1-800 Contacts against Vision Direct &mgstore.com on or about
February 26, 2008, titlet-800 Contacts, Inc. v. Drugstore.com, Inc. andoviDirect, Inc.,No. 08-cv-00157, which was
subsequently dismissed from the United States iBiEiourt for the District of Utah, Central Divisidor improper venue

G. The term “Dispute” shall collectively refer toet New York Action, the Utah Action, and all claimaésed in the New York Action
and the Utah Actior

H. The term “2004 Settlement Agreement” shall réfea prior settlement agreement entered into B@@ Contacts and Vision Dire
effective June 24, 2004 (tI"2004 Settlement Agreem¢”).

l. The term“trademar” or “trademark” shall refer to trademarks, trade names or servaest

J.  The term “Settlement Sum” shall refer to therpagt of Four Hundred Seventy Five Thousand Dol[$485,000) to 1-800
Contacts by Vision Direct. The Settlement Sum mwfle partial reimbursement ¢-800 Contact’ attorney’ fees.

K. The term“Partie” refers to -800 Contacts, Vision Direct and Drugstore.ci



L. The term “Negative Keyword List” shall refer éach list of negative keywords to be implementeédsh Party for the purpose of
preventing a Party’s Internet advertising from agpe in response to a search for another Panty&léctual Property Rights,
which are currently set forth in Exhibits A and®the Order of Permanent Injunction to be submittethe Court in the New Yo
Action, as updated in accordance with the procedetéorth in this Settlement Agreeme

M. The term “Intellectual Property Rights” shalfeeto: (a)(1) a Party’s trademarks, (2) any ideadtor confusingly similar variation
of the Party’s trademarks, (3) domain names coimgithe Party’s trademarks, (4) domain names coimtgiany identical or
confusingly similar variation of the Party’s tradarks, (5) URLs containing the Party’s trademarkg6p URLS containing any
identical or confusingly similar variation of thaf®y’s trademarks; and (b) that are used by thgyPagood faith in commerce for
the purpose of selling contact lens

RECITALS

WHEREAS, the Dispute arises out of the allegatibias Vision Direct’s Internet advertisement appdarethe search results pages of
one or more Internet search engines when a usmhsebfor 1-800 Contacts.

WHEREAS, 1-800 Contacts claims that the appearahsach Internet advertisements violates the 2@8tdesnent Agreement, and
infringes 1-800 Contacts’ trademarks;

WHEREAS, Vision Direct and Drugstore.com have rdiaeconcern that an agreement with a competitompdement negative
keywords could implicate the antitrust laws of Wraited Sates, and 1-800 Contacts has taken thégo#iat no antitrust laws would be
violated by such an agreement;

WHEREAS, the Parties, without any admission of vgawing or liability and without conceding any imfiity in any claim or defense
asserted or intended to be asserted, wish to re#odvDispute and mutually agree to release edagdr fiom any claims arising from or rela
to said Dispute, on the terms set forth in thigl&eient Agreement.

TERMS

The Parties agree to resolve the Dispute as follows

1. Considerationin consideration for the Release of Claims andrgphevisions set forth in this Settlement Agreemant upon full
execution of this Settlement Agreement:

(a) Vision Direct will pay the Settlement Sum byrevtransfer to 1-800 Contact’s account on or bejoree 6, 2009, unless the payment
date is extended as provided for in this SettlerAgméement, as follows:

Account Name 1-800 Contacts, Inc
Bank Name Zion First National Banl



Account No.: 07101403¢
ABA Routing No.:  12400005¢
SWIFT Code: ZFNBUS55

(b) The parties will comply with the operating texrset forth in Exhibit 2.

