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SPECIAL NOTE REGARDING FORWARD-LOOKING STATEMENTS

This Form 10-K contains forward-looking statements within the meaning of Section 27A of the Securities Act of 1933 and Section 21E of the
Securities Exchange Act of 1934. These statements are therefore entitled to the protection of the safe harbor provisions of these laws. These
forward-looking statements involve risks and uncertainties, and relate to future events or our future financial or operating performance. These
statements include, but are not limited to, statements concerning:

e the anticipated benefits and risks of our business relationships;

e our ability to attract retail and business customers;

e the anticipated benefits and risks associated with our business strategy;
e our future operating results;

e the anticipated size or trends of the market segments in which we compete and the anticipated competition in
those markets;

potential government regulation;

e our future capital requirements and our ability to satisfy our capital needs;

e our expansion in international markets;

e the potential for additional issuances of our securities;

e our plans to devote substantial resources to our sales and marketing teams;

e the possibility of future acquisitions of businesses, products or technologies;

e our belief that we can attract customers in a cost-efficient manner;

e our strategy to develop strategic business relationships with additional wholesalers and distributors;

e our belief that current or future litigation will likely not have a material adverse effect on our business;

e our belief that certain of our stockholders are unlikely to exercise any rights of rescission or certain other remedies
that they may possess;

» the anticipated anti-takeover effects of certain provisions of our charter documents;
e the ability of our online marketing campaigns to be a cost-effective method of attracting customers;

e the results of upgrades to our infrastructure and the likelihood that additional future upgrades can be implemented
without disruption of our business;

e our belief that manufacturers will recognize us as an efficient liquidation solution;

e our belief that the increases we have made in the scope of our Books, Music and Video department offerings will
be attractive to customers and will result in increased sales of higher margin products;
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e our belief that we can meet our published product shipping standards even during periods of relatively high sales
activity;

e our belief that we can maintain or improve upon customer service levels that we and our customers consider
acceptable;

e our belief that our information technology infrastructure can and will support our operations and will not suffer
significant downtime;
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e our belief that we can maintain inventory levels at appropriate levels despite the seasonal nature of our business;
and

e our belief that we can successfully offer and sell a constantly changing mix of products and services, including
auctions listing services, travel services, and custom-made jewelry products.

Furthermore, in some cases, you can identify forward-looking statements by terminology such as may, will, could, should, expect, plan, intend,
anticipate, believe, estimate, predict, potential or continue, the negative of such terms or other comparable terminology. These statements are
only predictions. Actual events or results may differ materially. In evaluating these statements, you should specifically consider the risks
outlined in this Form 10-K, including those described in Item 1A under the caption Risk Factors. These factors may cause our actual results to
differ materially from those contemplated by any forward-looking statement. Except as otherwise required by law, we expressly disclaim any
obligation to release publicly any update or revisions to any forward-looking statements to reflect any changes in our expectations or any change
in events, conditions or circumstances on which any of our forward-looking statements are based. Although we believe that the expectations
reflected in the forward-looking statements are reasonable, we cannot guarantee future results, levels of activity, performance or achievements.

PART I
ITEM 1. BUSINESS

The following description of our business contains forward-looking statements relating to future events or our future financial or operating
performance that involve risks and uncertainties, as set forth above under Special Note Regarding Forward-Looking Statements. Our actual
results could differ materially from those anticipated in these forward-looking statements as a result of certain factors, including those set forth
in Section 1A under the heading Risk Factors and elsewhere in this Form 10-K.

Overview

We are an online closeout retailer offering discount brand name merchandise, including bed-and-bath goods, home décor, kitchenware, watches,
jewelry, electronics and computers, sporting goods, apparel, designer accessories and limited travel services, among other products. We also sell
books, magazines, CD s, DVD s, videocassettes and video games ( BMV ), and we operate as part of our Website an online auction site a
marketplace for the buying and selling of goods between our customers. Therefore our Website is comprised of five main tabs: Shopping; Books,
Music, Movies and Games; Bulk Buys & Business Supplies; Auctions; and Travel.

Our company, based in Salt Lake City, Utah, was founded in 1997, and we launched our first Website through which customers could purchase
products in March 1999. Our Websites offer our customers an opportunity to shop for bargains conveniently, while offering our suppliers an
alternative inventory liquidation distribution channel. We continually add new, limited inventory products to our Websites in order to create an
atmosphere that encourages customers to visit frequently and purchase products before our inventory sells out. In eight departments on our main
Website, www.overstock.com, we offer approximately 62,000 non-BMV products and approximately 725,000 BMV products.

