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PETMED EXPRESS, INC.

(Exact name of registrant as specified in its charter)

FLORIDA 65-0680967
(State or other jurisdiction of (I.R.S. Employer
incorporation or organization) Identification No.)

1441 S.W. 29th Avenue, Pompano Beach, Florida 33069

(Address of principal executive offices, including zip code)

(954) 979-5995

(Registrant s telephone number, including area code)

N/A

(Former name, former address and former fiscal year, if changed since last report)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the
Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90 days. Yes [x] No [

]

Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if
any, every Interactive Data File required to be submitted and posted pursuant to Rule 405 of Regulation S-T (§
229.405 of this chapter) during the preceeding12 months (or for such shorter period that the registrant was required to
submit and post such files). Yes[ | No[ ]

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer,
or a smaller reporting company. See definition of large accelerated filer, accelerated filer and smaller reporting
company in Rule 12b-2 of the Exchange Act.
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Accelerated filer [x]
Smaller reporting company [ ]

Large accelerated filer [
Non-accelerated filer [
(Do not check if smaller reporting company)

]
]

Indicate by check mark whether the registrant is a shell company (defined in Rule 12b-2 of the Exchange Act).

Yes[ ] No [X]

Indicate the number of shares outstanding of each of the issuer s classes of common stock, as of the latest practicable
date: 22,521,433 Common Shares, $.001 par value per share at January 31, 2011.
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PART I - FINANCIAL INFORMATION

ITEM 1.

FINANCIAL STATEMENTS.

PETMED EXPRESS, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED BALANCE SHEETS

(In thousands)
December 31,
2010
(Unaudited)
ASSETS
Current assets:
Cash and cash equivalents $ 61,254 $
Short term investments - available for sale 10,077
Accounts receivable, less allowance for doubtful
accounts of $2 and $5, respectively 802
Inventories - finished goods 14,885
Prepaid expenses and other current assets 1,848
Deferred tax assets 1,543
Prepaid income taxes 871
Total current assets 91,280
Long term investments 12,381
Property and equipment, net 3,739
Intangible asset 860
Total assets $ 108,260 $
LIABILITIES AND SHAREHOLDERS' EQUITY
Current liabilities:
Accounts payable $ 3,085 $
Accrued expenses and other current liabilities 2,144
Total current liabilities 5,229
Deferred tax liabilities 715
Total liabilities: 5,944

Commitments and contingencies

March 31,
2010

53,143

2,097
29,064
610
1,255
330
86,499

12,392
4,429
850

104,170

4,776
2,312
7,088

225

7,313
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Shareholders' equity:
Preferred stock, $.001 par value, 5,000 shares authorized,
3 convertible shares issued and outstanding with a

liquidation preference of $4 per share 9
Common stock, $.001 par value, 40,000 shares authorized;

22,783 and 22,990 shares issued and outstanding, respectively 23
Additional paid-in capital -
Retained earnings 102,431
Accumulated other comprehensive loss (147)

Total shareholders' equity 102,316
Total liabilities and shareholders' equity $ 108,260 $

See accompanying notes to condensed consolidated financial statements.

9

23
2,628
94,305
(108)
96,857

104,170
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PETMED EXPRESS, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF INCOME

(In thousands, except for per share amounts)(Unaudited)

Sales $
Cost of sales

Gross profit

Operating expenses:
General and administrative
Advertising
Depreciation and amortization
Total operating expenses

Income from operations

Other income (expense):
Interest income, net
Other, net

Total other income (expense)

Income before provision for income
taxes

Provision for income taxes
Net income $

Net income per common share:
Basic $
Diluted $

Weighted average number of common shares outstanding:
Basic
Diluted

Cash dividends declared per common
share

Three Months Ended
December 31,

2010 2009
45,118 $ 48,353 $
28,193 29,525
16,925 18,828

5,096 4,929
4,444 5,177
358 337
9,898 10,443
7,027 8,385
98 46
(144) 1
(46) 47
6,981 8,432
2,459 2,842
4522 $ 5,590 $
020 $ 025%
020 $ 025%
22,506 22,649
22,655 22,790
0.125 $ 0.100 $

Nine Months Ended
December 31,

2010 2009
180,732  $ 187,969
114,251 116,173
66,481 71,796
17,017 17,199
21,859 22,801
1,023 982
39,899 40,982
26,582 30,814
265 165
(111) 4
154 169
26,736 30,983
10,011 11,053
16,725 % 19,930
074 $ 0.88
074 $ 0.88
22,614 22,596
22,755 22,742
0.350 $ 0.200

See accompanying notes to condensed consolidated financial statements.
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PETMED EXPRESS, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(In thousands)(Unaudited)

Cash flows from operating activities:
Net income
Adjustments to reconcile net income to net cash
provided by operating activities:
Depreciation and amortization
Share based compensation
Deferred income taxes
Bad debt expense
(Increase) decrease in operating assets
and increase (decrease) in liabilities:
Accounts receivable
Inventories - finished goods
Prepaid income taxes
Prepaid expenses and other current assets
Accounts payable
Accrued expenses and other current liabilities
Net cash provided by operating activities

Cash flows from investing activities:
Net change in investments
Purchases of property and equipment
Purchases of intangible asset
Net cash (used in) provided by investing activities

Cash flows from financing activities:
Dividends paid
Purchases of treasury stock
Proceeds from the exercise of stock options
Tax benefit related to stock options exercised
Deferred tax adjustment related to restricted stock
Net cash used in financing activities

Net increase in cash and cash equivalents
Cash and cash equivalents, at beginning of period

Cash and cash equivalents, at end of period
Supplemental disclosure of cash flow information:

Cash paid for income taxes

Nine Months Ended
December 31,
2010

16,725 $

1,023
1,606
202
30

1,265
14,179
(541)
(1,238)
(1,532)
(246)
31,473

(10,104)
(491)
(10)
(10,605)

(7,933)
(5,225)
252

124

25
(12,757)

8,111
53,143

61,254 $

10,254 $

2009

19,930

982
1,158
118
29

1,670
7,753
(1,440)

€2y
(1,055)
(206)
28,908

2,150
(853)