2. Release of Claims Against Vision Direct and Ritoge.com Except with respect to the obligations createdbarising out of this
Settlement Agreement, 1-800 Contacts, on behat§elf and its officers, directors, employees actaunts, experts, investors, agents,
shareholders, administrators, attorneys, divisiaffgiates, subsidiaries, parent entities, assignsdecessor and successor entities, hereby
fully and forever releases and absolutely disctakgsion Direct and Drugstore.com and their respeatfficers, directors, employees,
investors, shareholders, administrators, attorreffiiates, divisions, subsidiaries, parent eatitipredecessor and successor corporations, an
assigns from, and agrees not to sue concerningglamy, demand, duty, debt, liability, account,keging, obligation, cost, expense, lien,
attorneys’ fee, action, cause of action, or righ®00 Contacts has or may have against Vision Daed/or Drugstore.com as of the Effective
Date, known or unknown, accrued or unaccrued,ingjdo:

(a) any and all claims relating to the Disputejudag all claims that were alleged or could haeerballeged in the Dispute;

(b) any and all claims relating to or arising franbreach of the 2004 Settlement Agreement, inctudlihclaims that were or could have
been alleged;

(c) any and all claims relating to the appearariGeRarty’s Internet advertisement in connectiothulie sale of contact lenses, in
response to an Internet search for another Pdrtigfiectual Property Rights; and

(d) any and all claims for attorneys’ fees and €asturred in connection with the Dispute.

3. Release of Claims Against8D0 Contacts Except with respect to the obligations createdbarising out of this Settlement
Agreement, Vision Direct and Drugstore.com, on tfedfahemselves and their respective officersediors, employees, accountants, experts,
investors, agents, shareholders, administratdmanatys, divisions, affiliates, subsidiaries, pammities, assigns, predecessor and successor
entities, hereby fully and forever release and hitsly discharge 1-800 Contacts, its officers, clioes, employees, investors, shareholders,
administrators, attorneys, affiliates, divisionshsidiaries, parent entities, predecessor and sseceorporations, and assigns from, and agree
not to sue concerning, any claim, demand, dutyt, di@bility, account, reckoning, obligation, coskpense, lien, attorneys’ fee, action, cause
of action, or rights Vision Direct and/or Drugst@m@m has or may have against 1-800 Contacts dedEffective Date, known or unknown,
accrued or unaccrued, relating to:

(a) any and all claims relating to the Dispute|uding all claims that were alleged or could haeerballeged in the Dispute;
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(b) any and all claims relating to or arising franbreach of the 2004 Settlement Agreement, inctpdlihclaims that were or could have
been alleged;

(c) any and all claims relating to the appearariGeRarty’s Internet advertisement in connectiothutie sale of contact lenses, in
response to an Internet search for another Pdrtigiectual Property Rights; and

(d) any and all claims for attorneys’ fees and €asturred in connection with the Dispute.

4. The 2004 Settlement Agreemehhe 2004 Settlement Agreement shall remain infeute and effect except that the Parties’ sol
obligations with respect to the use of negativenwayls shall be to comply with the terms of thistieatent Agreement. The Parties expressly
agree that the Mutual Releases in this Settlemgnéément do not release any non-negative keywdigation created by or arising out of
the 2004 Settlement Agreement. For the sake ofylam the event that the Parties are no longdigated to implement negative keywords,
the Parties’ obligations under Paragraph 4 of B@2Settlement Agreement survive.

5. No Pending LawsuitsExcept for the Dispute, each of the Parties mgmts that it has no lawsuits, claims, complain&sotions
pending in its name, or on behalf of any other e entity, against any of the other Partiesnyr af the other Parties’ parent or subsidiary
corporations, in any court, whether federal orrig atate, or before any government agency or entity

6. Stipulated Order of Permanent InjunctidfVithin seven (7) days of the Effective Date, Bagties shall jointly submit to the Court in
the New York Action an Order of Permanent Injunifim the form attached to this Settlement AgregmasrExhibit 1, and jointly request its
entry. The Order of Permanent Injunction shall regjthe Parties to implement the Negative Keywoistd for the purpose of preventing a
Party’s Internet advertising from appearing in e to a search for another Party’s Intellectvap@rty Rights. An exhibit to the Order of
Permanent Injunction will contain the initial Netyat Keyword Lists.