Closeout merchandise is typically available in inconsistent quantities and prices and often is only available to consumers after it has been
purchased and resold by disparate liquidation wholesalers. We believe that the traditional liquidation market is therefore characterized by
fragmented supply and fragmented demand. Overstock utilizes the Internet to aggregate both supply and demand and create a more efficient
market for liquidation merchandise. We provide consumers and businesses with quick and convenient access to high-quality, brand-name
merchandise at discount prices. Our objective is to provide
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a one-stop destination for discount shopping for products and services proven to be successfully sold through the Internet.

Our shopping business includes a direct business, in which we buy and take possession of excess inventory for resale and a fulfillment partner
business (which we formerly called our commission business) in which we sell the merchandise of other retailers, cataloguers or manufacturers
( fulfillment partners ) through our Websites. We currently have fulfillment partner relationships with approximately 460 third parties, which post
on our Websites approximately 48,000 non-BMV products as well as most of the BMV products and a portion of our current travel offerings.

In addition, we operate an online auction site as part of our Website a marketplace with multiple product categories for the buying and selling of
goods between our customers. Our auction site is strictly a consumer-to-consumer site; we do not list or sell any goods on this site. In
January 2005, we opened our travel department offering air, hotel and car reservation services as well as cruise and vacation packages.

Industry Overview

Manufacturers and retailers traditionally hold inventory to buffer against uncertain demand within their normal, inline sales channels. Inline
sales channels are manufacturers primary distribution channels, which are characterized by regularly placed orders by established retailers at or
near wholesale prices. In recent years, several dynamics have shifted inventory risk from retailers to manufacturers, including:

e dominant retailers insist on just-in-time deliveries from manufacturers;

e dominant retailers cancel orders mid-production and return unsold merchandise;
e style, color or model changes quickly turn inventory into closeout merchandise;
e incorrect estimates of consumer demand lead to overproduction; and

e changes in a retailer s financial situation or strategy result in cancelled orders.

The disposal of excess, or overstock, inventory represents a substantial burden for many manufacturers, especially those who produce
high-quality branded merchandise. Manufacturers seek to avoid liquidating through traditional retail channels where the manufacturer s
discounted products may be sold alongside other full-price products. This can result in weaker pricing and decreased brand strength, and is
known as channel conflict or sales channel pollution. As a result, many manufacturers turn to liquidation wholesalers and discount retailers.
These liquidation channels provide manufacturers limited control of distribution and are, we believe, unreliable and expensive to manage when
compared with their inline channels.

Despite the challenges encountered by manufacturers in the liquidation market, the proliferation of outlet malls, wholesale clubs, and discount
chains is evidence of the strong level of consumer demand for discount and closeout merchandise. However, consumers face several difficulties
in shopping for closeout and overstock merchandise. For example, many traditional merchandise liquidation outlets are located in remote
locations and have limited shopping hours, which we believe makes shopping burdensome and infrequent for many consumers. In addition, the
space available in a traditional merchandise liquidation outlet constrains the number of products that a traditional merchandise liquidation outlet
can offer at any given time.

However, we believe that the market for online liquidation is still early in its development and is characterized by only a limited number of
competitors, some of which utilize an auction model to price their goods. Furthermore, we believe that there are no other dominant companies in
the online liquidation
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market, and many of the companies that do offer overstock or liquidation merchandise are focused on single product lines.

Lastly, small retailers are under competitive pressure from large national retailers. Small retailers generally do not have purchasing leverage with
manufacturers; consequently, they are more likely to pay full wholesale prices and are more likely to receive inferior service. We believe that
small retailers generally do not have access to the liquidation market because liquidation wholesalers are most often interested in liquidating
large volumes of merchandise, rather than the small quantities appropriate for small, local retailers.