1,297

(4,529)

574
226

(3,729)

26,476
30,126

56,602

12,149
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Property and equipment purchases in accounts payable $ 259 $ 488

Dividends payable in accrued expenses $ 126 $ 38

See accompanying notes to condensed consolidated financial statements.
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PETMED EXPRESS, INC. AND SUBSIDIARIES

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

(Unaudited)

Note 1:

Summary of Significant Accounting Policies

Organization

PetMed Express, Inc. and subsidiaries, d/b/a 1-800-PetMeds (the Company ), is a leading nationwide pet pharmacy.
The Company markets prescription and non-prescription pet medications, health products, and supplies for dogs, cats,
and horses direct to the consumer. The Company offers consumers an attractive alternative for obtaining pet
medications in terms of convenience, price, and speed of delivery. The Company markets its products through
national television, online, and direct mail/print advertising campaigns, which aim to increase the recognition of the
1-800-PetMeds brand name, and PetMeds family of trademarks, increase traffic on its website at
www.1800petmeds.com, acquire new customers, and maximize repeat purchases. The majority of the Company s
sales are to residents in the United States. The Company s executive offices are located in Pompano Beach, Florida.
The Company s fiscal year end is March 31, and references herein to Fiscal 2011 or 2010 refer to the Company's fiscal
years ending March 31, 2011 and 2010, respectively.

Basis of Presentation and Consolidation

The accompanying unaudited Condensed Consolidated Financial Statements have been prepared in accordance with
the instructions to Form 10-Q and, therefore, do not include all of the information and footnotes required by
accounting principles generally accepted in the United States of America for complete financial statements. In the
opinion of management, the accompanying Condensed Consolidated Financial Statements contain all adjustments,
consisting of normal recurring accruals, necessary to present fairly the financial position of the Company at December
31, 2010 and March 31, 2010, the Statements of Income for the three and nine months ended December 31, 2010 and
2009, and Cash Flows for the nine months ended December 31, 2010 and 2009. The results of operations for the three
and nine months ended December 31, 2010 are not necessarily indicative of the operating results expected for the
fiscal year ending March 31, 2011. These financial statements should be read in conjunction with the financial
statements and notes thereto contained in the Company s annual report on Form 10-K for the fiscal year ended March
31, 2010. The Condensed Consolidated Financial Statements include the accounts of PetMed Express, Inc. and its
wholly owned subsidiaries. All significant intercompany transactions have been eliminated upon consolidation.

Use of Estimates

10
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The preparation of Condensed Consolidated Financial Statements in conformity with accounting principles generally
accepted in the United States of America requires management to make estimates and assumptions that affect the
reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date of the
Condensed Consolidated Financial Statements and the reported amounts of revenues and expenses during the
reporting period. Actual results could differ from those estimates.

Fair Value of Financial Instruments

The carrying amounts of the Company's cash and cash equivalents, short term investments, accounts receivable, and
accounts payable approximate fair value due to the short-term nature of these instruments. The Company believes
that the carrying amount of its long term investments approximate fair value.

Recent Accounting Pronouncements

The Company does not believe that any recently issued, but not yet effective, accounting standards, if currently
adopted, will have a material effect on the Company s consolidated financial position, results of operations, or cash
flows.

11
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Note 2:

Net Income Per Share

In accordance with the provisions of ASC Topic 260 (SFAS No. 128, Earnings Per Share ) basic net income per share
is computed by dividing net income available to common shareholders by the weighted average number of common
shares outstanding during the period. Diluted net income per common share includes the dilutive effect of potential
restricted stock and stock options exercised and the effects of the potential conversion of preferred shares, calculated
using the treasury stock method. Outstanding stock options, restricted stock, and convertible preferred shares issued
by the Company represent the only dilutive effect reflected in diluted weighted average shares outstanding. The
following is a reconciliation of the numerators and denominators of the basic and diluted net income per share
computations for the periods presented (in thousands, except for per share amounts):

Three Months Ended Nine Months Ended
December 31, December 31,
2010 2009 2010 2009
Net income (numerator):
Net income $ 4,522 $ 5,590 $ 16,725 $ 19,930
Shares (denominator):
Weighted average number of common shares
outstanding used in basic computation 22,506 22,649 22,614 22,596
Common shares issuable upon exercise
of stock options and vesting of restricted stock 139 131 131 136
Common shares issuable upon conversion
of preferred shares 10 10 10 10
Shares used in diluted computation 22,655 22,790 22,755 22,742
Net income per common share:
Basic $ 0.20 $ 025 $ 0.74 $ 0.88
Diluted $ 0.20 $ 025 $ 0.74 $ 0.88

For the three and nine months ended December 31, 2010 and 2009, all common restricted stock and stock options
were included in the diluted net income per common share computation. The exercise prices of the stock options were
less than the average market price of the common shares for the period.

Note 3:

Accounting for Stock-Based Compensation

12
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The Company records compensation expense associated with stock options and restricted stock in accordance with
ASC Topic 718 (SFAS No. 123R, Share Based Payment, which is a revision of SFAS No. 123). The Company
adopted the modified prospective transition method provided under ASC Topic 718 (SFAS No. 123R). The
compensation expense related to all of the Company s stock-based compensation arrangements is recorded as a
component of general and administrative expenses.

The Company had approximately 13,000 and 69,000 options outstanding under the PetMed Express, Inc. 1998 Stock
Option Plan ( 1998 Plan ) at December 31, 2010 and 2009, respectively. Options generally vested ratably over a
three-year period commencing on the first anniversary of the grant with respect to options granted to
employees/directors under the 1998 Plan. No options have been issued since May 2005 and there was no
unrecognized compensation expense related to vested stock option awards. The 1998 Plan expired on July 31, 2008.
The Company did not receive any cash from the exercise of stock options during the three months ended December
31, 2010. Cash received from stock options exercised for the nine months ended December 31, 2010 and 2009 was
$252,000 and $574,000, respectively. The income tax benefits from stock options exercised totaled approximately
$124,000 and $226,000 for the nine months ended December 31, 2010 and 2009, respectively.