(a) Entry of the Order of Permanent Injunction ket as a final adjudication of the Dispute, exdbpt the Court shall expressly retain
jurisdiction to enforce, implement or construe @reler of Permanent Injunction and this Settlemegrte@ment. The Parties waive notice
entry of the Permanent Injunction and the righappeal therefrom and consent to its immediate éntagcordance with its terms, and agree
to be bound thereby.

(b) If the Court fails to enter the Order of Permaninjunction prior to the due date for paymenthaf Settlement Sum, then such
payment shall be made within five business dayh®gentry of the Order of Permanent Injunctiorthd Court refuses to enter the Order of
Permanent Injunction, then the Parties shall canfgood faith to determine whether they will agteg@roceed with a settlement of the
Dispute absent entry of such Order of Permanennhdtjon. If the Court refuses to enter the OrdeP@fmanent Injunction and the Parties are
not both willing to proceed with a settlement alisartry of such Order of Permanent Injunction, ttieés Settlement Agreement shall becc
null and void and of no effect.
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7. No Admission of Liability. This Settlement Agreement and the performandkeobbligations referred to in this Settlement
Agreement shall effect the settlement of the DispAtl of the claims asserted in the Dispute amnéi@tand contested, and nothing contained
in this Settlement Agreement, including the paynarihe Settlement Sum, shall be construed as amisatbn of any fact, wrongdoing or
liability of any kind by any Party or by any oth@erson. Each Party expressly denies that it ismyrveay liable or responsible to any other
Party.

8. Costs The Parties shall each bear their own costsregys’ fees and other fees incurred in connectiith the Dispute and this
Settlement Agreement.

9. Authority. Each of the Parties represents and warrantshitbatndersigned has the authority to act on italb@imd to bind it and all
who may claim through it to the terms and condgiofithis Settlement Agreement. Each of the Paréipeesents and warrants to the other
that it has not, prior to the Effective Date, assig) or transferred or purported to assign or tearesfiy of its claims in the Dispute, or any pi
or portion thereof, and agrees to indemnify andl ha@rmless the other Parties from and against lay,cdemand, damage, debt, liability,
account, reckoning, obligation, cost, expense, ketion and cause of action (including the paynoé@ttorneys’ fees and costs actually
incurred, whether or not litigation is commenced$dd on, in connection with or arising out of anghsassignment or transfer or purporte
claimed assignment or transfer.

10. No Representationdgach of the Parties acknowledges to the othdieBahat it has been represented by independgalt teunsel
of its own choice throughout all of the negotiatiamhich preceded the execution of this Settlemegmeément and that it has executed this
Settlement Agreement with the consent and on thie@df such independent legal counsel. Each oPtrties further acknowledges that it
and its counsel have had adequate opportunity ke mwaatever investigation or inquiry they may desnessary or desirable in connection
with the subject matter of this Settlement Agreenpeior to the Effective Date.

11. Severability The language of this Settlement Agreement has Approved by counsel for the Parties. The langoagds
Settlement Agreement shall be construed as a vawalerding to its fair meaning and none of the Bartnor the Parties’ respective attorneys)
shall be deemed to be the draftsman of this Settérigreement in any action which may arise betviberParties after the Effective Date
the event that any provision or portion of thist®etent Agreement becomes or is declared by a cdwampetent jurisdiction to be illegal,
unenforceable or void, that provision shall be seddrom this Settlement Agreement and the remaiafithis Settlement Agreement shall be
valid and enforceable and continue in full force affect between the Parties just as if the prowisield to be illegal, unenforceable or void
had never been included in this Settlement Agreémen

12. Entire AgreementThis Settlement Agreement and the 2004 Settlelgraement as modified hereby contain the entireemgent
and understanding concerning the subject mattevdsat the Parties and supersedes and replacesalhpgotiations, proposed agreemen
agreements, whether written or oral. Each of théidzaacknowledges and warrants to the other Rdtim no other party nor any attorney,
agent or representative of the other party has raageromise, representation or warranty whatsoegrressed or implied, written or oral,
not contained in this Settlement Agreement to imdihat Party to execute this Settlement Agreentsath of the
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Parties acknowledges and warrants to the otheieBdiniat it has not executed this Settlement Agesdnm reliance on any promise,
representation or warranty not expressly set othisiSettlement Agreement.