The Overstock Solution

Overstock provides manufacturers with a one-stop liquidation channel to sell both large and small quantities of excess and closeout inventory
without disrupting sales through traditional channels. Key advantages for manufacturers liquidating their excess inventory through Overstock
include:

e Resolution of channel conflict. Channel conflicts arise when a manufacturer s excess inventory is sold through the
same channel as their other product offerings. Since excess inventory is usually sold at a discount, sales of the
manufacturer s other product offerings may be impacted as a consumer in a retail store may opt for the excess product
or become confused by the pricing and model discrepancies. By using Overstock, manufacturers have an alternative
and independent channel where they can sell excess inventory without the fear of hindering the sale of their other
products.

e Single point of distribution. Manufacturers often use multiple liquidation sources to clear their excess inventory.
Multiple sources create additional logistics issues that they would rather avoid. By using Overstock, manufacturers
have a single source for the distribution of excess inventory.

e Improved control of distribution. By using Overstock, manufacturers can monitor what kind of customer, whether
individual consumer or small retailer, ultimately purchases their merchandise. In addition, a manufacturer can request
that its products be offered in only one of our sales channels in order to avoid sales channel pollution.

e Improved transaction experience. By having a reliable inventory clearing channel, manufacturers are able to more
quickly and easily dispense of their excess merchandise.

Overstock also offers consumers a compelling alternative for bargain shopping. Key advantages for consumers include:

e High quality and broad product selection. Much of the merchandise offered on our Websites is from well-known,
brand-name manufacturers. We typically have approximately 62,000 non-BMYV products and approximately 725,000
BMV products (books, magazines, CDs, DVDs, video cassettes and video games) in eight major departments.

e Convenient access on a secure site. Our customers are able to access and purchase our products 24 hours a day
from the convenience of their computer. We do not sell any personal information about our customer base to third
parties.

e Responsive customer service and positive shopping experience. Our team of customer service representatives
(which includes employees, temporary employees and outsourced staff) assists customers by telephone, instant online
chat and e-mail. Our customer service staff answers approximately 85% of phone calls within 30 seconds, and
responds to approximately 98% of its e-mails within one business day. For our consumer business, we include a return
shipment label in our customer s shipment to facilitate product returns and, subject to certain conditions; we allow
customers up to 20 days from date of shipment to initiate the return of most purchased
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merchandise. In addition, we continually update and monitor our Websites to enhance the shopping experience for our customers.

Our objective is to become the dominant closeout Internet-based solution for holders of brand-name merchandise, allowing them to dispose of
that merchandise discreetly and with high recovery values, and to ultimately become a one-stop Internet-based discount shopping destination.
We are pursuing this objective through the following key strategies:

e Establish strong relationships with manufacturers. With the growth in the scale of our operations, we believe we
are becoming an efficient liquidation channel for manufacturers and distributors. With scale comes the ability to buy
in volume, and we believe manufacturers appreciate our ability to liquidate their products without disturbing their
traditional channels. Generally, manufacturers do not want their product offerings sold as heavily discounted, closeout
products in brick-and-mortar retailers, as is common today. We believe that as manufacturers learn of our capabilities,
they will increasingly recognize the attractiveness of Overstock as an efficient liquidation solution.

e Optimize inventory management through the use of technology. Our merchandise buyers are supported by
proprietary software that provides information on product sales, margins and inventory levels. This technology
enables us to make informed decisions and quickly change prices in an effort to maximize sales volume, gross profits
and return on inventory capital.

e Optimize online marketing initiatives through the use of technology. Our marketing team is supported by
proprietary software that enhances the level of service provided to our customers and takes advantage of the unique
characteristics of online distribution. Our software provides us immediate feedback on the effectiveness of various
marketing campaigns, allowing us to optimize our online marketing expenditures.

e Maintain low customer acquisition costs. We believe that by utilizing targeted online campaigns, including direct
e-mail campaigns (the results of which we are able to quantify) as well as our internally developed national television
and radio branding campaign, we will be able to keep our per customer acquisition costs relatively low.

In addition, we use our books, music, videos and games (BMV) department as a tool to acquire customers at a low cost. We intentionally price
this department with low margins in an effort to gain new customers efficiently, providing us the ability to introduce them to other products
offered on our Website.

e Loyalty programs. In March 2004, we launched our frequent buyer s club, Club O. Members of Club O pay an
annual fee of $29.95 and receive a 5% discount on all non-travel and non-BMYV products and $1 shipping per order,
along with access to a special customer service hotline. Additionally, in November 2005, we partnered with Chase
Card Services to launch an Overstock.com Co-Branded Rewards Visa credit card program, offering our customers a
free Club O membership for one year and the opportunity to earn rewards certificates to redeem on our shopping and
BMYV Websites.