13
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The Company had 481,227 restricted common shares issued under the 2006 Employee Equity Compensation
Restricted Stock Plan ( Employee Plan ) and 122,000 restricted common shares issued under the 2006 Outside Director
Equity Compensation Restricted Stock Plan ( Director Plan ) at December 31, 2010, all shares of which were issued
subject to a restriction or forfeiture period which will lapse ratably on the first, second, and third anniversaries of the
date of grant, and the fair value of which is being amortized over the three-year restriction period. The Company did
not issue any shares of restricted stock during the quarter ended December 31, 2010. For the quarters ended
December 31, 2010 and 2009, the Company recognized compensation expense related to the Employee and Director
Plans for $562,000 and $430,000, respectively, and for the nine months ended December 31, 2010 and 2009, the
Company recognized $1.6 million and $1.1 million, respectively. At December 31, 2010 and 2009, there was $4.3
million and $2.1 million of unrecognized compensation cost related to the non-vested restricted stock awards,
respectively, which is expected to be recognized over the next three years.

Note 4:

Short and Long Term Investments

The Company s short term investment balance consists of short term bond mutual funds. The Company s long term
investment portfolio consists of auction rate securities ( ARS ), which are investments with contractual maturities
generally between 20 to 30 years, in the form of municipal bonds and preferred stock, whose interest rates are reset,
typically every seven to twenty-eight days, through an auction process. At the end of each reset period, investors can
sell or continue to hold the securities at par. Beginning in February 2008, auctions failed for the ARS held because
sell orders exceeded buy orders. These failures are not believed to be a credit issue, but rather are caused by a lack of
liquidity. The funds associated with these failed auctions may not be accessible until the issuer calls the security, a
successful auction occurs, a buyer is found outside of the auction process, or the security matures.

As a result, these securities with failed auctions have been classified as long-term assets in the Condensed
Consolidated Balance Sheet due to the fact that they were not currently trading at such date, and conditions in the
general markets created uncertainty as to when successful auctions would be reestablished. These ARS are recorded
at estimated fair value and have variable interest rates that are recorded as interest income. In accordance with ASC
Topic 320 (SFAS No. 115, Accounting for Certain Investments in Debt and Equity Securities), short term investments
are accounted for as available for sale securities, and long term investments are classified as available for sale, with
any changes in fair value to be reflected in other comprehensive income. The Company evaluates its long term
investments for impairment and whether impairment is other-than-temporary, and, if other-than-temporary, then the
measurement of the impairment loss is a charge to net income. Unrealized gains and losses are deemed temporary and
are included in accumulated other comprehensive income. The Company recognized a temporary impairment on its
ARS investments during fiscal 2011 and fiscal 2010. The Company does not believe that the underlying credit quality
of the assets has been impacted; however the temporary impairment is mainly due to the lack of liquidity. The
Company is currently trying to liquidate all ARS. The following is a summary of our investments:

December 31, March 31,
Investments (In thousands) 2010 2010

14
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Short term investments $ 10,077 $ -
Long term investments 12,381 12,392
Total investments $ 22,458 $ 12,392

The long term investment balances consist of ARS investments. Our ARS consist of closed-end fund preferred ARS,
with interest rates that reset, typically every seven to twenty-eight days. These ARS are currently rated AAA, the
highest rating available by a rating agency. The fair value of our ARS investments was assessed by management with
the assistance of an outside third party, which was conducted during the third quarter of fiscal 2011. As of December
31, 2010, the Company held $12.5 million in ARS, at par, which were classified as long term investments and the
Company recorded an unrealized impairment loss of $119,000, within accumulated other comprehensive loss based
upon management s assessment. The $119,000 impairment was recorded as temporary due to the fact that the
Company has the intent and the ability to hold these securities until anticipated recovery or maturity, and does expect
to fully recover the cost basis of the investment.

15
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Note 5:

Fair Value

Effective April 1, 2008, the Company adopted ASC Topic 820 (SFAS 157), except as it applies to nonfinancial assets
and nonfinancial liabilities subject to ASC Topic 320 (FSP SFAS 157-2). ASC Topic 320 clarifies that fair value is an
exit price, representing the amount that would be received to sell an asset or paid to transfer a liability in an orderly
transaction between market participants. As such, fair value is a market-based measurement that should be
determined based on assumptions that market participants would use in pricing an asset or a liability. ASC Topic 820
(SFAS 157) establishes a three-tier fair value hierarchy, which prioritizes the inputs used in the valuation
methodologies in measuring fair value:

Level 1 - Observable inputs that reflect quoted prices (unadjusted) for identical assets or liabilities in active markets.
Level 2 - Include other inputs that are directly or indirectly observable in the marketplace.

Level 3 - Unobservable inputs which are supported by little or no market activity.

The fair value hierarchy also requires an entity to maximize the use of observable inputs and minimize the use of
unobservable inputs when measuring fair value. The Company s cash equivalents are classified within Level 1, with
the exception of the investments in ARS. The Company s investments in ARS are classified within Level 3 because
they are valued using a discounted cash flow model. Some of the inputs to this model are unobservable in the market
and are significant. Assets and liabilities measured at fair value are summarized below:

Fair Value Measurement at December 31, 2010 Using

Quoted Prices Significant
in Active Other Significant
Markets for Observable Unobservable
December 31, Identical Assets Inputs Inputs

(In thousands) 2010 (Level 1) (Level 2) (Level 3)
Assets:
Cash and money market
funds $ 61,254 $ 61,254 $ -$ -
Mutual fund securities 10,077 10,077 - -
Auction rate securities 12,381 - - 12,381

$ 83,712 % 71,331 % -$ 12,381

The following table is a reconciliation of financial assets measured at fair value using unobservable inputs (Level 3)
during the nine months ended December 31, 2010:

16
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Auction Rate

Securities
Nine Months Ended
(In thousands) December 31, 2010
Balance, beginning of period $ 12,392
Transfer into Level 3 -
Total unrealized loss included in other comprehensive income (11)
Balance, end of period $ 12,381

Marketable securities measured at fair value using Level 3 inputs are comprised of ARS. Although ARS would
typically be measured using Level 2 inputs, the failed auctions and the lack of market activity and liquidity required
that these securities be measured using Level 3 inputs. The discount rates that were applied to the pricing model were
based on market conditions and rates for comparable or similar term asset-backed securities as well as other fixed
income securities.