13. No Oral Madification This Settlement Agreement may only be amendedritmg signed by authorized representatives oD0-8
Contacts, Vision Direct and Drugstore.com.

14. Binding Nature of The Agreemerithis Settlement Agreement is and shall be bindimon, and shall inure to the benefit of, the
predecessors, successors, and assigns of thesRartiee extent permitted by law. No party maygs#is rights, duties or obligations under
this Settlement Agreement, directly or indirecttywhole or in part, without the prior written cam of the other Parties, except in connec
with a merger, reorganization or change in contyok sale of all or substantially all of a Partlyissiness, equity and/or assets.

15. Governing Law This Settlement Agreement shall in all respeetinkerpreted, enforced, and governed by and uheédaws of the
State of New York without regard to its choice @fvlrules.

16. Litigation. Any litigation in connection with this Agreemeigcluding but not limited to any breach of thigtssment Agreement or
the interpretation or construction of the termshis Settlement Agreement, violation of the OrdePermanent Injunction or modification of
the Order of Permanent Injunction, shall only beught in the United States District Court for treuhern District of New York, or, if the
amount in controversy is less than $75,000, in & Merk State Court located within New York County.

17. CounterpartsThis Settlement Agreement may be executed inteoparts, and each counterpart shall have the fante and effect
as an original and shall constitute an effectiwieding agreement on the part of each of the ungeesi.

18. Execution Of Other Necessary Documerithe Parties agree to execute any further docuatientthat may be required in order to
effect the provisions of this Settlement Agreemartluding all documentation necessary to enteQhder of Permanent Injunction.

19. Headings The headings set forth in this Settlement Agregraee for convenience only and shall have no effiache construction
or interpretation of this Settlement Agreement.

20. Statements About Settlemein the event that any Party wishes to issue ssprelease regarding this Settlement Agreememt, the
the Parties will jointly agree on the languageuwdtspress release.

21. Sale by Drugstore.com of its Vision Businebsthe event that Drugstore.com sells its vidiosiness, including all websites that
sell contact lenses and contact lens products(Britie sale is an arslength transaction with an unrelated company,(@pds a result of tt
sale, Drugstore.com is no longer in the businesellihg contact lenses, then Drugstore.com’s aliligns under this Settlement Agreement
shall terminate.
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21. Voluntary Execution of Agreementhis Settlement Agreement is executed voluntanilg without any duress or undue influenc
the part or behalf of the Parties, with the futeim of releasing all claims. The Parties acknogethat:

(a) They have read this Settlement Agreement;

(b) They have been represented in the preparateggtiation, and execution of this Settlement Agreet by legal counsel of thi
own choice or that they have voluntarily declinedéek such counsel;

(c) They understand the terms and consequencbsdéettiement Agreement and of the releases that)
(d) They are fully aware of the legal and bindiffiget of this Settlement Agreement.

IN WITNESS WHEREOF, the Parties have executedSkislement Agreement on the respective dates ghtlielow.

1-800 CONTACTS, INC

Dated: May 8, 2009 By /s/

VISION DIRECT, INC.

Dated: May 8, 2009 /sl

DRUGSTORE.COM, INC

Dated: May 8, 2009 /sl




Exhibit 31.1

CERTIFICATIONS

I, Dawn G. Lepore, certify that:

1.
2.