Our Businesses

Overstock utilizes the Internet to create a more efficient market for liquidation merchandise. We provide consumers and businesses with quick

and convenient access to high-quality, brand-name merchandise at discount prices. As previously mentioned, our shopping business includes

botha direct business and a fulfillment partner business. During the year ended December 31, 2005, no single customer accounted for more than
1% of our total revenue. Products from our direct segment and fulfillment partner segment are available to both consumers and businesses

through our Club O frequent buyers club program and our Wholesale bulk purchase program (formerly known as Club O Gold).
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Direct business

Our direct business includes sales made to individual consumers and businesses, which are fulfilled from our warehouses in Salt Lake City, Utah
or our outsourced warehouses located in Plainfield, Indiana. During the years ended December 31, 2004 and 2005, we fulfilled approximately
40% and 38%, respectively, of all orders through our warehouses. Our warehouses generally ship between 12,000 and 14,000 orders per day,
and up to approximately 34,000 orders per day during peak periods, using overlapping daily shifts.

Fulfillment partner business

For our fulfillment partner business, we sell merchandise of other retailers, cataloguers or manufacturers ( fulfillment partners ) through our
Website. We are considered to be the primary obligor for the majority of these sales transactions, and we assume the risk of loss on the returned
items. As a consequence, we record revenue from the majority of these sales transactions involving our fulfillment partners (excluding travel
products) on a gross basis. Our use of the term partner or fulfillment partner does not mean that we have formed any legal partnerships with any
of our fulfillment partners. We currently have fulfillment partner relationships with approximately 460 third parties which post approximately

62,000 non-BMV products, as well as most of the BMV products and a portion of our current travel offerings, on our Websites.

Prior to July 1, 2003, we did not physically handle the merchandise we sold for our fulfillment partners, as the merchandise was shipped directly
by them and they handled all customer returns related to those sales. Beginning July 1, 2003, we took responsibility for returned items relating to
these sales and we now handle the possible resale or other disposition of returned items. We made the decision to change this policy to have
more control over the Overstock customer shopping experience, as we believe that a seamless customer experience is key to creating loyal,
long-term customers. By accepting returns at our warehouse in Salt Lake City rather than multiple hundreds of different partner warehouses
across the United States, we can verify that fulfillment partner products are being packaged and shipped to our standards. Additionally, as
customer returns are now all shipped to one location, the process is more convenient for our customers. As a result, since July 1, 2003, we have
been the primary obligor for these sales transactions, and we assume the risk of loss on returned items. Therefore, we now record revenue from
sales transactions involving our fulfillment partners (excluding auction and travel products) on a gross basis, rather than on a net basis as we did
prior to July 1, 2003.

Our revenue from sales on our shopping site from both the direct and fulfillment partner businesses is recorded net of returns, coupons and other
discounts. Our returns policy for all products other than those sold in our Electronics and Computers department provides for a $4.95 restocking
fee and the provision that we will not accept product returns initiated more than twenty days after the shipment date. We charge a 15%
restocking fee (instead of the $4.95 restocking fee) on all items returned for non-defective reasons from the Electronics and Computers
department.

Unless otherwise indicated or required by the context, the discussion herein of our financial statements, accounting policies and related matters,
pertains to our shopping sites (Shopping and BMV) and not necessarily to our auction or travel tabs on our Websites.

Bulk buys and business supplies business

In August 2004, we merged our B2B site (www.overstockb2b.com) into our B2C site, and opened a Club O Gold membership program (into
which our current B2B customers were grandfathered). The terms of this program include a higher annual fee ($99.95), Club O Gold pricing

(that is, our B2C price less 5% on single product purchases and steeper discounts for products purchased in bulk), and access to a special, small
business-focused, customer service team. During 2005, we morphed this program into our Bulk Buys & Business Supplies tab. For this tab, we
have added a number of suppliers specific to various

6

11



Edgar Filing: OVERSTOCK.COM, INC - Form 10-K

industry verticals, such as florist supplies, restaurant supplies, and office supplies. Revenue from our bulk buys and business supplies business is
included in the fulfillment partner segment, as it is not significant enough to separate out as its own segment at this early stage of the business.

Bulk buys and business supplies business

In August 2004, we merged our B2B site (www.overstockb2b.com) into our B2C site, and opened a Club O Gold membership program (into
which our current B2B customers were grandfathered). The terms of this program include a higher annual fee ($99.95), Club O Gold pricing

(that is, our B2C price less 5% on single product purchases and steeper discounts for products purchased in bulk), and access to a special, small
business-focused, customer service team. During 2005, we morphed this program into our Bulk Buys & Business Supplies tab. For this tab, we
have added a number of suppliers specific to various industry verticals, such as florist supplies, restaurant supplies, and office supplies. The
majority of revenue from our bulk buys and business supplies business is included in the fulfillment partner segment, as most of the product sold
is supplied by fulfillment partners.