17
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Note 6:

Commitments and Contingencies

In October 2009, the Company was notified that it was named as a defendant in a multi-defendant lawsuit, filed in the
United States District Court for the Eastern District of Texas, Marshall Division, seeking declaratory, injunctive, and
monetary relief styled Charles E. Hill & Associates, Inc. v. ABT Electronics, Inc., et al, Cause No. 2:09-CV-313. The
lawsuit alleges that the Company is infringing on patents related to electronic catalog systems. The Company notified
the vendor that provides it with Internet software that it was seeking indemnification, and at this time, subject to a
reservation of rights set forth in the Master Licensing Agreement between the parties, and to a further assessment of
the role of the vendor s software in the matter, the vendor is supplying legal counsel at their expense. However, at this
stage it is difficult to assess the outcome or estimate any potential loss in the event of an adverse outcome.

The Company has settled complaints that had been filed with various states pharmacy boards in the past. There can be
no assurances made that other states will not attempt to take similar actions against the Company in the future. The
Company initiates litigation to protect its trade or service marks. There can be no assurance that the Company will be
successful in protecting its trade or service marks. Legal costs related to the above matters are expensed as incurred.

Note 7:

Changes in Stockholders Equity and Comprehensive Income

Changes in stockholders equity for the nine months ended December 31, 2010 is summarized below (in thousands):

Accumulated
Additional Other
Paid-In Retained = Comprehensive
Capital Earnings Loss
$ $ $
Beginning balance at March 31, 2010: 2,628 94,305 (108)
Proceeds from the exercise of stock options 252 - -
Share based compensation 1,606 - -
Tax benefit related to stock options
exercised 124 - -
Purchases of treasury stock (5,225) - -
Deferred tax adjustment related to restricted
stock 25
Allocation of retirement of repurchased
shares of

18
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additional paid in capital and retained

earnings 590 (590) -
Dividends declared - (8,009) -
Net Income - 16,725 -
Net change in unrealized gain on short term investments - - (28)
Net change in unrealized loss on long term

investments - - (11D

$ $ $
Ending balance at December 31, 2010: - 102,431 (147)

The Company repurchased and retired 326,000 shares during the nine months ended December 31, 2010.

19
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Total comprehensive income for the three and nine months ended December 31, 2010 and 2009 is summarized below
(in thousands):

Three Months Ended Nine Months Ended
December 31, December 31,
2010 2009 2010 2009

$ $ $ $
Net income 4,522 5,590 16,725 19,930
Net change in unrealized loss on short
term investments (28) - (28) -
Net change in unrealized gain (loss) on
long term investments (11D 32 (11D 32

$ $ $ $
Comprehensive income 4,483 5,622 16,686 19,962
Note 8:

Income Taxes

For the quarters ended December 31, 2010 and 2009, the Company recorded an income tax provision for
approximately $2.5 million and $2.8 million, respectively. The effective tax rate for the quarters ended December 31,
2010 and 2009 was 35.2% and 33.7%, respectively. For the nine months ended December 31, 2010 and 2009, the
Company recorded an income tax provision for approximately $10.0 million and $11.1 million, respectively. The
effective tax rate for the nine months ended December 31, 2010 and 2009 was 37.4% and 35.7%, respectively. The
effective tax rate increase for the three and nine months ended December 31, 2010 was attributed to a one-time
$258,000 tax benefit related to an income tax over-accrual, which was recognized in the quarter ended December 31,
2009, and due to a one-time $280,000 tax adjustment to reconcile the remaining net operating loss carryforward in the
first quarter of fiscal 2011.

Note 9:

Subsequent Event

On January 31, 2011 our Board of Directors declared a quarterly dividend of $0.125 per share. The Board established
a February 11, 2011 record date and a February 25, 2011 payment date. Based on the outstanding share balance as of
January 31, 2011 the Company estimates the dividend payable to be approximately $2.9 million. In January 2011 the
Company purchased approximately 300,000 of its own shares for approximately $4.6 million.
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ITEM 2.

MANAGEMENT S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
OPERATIONS.

Executive Summary

PetMed Express was incorporated in the state of Florida in January 1996. The Company s common stock is traded on

the NASDAQ Global Select Market ( NASDAQ ) under the symbol PETS. The Company began selling pet
medications and other pet health products in September 1996. Presently, the Company s product line includes
approximately 1,200 of the most popular pet medications, health products, and supplies for dogs, cats, and horses. In
March 2010 the Company started offering for sale additional pet supplies on its website, and these items are drop
shipped to customers by third parties.

The Company markets its products through national television, online, and direct mail/print advertising campaigns
which aim to increase the recognition of the 1-800-PetMeds brand name, and PetMeds family of trademarks, increase
traffic on its website at www.1800petmeds.com, acquire new customers, and maximize repeat purchases.
Approximately 72% of all sales were generated via the Internet for the three months ended December 31, 2010,
compared to 70% for the same period ending December 31, 2009. The Company s sales returns average was
approximately 1.3% and 1.4% for the quarters ended on December 31, 2010 and 2009, respectively. The three-month
average retail purchase was approximately $77 per order for the quarter ended December 31, 2010, compared to $78

per order for the quarter ended December 31 2009. The nine-month average retail purchase was approximately $80

per order for both the nine months ended December 31, 2010 and 2009.

Critical Accounting Policies

Our discussion and analysis of our financial condition and the results of our operations are based upon our Condensed
Consolidated Financial Statements and the data used to prepare them. The Company s Condensed Consolidated
Financial Statements have been prepared in accordance with accounting principles generally accepted in the United
States of America. On an ongoing basis we re-evaluate our judgments and estimates including those related to
product returns, bad debts, inventories, long term investments and income taxes. We base our estimates and
judgments on our historical experience, knowledge of current conditions, and our beliefs of what could occur in the
future considering available information. Actual results may differ from these estimates under different assumptions
or conditions. Our estimates are guided by observing the following critical accounting policies.