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

Based on my knowledge, this report does notatoriny untrue statement of a material fact or donéttate a material fact necessary to
make the statements made, in light of the circuntgts.under which such statements were made, nigadisg with respect to the
period covered by this repo

Based on my knowledge, the financial statememis,other financial information included in théport, fairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amgdtfe periods presented in this rep

The registrant’s other certifying officer andrke responsible for establishing and maintainisgldsure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&)1%nd internal control over financial reportirag defined in Exchange Act Rules
13e&15(f) and 15-15(f)) for the registrant and hav

a) Designed such disclosure controls and procedaresused such disclosure controls and procedaoites designed under our

supervision, to ensure that material informatidatieg to the registrant, including its consolidhgbsidiaries, is made known to
us by others within those entities, particularlyidg the period in which this report is being pregzh

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

c) Evaluated the effectiveness of the registratisslosure controls and procedures and presentiisineport our conclusions about
the effectiveness of the disclosure controls adgatures, as of the end of the period coveredibydport based on such
evaluation; ant

d) Disclosed in this report any change in the tegig’s internal control over financial reportirtgat occurred during the registrant’s
most recent fiscal quarter that has materiallycéfe, or is reasonably likely to materially affetie registrant’s internal control
over financial reporting; an

The registrant’s other certifying officer antddve disclosed, based on our most recent evaluatimernal control over financial
reporting, to the registrée’s auditors and the audit committee of the regit's board of directors

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

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

August 7, 2009

/s/ Dawn G. Lepore
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 notatoriny untrue statement of a material fact or donéttate a material fact necessary to
make the statements made, in light of the circuntgts.under which such statements were made, nigadisg with respect to the
period covered by this repo

Based on my knowledge, the financial statememis,other financial information included in théport, fairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amgdtfe periods presented in this rep

The registrant’s other certifying officer andrke responsible for establishing and maintainisgldsure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&)1%nd internal control over financial reportirag defined in Exchange Act Rules
13e&15(f) and 15-15(f)) for the registrant and hav

a) Designed such disclosure controls and procedaresused such disclosure controls and procedaoites designed under our

supervision, to ensure that material informatidatieg to the registrant, including its consolidhgbsidiaries, is made known to
us by others within those entities, particularlyidg the period in which this report is being pregzh

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

c) Evaluated the effectiveness of the registratisslosure controls and procedures and presentiisineport our conclusions about
the effectiveness of the disclosure controls adgatures, as of the end of the period coveredibydport based on such
evaluation; ant

d) Disclosed in this report any change in the tegig’s internal control over financial reportirtgat occurred during the registrant’s
most recent fiscal quarter that has materiallycéfe, or is reasonably likely to materially affetie registrant’s internal control
over financial reporting; an

The registrant’s other certifying officer antddve disclosed, based on our most recent evaluatimernal control over financial
reporting, to the registrée’s auditors and the audit committee of the regit's board of directors

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

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

August 7, 2009

/sl __Robert P. Potter
Vice President and Chief Accounting Offic




Exhibit 32.1

CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Quarterly Report of drugstoom, inc. (the “Company”) for the period endingd 28, 2009, as filed with the
Securities and Exchange Commission on the dat@h@he “Report”), I, Dawn G. Lepore, President,i€hexecutive Officer and Chairman
of the Board of the Company, certify, pursuant@dLS.C. § 1350, as adopted pursuant to §906 db#inbanes-Oxley Act of 2002, that:

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

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

/s/ Dawn G. Lepore
President, Chief Executive Officer and
Chairman of the Boar

August 7, 2009

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



Exhibit 32.2

CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Quarterly Report of drugstoom, inc. (the “Company”) for the period endingd 28, 2009, as filed with the
Securities and Exchange Commission on the dat@h@he “Report”), |, Robert P. Potter, Vice Presid and Chief Accounting Officer, of
the Company, certify, pursuant to 18 U.S.C. § 1380adopted pursuant to §906 of the Sarbanes-@xegf 2002, that:

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

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

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

August 7, 2009

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