Travel business

During the fourth quarter of 2003, we added a discount travel department to our Website. We used fulfillment partners to supply the travel
products and services (flights, hotels, rental cars, etc.). For the first and second quarters of 2004, our revenues from the Travel department were
insignificant. During May of 2004, we closed our travel department so we could improve the travel product offerings. In January 2005, we
re-opened the travel department on our Website. We currently offer air, hotel and car reservation services as well as cruise and vacation
packages.

In addition, on July 1, 2005, we acquired all the outstanding capital stock of Ski West, Inc. ( Ski West ). Ski West is an on-line travel company
whose proprietary technology provides easy consumer access to a large, fragmented, hard-to-find inventory of lodging, vacation, cruise and
transportation bargains. The travel products are primarily in popular ski areas in the U.S. and Canada, with more recent expansion into the
Caribbean and Mexico, as well as cruises. We paid an aggregate of $25.1 million (including $111,000 of capitalized acquisition related
expenses) for Ski West, and we may be subject to additional earn-out payments (based on a percentage of operating profits for each of the four
calendar years beginning with 2006 as follows: 50%, 33.3%, 20%, and 10%, respectively), subject to reduction under certain circumstances,
pursuant to a Stock Purchase Agreement dated June 24, 2005 and the First Amendment to the Stock Purchase Agreement among the Company,
Ski West, and all of the shareholders of Ski West.

Effective upon the closing, Ski West became a wholly-owned subsidiary of the Company, and we integrated the Ski West travel offerings with
our existing travel offerings and changed its name to OTravel.com, Inc. Revenue from our travel business is included in the fulfillment partner
segment, as it is not significant enough to separate out as its own segment.

Auctions business

During September 2004, we added an online auction service to our Website. Our auction tab allows sellers to list items for sale, buyers to bid on
items of interest, and users to browse through listed items online. We are not the seller of the items sold on the auction site and we have no
control over the pricing of those items. Therefore, for these sales we record only our listing fees and commissions for items sold as revenue.
Revenue from our auction business is included in the fulfillment partner segment, as it is not significant enough to segregate as its own segment.

7

12



Edgar Filing: OVERSTOCK.COM, INC - Form 10-K

Key Relationships

Manufacturer, Supplier and Distribution Relationships. It is difficult to establish closeout buying relationships with
manufacturers. Trust and experience gained through past interactions are important. We believe our business model
reduces the risk to the manufacturer that its discounted products are sold alongside its full-priced products. Our
supplier relationships provide us with recognized, brand-name products. The table below identifies some of the brand
names that generate significant revenues in various departments.

Anne Klein Mai RCA

AOL Time Warner Meyer Corporation Samsonite

Bissell Movado Seiko

Blue Ridge Home Fashions Novica Simon & Schuster
Fuji Linon Home Décor Sony
Hewlett-Packard Panasonic Swiss Army
Hoover Philips Vera Wang
Kenneth Cole Random House Zegna

To date, we have not entered into contracts with manufacturers or liquidation wholesalers that guarantee the availability of merchandise for a set
duration. Our manufacturer and supplier relationships are based on historical experience with manufacturers and liquidation wholesalers and do
not obligate or entitle us to receive merchandise on a long-term or short-term basis. In our direct business, we purchase the products from
manufacturers or liquidation wholesalers using standard purchase orders. Generally, suppliers do not control any of the terms under which
products are sold over our Websites.

Sales and Marketing

We use a variety of methods to target our consumer audience, including online campaigns, such as advertising through portals, keywords, search
engines, affiliate marketing programs, banners and e-mail campaigns, and we are able to monitor and evaluate their results. We seek to identify
and eliminate campaigns that do not meet our expectations. We launched our national television and radio branding campaign in 2003, and have
continued to develop it since. We develop our branding campaigns internally and we believe that doing so is cost-effective.