Revenue recognition
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The Company generates revenue by selling pet medication products and pet supplies mainly to retail consumers. The
Company s policy is to recognize revenue from product sales upon shipment, when the rights of ownership and risk of
loss have passed to the consumer. Outbound shipping and handling fees are included in sales and are billed upon
shipment. Shipping expenses are included in cost of sales. The majority of the Company s sales are paid by credit
cards and the Company usually receives the cash settlement in two to three banking days. Credit card sales minimize
accounts receivable balances relative to sales. The Company maintains an allowance for doubtful accounts for losses
that the Company estimates will arise from customers inability to make required payments, arising from either credit
card charge-backs or insufficient funds checks. The Company determines its estimates of the uncollectibility of
accounts receivable by analyzing historical bad debts and current economic trends. At December 31, 2010 and 2009
the allowance for doubtful accounts was approximately $2,000 and $24,000, respectively.

Valuation of inventory

Inventories consist of prescription and non-prescription pet medications and pet supplies that are available for sale and
are priced at the lower of cost or market value using a weighted average cost method. The Company writes down its
inventory for estimated obsolescence. At December 31, 2010 and 2009, the inventory reserve was approximately
$37,000 and $144,000, respectively.

10
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Advertising

The Company's advertising expenses consist primarily of television advertising, internet marketing, and direct
mail/print advertising. Television advertising costs are expensed as the advertisements are televised. Internet costs
are expensed in the month incurred and direct mail/print costs are expensed when the related catalog, brochures, and
postcards are produced, distributed, or superseded.

Accounting for income taxes

The Company accounts for income taxes under the provisions of SFAS No. 109, Accounting for Income Taxes (ASC
Topic 740), which generally requires the recognition of deferred tax assets and liabilities for the expected future tax
benefits or consequences of events that have been included in the Condensed Consolidated Financial Statements or tax
returns. Under this method, deferred tax assets and liabilities are determined based on differences between the
financial reporting carrying values and the tax bases of assets and liabilities, and are measured by applying enacted tax
rates and laws for the taxable years in which those differences are expected to reverse.

Results of Operations

The following should be read in conjunction with the Company s Condensed Consolidated Financial Statements and
the related notes thereto included elsewhere herein. The following table sets forth, as a percentage of sales, certain
operating data appearing in the Company s Condensed Consolidated Statements of Income:

Three Months Ended Nine Months Ended
December 31, December 31,
2010 2009 2010 2009

Sales 100.0 % 100.0 % 100.0 % 100.0 %
Cost of sales 62.5 61.1 63.2 61.8
Gross profit 37.5 38.9 36.8 38.2
Operating expenses:

General and administrative 11.3 10.2 94 9.2

Advertising 9.8 10.7 12.1 12.1

Depreciation and amortization 0.8 0.7 0.6 0.5
Total operating expenses 21.9 21.6 22.1 21.8
Income from operations 15.6 17.3 14.7 16.4
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Three Months Ended December 31, 2010 Compared With Three Months Ended December 31, 2009, and Nine
Months Ended December 31, 2010 Compared With Nine Months Ended December 31, 2009

Sales decreased by approximately $3.3 million, or 6.7%, to approximately $45.1 million for the quarter ended
December 31, 2010, from approximately $48.4 million for the quarter ended December 31, 2009. For the nine months
ended December 31, 2010, sales decreased by approximately $7.3 million, or 3.9%, to approximately $180.7 million
compared to $188.0 million for the nine months ended December 31, 2009. The decrease in sales for the three and
nine months ended December 31, 2010 was primarily due to decreased new order sales. The decrease in new order
sales may be attributed to an increase in customer acquisition costs, due to a reduction in response rates, as a result of
increased competition and softer demand. The Company acquired approximately 111,000 new customers for the
quarter ended December 31, 2010, compared to approximately 151,000 new customers for the same period the prior
year. For the nine months ended December 31, 2010, the Company acquired approximately 515,000 new customers,
compared to approximately 681,000 new customers for the same period the prior year.

The following chart illustrates sales by various sales classifications:

Three Months Ended December 31,

Sales (In

thousands) 2010 %0 2009 % $ Variance % Variance
$ $ $

Reorder Sales 37,331 82.7% 37,631 77.8% (300) -0.8%

New Order Sales 7,787 17.3% 10,722 22.2% (2,935) -27.4%
$ $ $

Total Net Sales 45,118 100.0% 48,353 100.0% (3,235) -6.7%
$ $ $

Internet Sales 32,395 71.8% 33,611 69.5% (1,216) -3.6%

Contact Center

Sales 12,723 28.2% 14,742 30.5% (2,019) -13.7%
$ $ $

Total Net Sales 45,118 100.0% 48,353 100.0% (3,235) -6.7%

Nine Months Ended December 31,
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Sales (In

thousands) 2010 % 2009 % $ Variance % V ariance
$ $ $

Reorder Sales 142,808 79.0% 137,374 73.1% 5,434 4.0%

New Order Sales 37,924 21.0% 50,595 26.9% (12,671) -25.0%
$ $ $

Total Net Sales 180,732 100.0% 187,969 100.0% (7,237) -3.9%
$ $ $

Internet Sales 128,563 71.1% 127,564 67.9% 999 0.8%

Contact Center

Sales 52,169 28.9% 60,405 32.1% (8,236) -13.6%
$ $ $

Total Net Sales 180,732 100.0% 187,969 100.0% (7,237) -3.9%

Sales may be adversely affected in fiscal 2011 due to increased retail and online competition and the lack of television
remnant space availability at affordable prices. Television advertising has been the Company s predominant marketing
method for several years. Historically, there has been a direct correlation between the amount of television
advertising done by the Company and its sales. Sales may also be affected by consumers giving more consideration to
price and trading down to less expensive retail brands, which we may not carry. In response to these trends, the
Company intends to implement a more aggressive pricing strategy combined with increased advertising while
continuing to expand our product offerings into pet supplies. This more aggressive pricing strategy could result in a
decrease to gross profit margins; however no guarantees can be made that the Company s efforts will be successful, or
that sales will grow in the future.