Products
Online Products

We offer products under 5 tabs: Shopping, Books, Music, Movies & Games, Bulk Buys & Business Supplies, Auctions Tab and Travel Tab.
Currently, our products under our Shopping Tab are organized into eight different product departments:

Apparel Home & Garden
Electronics & Computers Jewelry & Watches
Gifts Sporting Goods
Health & Wellness Worldstock

Each of these departments has multiple categories that more specifically define the products offered within that department. For example, the
following product categories are currently within the Electronics & Computers department:

Audio & Video Home Office Equipment
Cameras & Optics Computers & Printers
Telephones
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Each category has several subcategories that further detail the product contained within. For example, under the Computers & Printers category,
we have the following subcategories:

Computers Drives & Storage
Ink Cartridges Monitors
Networking PDAs & Handhelds
Peripherals Printers & Scanners
Upgrades

Individual products can be accessed and viewed from the category or subcategory pages. These specific product pages include detailed product
descriptions, a color picture and pricing information.

The number of total products we offer has grown from less than 100 in 1999, to more than 62,000 non-BMV products and approximately
725,000 BMV products (books, magazines, CDs, DVDs, video cassettes and video games) as of December 31, 2005. As the number of products
and product categories change throughout the year, we periodically reorganize our departments and/or categories to better reflect our current
product offerings.

Our Worldstock Website, at www.worldstock.com, is our socially-responsible, Internet marketplace through which artisans in the United States
and around the world can sell their products and gain access to a broader market.

Fulfillment Operations

General. 'When customers place orders on our Websites, orders are fulfilled either by a third-party fulfillment partner
or directly from our warehouses in Salt Lake City, Utah or our outsourced warehouses in Plainfield, Indiana. We
monitor all of these sources for accurate order fulfillment and timely shipment. We currently charge $2.95 per order
for basic ground shipping, but customers can choose from various expedited shipping services at their expense.

Payment Terms. Generally, we require verification of receipt of payment or credit card authorization (including
verifications from Paypal and BillMeLater) before we ship products to consumers or business purchasers. From time
to time we grant credit to our business purchasers with normal credit terms.

Fulfillment for Direct Business. During 2005, we fulfilled approximately 38% of all orders through our leased Salt Lake
City, Utah warehouses or our outsourced warehouses in Plainfield, Indiana. During 2005, the Salt Lake City
warehouse team generally shipped between 12,000 and 14,000 orders per day, and up to approximately 34,000 orders
per day during peak periods, using overlapping daily shifts. We also process returns of direct and fulfillment partner
merchandise in the Salt Lake City warehouse. Our warehouses store approximately 14,000 non-BMYV products offered
on our Websites. We operate the Salt Lake City warehouse with an automated warehouse management system that
tracks the receipt of the inventory items, distributes order-fulfillment assignments to warehouse workers and obtains
rates for various shipping options to ensure low-cost outbound shipping. Our Websites relay orders to the warehouse
management system throughout each day, and the warehouse management system in turn confirms to our Websites
shipment of each order. Customers track the shipping status of their packages through links we provide on our
Websites.

Fulfillment Partner Business. During 2005, approximately 62% of our orders were for inventory owned and shipped by
third-party fulfillment partners. We currently manage approximately 460 entities that collect their orders through our
Websites. These third parties perform essentially the same operations as our warehouse: order picking and shipping;
however, beginning July 1, 2003, we began handling returns for these sales. These third parties relay shipment
confirmations to our Websites where customers can
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review shipping and tracking information. From a customer s point of view, shipping from our warehouses or from the warehouse of one of these
third parties is indistinguishable.

Customer Service

We are committed to providing superior customer service. We staff our customer service department with dedicated in-house and outsourced
professionals who respond to phone, instant online chat and e-mail inquiries on products, ordering, shipping status, and returns. Our customer
service staff processes approximately 40,000 calls per week (and up to approximately 105,000 calls during peak periods). The same staff
processes approximately 30,000 e-mail messages each week (and up to approximately 70,000 e-mail messages during peak periods), with a
turnaround goal of one business day. We use automated e-mail and phone systems to route traffic to appropriate customer service
representatives. The demands on our customer service staff increase significantly during peak periods, including the several weeks before and
after Christmas.

Technology

We use our internally developed Websites and a combination of proprietary technologies and commercially available licensed technologies and
solutions to support our operations. We use the services of XO Communications, Inc., Qwest Communications International, Inc. and MCI, Inc.
to obtain connectivity to the Internet over multiple Gig-E and OC48 links. We currently store our data on several Oracle 9i and 10g database
clusters using Dell and IBM computer hardware connected to multiple large scale EMCs for high speed disk. Currently, we use Dell PowerEdge
servers for our Websites, which are connected to the Oracle database and operate in a multi-processing Linux environment designed to
accommodate large volumes of Internet traffic.

During 2004 we moved our primary computer infrastructure to a co-location facility in Salt Lake City. We now use the computer facilities
located in the data center located at our corporate offices primarily for backups, redundancy, development, and testing.

Competition

The online liquidation services market is new, rapidly evolving, intensely competitive and has relatively low barriers to entry, as new
competitors can launch new Websites at relatively low cost. We believe that competition in the online liquidation market is based predominantly
on:

e  price;

e product quality and selection;

e shopping convenience;

e order processing and fulfillment;

e customer service; and

brand recognition.

Our liquidation services compete with other online retailers and traditional liquidation brokers, some of which may specifically adopt our
methods and target our customers. We currently or potentially compete with a variety of companies that can be divided into several broad
categories:

e liquidation e-tailers such as SmartBargains;
e online retailers with discount departments such as Amazon.com, Inc., eBay, Inc. and Buy.com, Inc.; and

10

17



Edgar Filing: OVERSTOCK.COM, INC - Form 10-K

18



Edgar Filing: OVERSTOCK.COM, INC - Form 10-K

e traditional retailers and liquidators such as Ross Stores, Inc., Walmart Stores, Inc., TJX Companies, Inc., Costco
Wholesale Corporation, Target Corporation and Best Buy Co., Inc., which may or may not also have an online
presence.

As the market for online liquidation grows, we believe that companies involved in online retail, as well as traditional retailers and liquidation
brokers, will increase their efforts to develop services that compete with our online services. We also face potential competition from Internet
companies not yet focused on the liquidation market, and from retail companies not yet operating online. We are unable to anticipate which
other companies are likely to offer services in the future that will compete with the services we provide.

In addition, many of our current and potential competitors have greater brand recognition, longer operating histories, larger customer bases and
significantly greater financial, marketing and other resources than we do, and may enter into strategic or commercial relationships with larger,
more established and well-financed companies. Some of our competitors could enter into exclusive distribution arrangements with our vendors
and deny us access to their products, devote greater resources to marketing and promotional campaigns and devote substantially more resources
to their Website and systems development than our company. New technologies and the continued enhancement of existing technologies also
may increase competitive pressures on our company. We cannot ensure that you will be able to compete successfully against current and future
competitors or address increased competitive pressures. See Risk Factors.

Intellectual Property

We regard our domain names and similar intellectual property as critical to our success. We rely on a combination of laws and contractual
restrictions with our employees, customers, suppliers, affiliates and others to establish and protect our proprietary rights. Despite these
precautions, it may be possible for a third party to copy or otherwise obtain and use our intellectual property without authorization. In addition,
we cannot ensure that others will not independently develop similar intellectual property. Although we have registered and are pursuing the
registration of our key trademarks in the United States, some of our trade names are not eligible to receive trademark protection. In addition,
effective trademark protection may not be available or may not be sought by us in every country in which our products and services are made
available online, including the United States.

From time to time, we may be subject to legal proceedings and claims in the ordinary course of our business, including claims of alleged
infringement of the trademarks and other intellectual property rights of third parties by our company. For example, in October 2003, Tiffany
(NJ) Inc. and Tiffany and Company filed a complaint against us in the United States District Court for the Southern District of New York
alleging that we have distributed counterfeit and otherwise unauthorized Tiffany product in violation of federal copyright and trademark law and
related state laws. The complaint seeks statutory and other damages in an unspecified amount and injunctive relief. In January 2005, Tiffany
(NJ) Inc. and Tiffany and Company filed four additional complaints against us in the United States District Court for the Southern District of
New York alleging that we have distributed counterfeit and otherwise unauthorized Tiffany product in violation of federal copyright and
trademark law and related state laws. Although we believe we have defenses to the allegations and intend to pursue them vigorously, we do not
have sufficient information to assess the validity of the claims or the amount of potential damages. See Legal Proceedings for additional
information regarding our lawsuits with Tiffany and other third parties.

These and other types of claims could result in increased costs of doing business through legal expenses, adverse judgments or settlements or
require us to change our business practices in expensive ways. In addition, litigation could result in interpretations of the law that require us to
change our business practices or otherwise increase our costs.
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Third parties have in the past, and may in the future, recruit our employees who have had access to our proprietary technologies, processes and
operations. These recruiting efforts expose us to the risk that such employees will misappropriate our intellectual property.

Additional litigation may be necessary in the future to enforce our intellectual property rights, to protect our trade secrets or to determine the
validity and scope of the proprietary rights of others. Any litigation, regardless of outcome or merit, could result in substantial costs and
diversion of management and technical resources, any of which could materially harm our business. See Risk Factors.