The majority of our product sales are affected by the seasons, due to the seasonality of mainly heartworm, and flea and
tick medications. For the quarters ended June 30, September 30, December 31, and March 31 of fiscal 2010, the
Company s sales were approximately 33%, 26%, 20%, and 21%, respectively.

12
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Cost of sales

Cost of sales decreased by approximately $1.3 million, or 4.5%, to approximately $28.2 million for the quarter ended
December 31, 2010, from approximately $29.5 million for the quarter ended December 31, 2009. For the nine months
ended December 31, 2010, cost of sales decreased by approximately $1.9 million, or 1.7%, to approximately $114.3
million compared to $116.2 million for the same period in the prior year. The decrease in cost of sales is directly
related to the decrease in sales for the three and nine months ended December 31, 2010. As a percent of sales, the cost
of sales was 62.5% and 61.1% for the three months ended December 31, 2010 and 2009, and 63.2% and 61.8% for the
nine months ended December 31, 2010 and 2009, respectively. The percentage increase can be mainly attributed to
more aggressive sales promotions and increases in our product costs.

Gross profit

Gross profit decreased by approximately $1.9 million, or 10.1%, to approximately $16.9 million for the quarter ended
December 31, 2010, from approximately $18.8 million for the quarter ended December 31, 2009. For the nine months
ended December 31, 2010, gross profit decreased by approximately $5.3 million, or 7.4%, to approximately $66.5
million compared to $71.8 million for the same period in the prior year. Gross profit as a percentage of sales was
37.5% and 38.9% for the three months ended December 31, 2010 and 2009, and 36.8% and 38.2% for the nine months
ended December 31, 2010 and 2009, respectively. The percentage decrease can be mainly attributed to more
aggressive sales promotions and increases in our product costs.

General and administrative expenses

General and administrative expenses increased by approximately $167,000, or 3.4%, to approximately $5.1 million for
the quarter ended December 31, 2010, from approximately $4.9 million for the quarter ended December 31, 2009. For
the nine months ended December 31, 2010, general and administrative expenses decreased by approximately
$182,000, or 1.1%, to approximately $17.0 million compared to general and administrative expenses of approximately
$17.2 million for the nine months ended December 31, 2009. The increase in general and administrative expenses for
the three months ended December 31, 2010 was primarily due to the following: a $186,000 increase in professional
fees, which includes legal, investor relations, and pharmacy fees; a $22,000 increase in property expenses due to
increases in monthly maintenance; a $21,000 increase to payroll expenses due to an increase in stock compensation;
and a $34,000 net increase in other expenses, which includes bad debt expense and bank service fees. Offsetting the
increase was a $43,000 decrease to insurance expense, due to a reduction in premiums, a $28,000 decrease to office
expenses, and a $25,000 net decrease in other expenses, including telephone expense, licenses and fees, and travel
expenses.

The decrease in general and administrative expenses for the nine months ended December 31, 2010 was primarily due
to the following: a $137,000 decrease in insurance expenses, due to a reduction in insurance premiums; a $93,000
decrease to payroll expenses related to a reduction of employees in the customer care, pharmacy, and warehouse

28



Edgar Filing: PETMED EXPRESS INC - Form 10-Q

departments, offset by an increase in stock compensation; a $43,000 decrease in credit card and bank service fees
which is directly attributable to the decrease in sales for the period; a $23,000 decrease to office expenses; and a
$41,000 net decrease in other expenses, including travel expense, telephone expenses, and licenses and fees.
Offsetting the decrease was a $155,000 increase in professional fees, which includes legal, investor relations, and
pharmacy fees.

Advertising expenses

Advertising expenses decreased by approximately $733,000, or 14.2%, to approximately $4.4 million for the quarter
ended December 31, 2010, from approximately $5.2 million for the quarter ended December 31, 2009. For the nine
months ended December 31, 2010, advertising expenses decreased by approximately $942,000, or 4.1%, to
approximately $21.9 million compared to advertising expenses of approximately $22.8 million for the nine months
ended December 31, 2009. The decrease in advertising expenses for the three and nine months ended December 31,
2010 can be attributed to a reduction in television remnant space inventory at prices the Company is willing to pay.
The advertising costs of acquiring a new customer, defined as total advertising costs divided by new customers
acquired, increased to $40 for the quarter ended December 31, 2010, compared to $34 for the quarter ended December
31, 2009, and $42 for the nine months ended December 31, 2010 compared to $33 for the nine months ended
December 31, 2009. Advertising cost of acquiring a new customer can be impacted by the advertising environment,
the effectiveness of our advertising creative, increased advertising spending, and price competition.

13
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Historically, the advertising environment fluctuates due to supply and demand. A more favorable advertising
environment may positively impact future new order sales, whereas a less favorable advertising environment may
negatively impact future new order sales. As a percentage of sales, advertising expense was 9.8% and 10.7% for the
quarters ended December 31, 2010 and 2009, respectively, and 12.1% for both the nine months ended December 30,
2010 and 2009. The decrease in advertising expense as a percentage of total sales for the quarter ended December 31,
2010 can be attributed to decreased sales and increased new customer acquisition costs due to a reduction in response
rates, as a result of increased competition and softer demand. The Company currently anticipates advertising as a
percentage of sales to range from approximately 12.0% to 12.5% for Fiscal 2011. However, the advertising
percentage will fluctuate quarter to quarter due to seasonality and advertising availability. For the fiscal year ended
March 31, 2010, quarterly advertising expenses as a percentage of sales ranged between 10% and 13%.

Depreciation and amortization expenses

Depreciation and amortization expenses increased by approximately $21,000, or 6.3%, to approximately $358,000 for
the quarter ended December 31, 2010, from approximately $337,000 for the quarter ended December 31, 2009.
Depreciation and amortization expenses increased by approximately $41,000, or 4.2%, to approximately $1.0 million
for the nine months ended December 31, 2010, from approximately $982,000 for the nine months ended December
31, 2009.