Government Regulation

All of our services are subject to federal and state consumer protection laws including laws protecting the privacy of consumer non-public
information and regulations prohibiting unfair and deceptive trade practices. In particular, under federal and state financial privacy laws and
regulations, we must provide notice to consumers of our policies on sharing non-public information with third parties, must provide advance
notice of any changes to our policies and, with limited exceptions, must give consumers the right to prevent sharing of their non-public personal
information with unaffiliated third parties. Furthermore, the growth and demand for online commerce could result in more stringent consumer
protection laws that impose additional compliance burdens on online companies. These consumer protection laws could result in substantial
compliance costs and could interfere with the conduct of our business.

In January 2005, we received an inquiry from the Federal Trade Commission ( FTC ) regarding our shipping policies and systems and other
matters. We cooperated fully with the FTC s inquiry and in January 2006 the FTC notified us that it had terminated its inquiry.

In many states, there is currently great uncertainty whether or how existing laws governing issues such as property ownership, sales and other
taxes, libel and personal privacy apply to the Internet and commercial online services. These issues may take years to resolve. In addition, new
state tax regulations may subject us to additional state sales and income taxes. New legislation or regulation, the application of laws and
regulations from jurisdictions whose laws do not currently apply to our business or the application of existing laws and regulations to the
Internet and commercial online services could result in significant additional taxes on our business. These taxes could have an adverse effect on
our cash flows and results of operations. Furthermore, there is a possibility that we may be subject to significant fines or other payments for any
past failures to comply with these requirements.

Employees

As of December 31, 2005, we had 620 full-time employees, including 109 in customer service and fraud prevention, 145 in order fulfillment, 93
in information technology and Website production, 38 in marketing, 166 in merchandising (including auctions and travel), 34 in accounting and
finance, and 35 in our executive and administrative department. We have never had a work stoppage, and none of our employees are represented
by a labor union. We consider our employee relationships to be positive.

ITEM1A. RISK FACTORS

Any investment in our securities involves a high degree of risk. Investors should consider carefully the risks and uncertainties described below,
and all other information in this Form 10-K and in any reports we file with the SEC after we file this Form 10-K, before deciding whether to
purchase or hold our securities. Additional risks and uncertainties not currently known to us or that we currently deem immaterial may also
become important factors that may harm our business. The occurrence of any of the following risks could harm our business. The trading price
of our securities could decline due to any of these risks and uncertainties, and investors may lose part or all of their investment.
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Risks Relating to Overstock
We have a history of significant losses. If we do not achieve profitability, our financial condition and our stock price could suffer.

We have a history of losses and we may continue to incur operating and net losses for the foreseeable future. We incurred net losses attributable
to common shares of $4.7 million and $25.1 million for the years ended December 31, 2004 and 2005, respectively. As of December 31, 2004
and 2005, our accumulated deficit was $71.7 million and $96.8 million, respectively. We will need to generate significant revenues to achieve
profitability, and we may not be able to do so. Even if we do achieve profitability, we may not be able to sustain or increase profitability on a
quarterly or annual basis in the future. If our revenues grow more slowly than we anticipate, or if our operating expenses exceed our
expectations, our financial results would be harmed.

We will continue to incur significant operating expenses and capital expenditures as we:

enhance our distribution and order fulfillment capabilities;

e further improve our order processing systems and capabilities;

e develop enhanced technologies and features;

e expand our customer service capabilities to better serve our customers needs;

e expand our product offerings, including our auctions site, our travel site and our custom design jewelry site;
e rent additional warehouse and office space;

e increase our general and administrative functions to support our operations; and

e maintain or increase our sales, branding and marketing activities, including maintaining existing or entering into
new online marketing arrangements, and continuing or increasing our national television and radio branding
campaigns.

Because we will incur many of these expenses before we receive any revenues from our efforts, our losses may be greater than the losses we
would incur if we developed our business more slowly. Further, we base our expenses in large part on our operating plans and future revenue
projections. Many of our expenses are fixed in the short term, and we may not be able to quickly reduce spending if our revenues are lower than
we project. Therefore, any significant shortfall in revenues would likely harm our business, prospects, operating results and financial condition.
In addition, we may find that these efforts are more expensive than we currently anticipate which would further increase our losses. Also, the
timing of these expenses may contribute to fluctuations in our quarterly operating results.

If we fail to accurately forecast ou