Other income (expense)

Other income (expense) decreased by approximately $93,000, to an expense balance of approximately $46,000 for the
quarter ended December 31, 2010 from an income balance of approximately $47,000 for the quarter ended December
31, 2009. Other income (expense) decreased by approximately $16,000, to approximately $153,000 for the nine
months ended December 31, 2010 from approximately $169,000 for the nine months ended December 31, 2009. The
decrease to other income (expense) for the quarter and the nine months ended December 31, 2010 can be attributed to
the recognition of a federal tax penalty, which was partially offset by increased interest income. Interest income may
decrease in the future as the Company utilizes its cash balances on its share repurchase plan, with approximately $24.7
million remaining as of December 31, 2010, on any quarterly dividend payment, or on its operating activities.

Provision for income taxes

For the quarters ended December 31, 2010 and 2009, the Company recorded an income tax provision for
approximately $2.5 million and $2.8 million, respectively. The effective tax rate for the quarters ended December 31,
2010 and 2009 was 35.2% and 33.7%, respectively. For the nine months ended December 31, 2010 and 2009, the
Company recorded an income tax provision for approximately $10.0 million and $11.1 million, respectively. The
effective tax rate for the nine months ended December 31, 2010 and 2009 was 37.4% and 35.7%, respectively. The
effective tax rate increase for the three and nine months ended December 31, 2010 was attributed to a one-time
$258,000 tax benefit related to an income tax over-accrual, which was recognized in the quarter ended December 31,
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2009, and due to a one-time $280,000 tax adjustment to reconcile the remaining net operating loss carryforward in the
first quarter of fiscal 2011.

Liquidity and Capital Resources

The Company s working capital at December 31, 2010 and March 31, 2010 was $86.1 million and $79.4 million,
respectively. The $6.7 million increase in working capital was primarily attributable to cash flow generated from
operations. Net cash provided by operating activities was $31.5 million and $28.9 million for the nine months ended
December 31, 2010 and 2009, respectively. Net cash used in investing activities was $10.6 million for the nine
months ended December 31, 2010, compared to net cash provided by investing activities of $1.3 million for the nine
months ended December 31, 2009. This change can be attributed to an increase in the Company s short term
investments during the nine months ended December 31, 2010. Net cash used in financing activities was $12.8
million and $3.7 million for the nine months ended December 31, 2010 and 2009, respectively. This change was
primarily due to the Company paying approximately $7.9 million in dividends for the nine months ended December
31, 2010, and purchasing 326,000 shares of its common stock for approximately $5.2 million during the nine months
of fiscal 2011, compared to the Company paying approximately $4.5 million in dividends and not purchasing any
shares of its common stock during the first nine months of fiscal 2010.
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During the quarter the Board of Directors approved a third share repurchase program of up to $20.0 million, effective
immediately. This program is intended to be implemented through purchases made from time to time, in either the
open market or through private transactions at the Company s discretion, subject to market conditions and other
factors, in accordance with Securities and Exchange Commission requirements. As of December 31, 2010 the
Company had approximately $24.7 million remaining under the Company s share repurchase plan. On January 31,
2011 our Board of Directors declared a $0.125 per share dividend. The Board established a February 11, 2011 record
date and a February 25, 2011 payment date. Depending on future market conditions the Company may utilize its cash
and cash equivalents on the remaining balance of its current share repurchase plan, on quarterly dividends, or on its
operating activities.

The Company had $12.5 million, at par, invested in ARS which were classified as long term investments in our
financial statements as of December 31, 2010. Our ARS investments are not mortgage-backed based but are
municipal-based and the securities underlying the ARS are currently rated AAA, the highest rating available by a
rating agency. Our ARS consist of closed-end fund preferred ARS, whose interest rates are reset, typically every
seven to twenty-eight days. In fiscal 2011, the fair value of investments was based upon a valuation assessment by an
outside third party, conducted in October 2011. As of December 31, 2010, the Company held $12.5 million in ARS,
at par, which were classified as long term investments. The Company recorded an unrealized impairment loss of
$119,000, as of the quarter ended December 31, 2010, within accumulated other comprehensive loss, based upon an
assessment of the fair value of these ARS. The $119,000 impairment was recorded as temporary due to the fact that
the Company has both the ability and intent to hold these securities until anticipated recovery or maturity. However, it
could take until the final maturity or issuer refinancing of the underlying debt for us to realize the recorded value of
our investments in these securities. If the issuers of our ARS are unable to successfully close future auctions or
redeem or refinance the securities and their credit ratings deteriorate, we may in the future be required to record an
additional impairment charge on these investments, or may need to sell these securities on a secondary market.
Although we believe we will be able to liquidate our investments in these securities without any significant loss, the
timing and financial impact of such an outcome is uncertain. Based on our expected cash expenditures, our cash and
cash equivalents balance, and other potential sources of cash, we do not anticipate that the potential lack of liquidity of
these investments in the near term will adversely affect our ability to execute our current business plan.

As of December 31, 2010 the Company had no outstanding lease commitments except for the lease for its 65,300
square foot facility. We are not currently bound by any long or short term agreements for the purchase or lease of
capital expenditures. Any amounts expended for capital expenditures would be the result of an increase in the
capacity needed to adequately provide for any increase in our business. To date, we have paid for all needed additions
to our capital equipment infrastructure from our working capital funds and anticipate this being the case in the future.
Presently, we have approximately $350,000 forecasted for capital expenditures for the remainder of fiscal 2011, which
will be funded through cash from operations. The Company s source of working capital includes cash from operations
and the exercise of stock options. The Company presently has no need for alternative sources of working capital, and
has no commitments or plans to obtain additional capital.

Off-Balance Sheet Arrangements
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The Company had no off-balance sheet arrangements as of December 31, 2010.
Cautionary Statement Regarding Forward-Looking Information

Certain information in this Quarterly Report on Form 10-Q includes 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. You can
identify these forward-looking statements by the words "believes," "intends," "expects," "may," "will," "should,"
"plans," "projects," "contemplates," "intends," "budgets," "predicts," "estimates," "anticipates," or similar expressions.
These statements are based on our beliefs, as well as assumptions we have used based upon information currently
available to us. Because these statements reflect our current views concerning future events, these statements involve
risks, uncertainties, and assumptions. Actual future results may differ significantly from the results discussed in the
forward-looking statements. A reader, whether investing in our common stock or not, should not place undue reliance
on these forward-looking statements, which apply only as of the date of this quarterly report. When used in this
quarterly report on Form 10-Q, "PetMed Express," "1-800-PetMeds," "PetMeds," "PetMed," "PetMeds.com,"
"PetMed.com," "PetMed Express.com," "
subsidiaries.

"non non

nn non nn non

non nn

the Company," "we," "our," and "us" refers to PetMed Express, Inc. and our
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ITEM 3.

QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK.

Market risk generally represents the risk that losses may occur in the value of financial instruments as a result of
movements in interest rates, foreign currency exchange rates, and commodity prices. Our financial instruments
include cash and cash equivalents, short and long term investments, accounts receivable, and accounts payable. The
book values of cash equivalents, short and long term investments, accounts receivable, and accounts payable are
considered to be representative of fair value because of the short maturity of these instruments. Interest rates affect
our return on excess cash and investments. As of December 31, 2010, we had $61.3 million in cash and cash
equivalents, $10.1 million in short term investments and $12.4 million in long term investments. A majority of our
cash and cash equivalents and investments generate interest income based on prevailing interest rates.

A significant change in interest rates would impact the amount of interest income generated from our excess cash and
investments. It would also impact the market value of our investments. Our investments are subject to market risk,
primarily interest rate and credit risk. Our investments are managed by a limited number of outside professional
managers within investment guidelines set by our Board of Directors. Such guidelines include security type, credit
quality, and maturity, and are intended to limit market risk by restricting our investments to high-quality debt
instruments with both short and long term maturities. We do not hold any derivative financial instruments that could
expose us to significant market risk. At December 31, 2010, we had no debt obligations.

ITEM 4.

CONTROLS AND PROCEDURES.

The Company s management, including our Chief Executive Officer and Chief Financial Officer, has conducted an
evaluation of the effectiveness of the design and operation of our disclosure controls and procedures (as defined in
Rule 13a-15 promulgated under the Securities Exchange Act of 1934, as amended) as of the quarter ended December
31, 2010, the end of the period covered by this report (the "Evaluation Date"). Based upon that evaluation, our Chief
Executive Officer and Chief Financial Officer have concluded that our disclosure controls and procedures are
effective such that the information relating to our Company, including our consolidated subsidiaries, required to be
disclosed by the Company in reports that it files or submits under the Exchange Act: (1) is recorded, processed,
summarized, and reported within the time periods specified in the Securities and Exchange Commission rules and
forms, and (2) is accumulated and communicated to our management, including our principal executive officer and
principal financial officer, as appropriate, to allow timely decisions regarding required disclosure. There have been no
significant changes made in our internal controls over financial reporting or in other factors that could significantly
affect, or are reasonably likely to materially affect, our internal controls over financial reporting during the period
covered by this report.

34



Edgar Filing: PETMED EXPRESS INC - Form 10-Q
PART II - OTHER INFORMATION

ITEM 1.

LEGAL PROCEEDINGS.

None.

ITEM 1A.

RISK FACTORS.

Our operations and financial results are subject to various risks and uncertainties that could adversely affect our
business, financial condition, results of operations, and trading price of our common stock. Please refer to our annual
report on Form 10-K for fiscal year 2010 for additional information concerning these and other uncertainties that
could negatively impact the Company.

ITEM 2.

UNREGISTERED SALES OF EQUITY SECURITIES AND USE OF PROCEEDS.

The Company did not make any sales of unregistered securities during the third quarter of fiscal 2011.
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Issuer Purchases of Equity Securities

This table provides information with respect to purchases by the Company of shares of its common stock during the
three months ended December 31, 2010:

Total Number of Approximate
Shares Purchased Dollar Value of
Total Number Average Price as Part of Publicly  Shares That May

of Shares Paid Per Announced Yet Be Purchased
Month / Year Purchased Share Program Under the Program

$ $

October 2010 (October 1, 2010 to

October 31, 2010) - - - 5,738,307
$ $

November 2010 (November 1,

2010 to November 30, 2010) - - - 25,738,307
$ $

December 2010 (December 1,

2010 to December 31, 2010) 66,200 15.27 66,200 24,727,225

ITEM 3.

DEFAULTS UPON SENIOR SECURITIES.

None.

ITEM 4.

SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS.

None.
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ITEM S.

OTHER INFORMATION.

None.

ITEM 6.

EXHIBITS

The following exhibits are filed as part of this report.

31.1
Certification of Principal Executive Officer Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002, promulgated

under the Securities Exchange Act of 1934, as amended (filed herewith to Exhibit 31.1 of the Registrant s Report on
Form 10-Q for the quarter ended December 31, 2010, Commission File No. 000-28827).

31.2
Certification of Principal Financial Officer Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002, promulgated

under the Securities Exchange Act of 1934, as amended (filed herewith to Exhibit 31.2 of the Registrant s Report on
Form 10-Q for the quarter ended December 31, 2010, Commission File No. 000-28827).

32.1

Certification Pursuant to 18 U.S.C. Section 1350, as adopted Pursuant to Section 906 of the Sarbanes-Oxley Act of
2002 (filed herewith to Exhibit 32.1 of the Registrant s Report on Form 10-Q for the quarter ended December 31,
2010, Commission File No. 000-28827).
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SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the Registrant has duly caused this report to be
signed on its behalf by the undersigned thereunto duly authorized.

PETMED EXPRESS, INC.
(The Registrant )

Date: January 31, 2011

By: [s/ Menderes Akdag
Menderes Akdag

Chief Executive Officer and President

(principal executive officer)

By: [s/ Bruce S. Rosenbloom
Bruce S. Rosenbloom

Chief Financial Officer

(principal financial and accounting officer)
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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

PETMED EXPRESS, INC
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FORM 10-Q

FOR THE QUARTER ENDED:

DECEMBER 31, 2010

EXHIBITS
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