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PART I—FINANCIAL INFORMATION
Item 1. Financial Statements
DRUGSTORE.COM, INC.

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

(unaudited)
Three Months Ended
April 3, March 28,
2005 2004

Net sales $ 99,57 $ 84,360

Costs and expense
Cost of sale: 79,33¢ 66,24¢
Fulfillment and order processit 10,28¢ 9,25i
Marketing and sale 6,82( 6,12:
Technology and conte! 2,92¢ 2,32(
General and administratiy 3,72¢ 3,66:
Amortization of intangible asse 801 1,052
Stocl-based compensation ( 84¢ 352
Total costs and expens 104,74t 89,01:
Operating los! (5,179 (4,650
Interest income, ne 17¢ 81
Net loss $ (4,999 $ (4,569
Basic and diluted net loss per sh $ (0.06) $ (0.0€)
Weighted average shares outstanding used to corbpsie and diluted net loss per sh 85,487,76. 74,515,42.

(1) Set forth below are the amounts of stock-baesdpensation that, if recorded by operating fumgtiould be classified in the
Statements of Operations as follo

Fulfillment and order processit $— $ 17
Marketing and sale 14z 60
Technology and contel 4 20
General and administrati 701 25t

Total $84€  $352

See accompanying notes to condensed consolidaiucfal statements.
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DRUGSTORE.COM, INC.

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

April 3, January 2,
2005 2005
(unaudited) (Note 2)
Assets
Current asset:
Cash and cash equivalel $ 15367 $ 15,49
Marketable securitie 42,111 18,72¢
Accounts receivable, net of allowanc 33,43t 35,34+
Inventories 21,11¢ 19,287
Prepaid marketing expens 2,29( 2,29(
Other current asse 3,30¢ 3,02
Total current asse 117,62° 94,167
Fixed assets, ni 13,71¢ 13,62¢
Other intangible assets, r 9,59¢ 10,39¢
Goodwill, net 32,20: 32,20:
Prepaid marketing expenses and o 7,54¢ 8,117
Total asset $ 180,68¢ $ 158,51
Liabilities and Stockholders’ Equity
Current liabilities:
Accounts payabl $ 57,441 $ 57,51
Accrued compensatic 2,83i 3,55¢
Accrued marketing expens 2,79i 2,56
Other current liabilitie 3,95¢ 3,831
Current portion of lon-term debt 2,19¢ 1,15¢
Total current liabilities 69,22¢ 68,63
Deferred income taxe 94t 94t
Long-term debt, less current porti 1,38¢ 1,80
Commitments and contingenci
Stockholder' equity:
Preferred stock, $.0001 par value, 10,000,000 sterthorized, no shares issued and outstal — —
Common stock, $.0001 par value, stated at amouaidisim:

250,000,000 shares authorized; 92,019,771 and 8924 shares issued and outstan: 833,43! 807,14.
Deferred stoc-based compensatic (2,862 (3,599
Other comprehensive lo (35) —
Accumulated defici (721,410 (716,419

Total stockholdel equity 109,12¢ 87,12¢
Total liabilities and stockholde’ equity $ 180,68¢ $ 158,51

See accompanying notes to condensed consolidaiucial statements.
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DRUGSTORE.COM, INC.

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands)
(unaudited)

Operating Activities:
Net loss
Adjustments to reconcile net loss to net cash usegerating activities
Depreciatior
Amortization of marketing and sales agreem:
Amortization of intangible asse
Stocl-based compensatic
Other
Changes in
Accounts receivabl
Inventories
Prepaid marketing expenses and other current ¢
Accounts payable, accrued expenses, and othelitlesh

Net cash used in operating activit

Investing Activities:

Purchases of marketable securi

Sales and maturities of marketable secur
Purchase of fixed asse

Net cash (used in) provided by investing activi

Financing Activities:

Proceeds from exercise of stock options and emplsyeck purchase pl:
Proceeds from private placement financing, nessfiance cos
Borrowings under revolving line of crec

Principal payments on lo-term debi

Net cash provided by financing activiti

Net (decrease) increase in cash and cash equis
Cash and cash equivalents at beginning of pe

Cash and cash equivalents at end of pe

Supplemental Disclosure of Cash Flow Information
Cash paid during the period fao
Interest

See accompanying notes to condensed consolidaiucfal statements.
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Three Months Ended

April 3, March 28,
2005 2004
$ (4,99)  $(4,56%
1,60: 1,71:
572 572
801 1,052
84¢ 352
(34) 24
1,90¢ (2,96))
(1,83)) (99€)
(279 (493
(440) 867
(1,845 (4,447
(30,209 (2,247)
6,82t 7,57%
(1,699 (76€)
(25,077 4,562
22¢ 1,16¢
25,95( —
1,00( —
(381) (184)
26,79¢ 98¢t
(124) 1,10¢
15,49: 7,03t
$ 15,367 $ 8,141
$ 54 $ 24
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DRUGSTORE.COM, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S
(unaudited)

1. Description of the Businest

drugstore.com, inc. is a leading online provideheélth, beauty, vision and pharmacy solutions.sélehealth, beauty, wellness,
personal care, sexual well-being, and pharmacyymtsdhrough our website wivw.drugstore.corand prestige beauty products through
www.beauty.comwhich is also accessible through the drugstone.website. We offer customized nutritional supplabprograms through
our wholly owned subsidiary, Custom Nutrition Sess, Inc. (CNS), through websites locatednatv. DrweilVitaminAdvisor.com
www.zoneprofiler.cormndwww.pritikin@home.comWe sell contact lenses through our wholly owngos&iary International Vision Direct
Corp. and its subsidiaries (collectively, Visiorr&it), through websites locatedvwatw.visiondirect.comwww.lensmart.corand
www.lensquest.comOur customers are located primarily in the Unidtes of America and Canada, but our productaxai#able to
consumers worldwide.

All customer orders are processed through our websr via telephone through our toll-free teleghaombers, 1-800-DRUGSTORE
and 1-800-VISIONDIRECT. We operate two distributimenters, one approximately 290,000 square fodttfaihat provides fulfillment
capabilities for all of our pharmaceutical and mdrarmaceutical orders delivered by mail, and anapproximately 17,000 square foot
facility that fulfills our vision orders deliverday mail. Under the terms of an agreement with RitkCorporation (Rite Aid), customers are
also able to order existing drugstore.com and Riterefill prescriptions for pickup at any Rite Agtore.

2. Basis of Presentation and Principles of Consolidain

The accompanying condensed consolidated finantitdraents have been prepared in conformity witloaciing principles generally
accepted in the United States of America (GAAP) tlredrules and regulations of the Securities anthBrge Commission (SEC). These
condensed consolidated financial statements hase fiepared pursuant to the rules and regulatibtieGEC for interim financial
reporting. These condensed consolidated finantsments are unaudited and, in our opinion, irekiltladjustments, consisting of normal
recurring adjustments and accruals, necessaryffir presentation of the condensed consolidatéahiba sheets, statements of operating
results, and statements of cash flows for the genwesented. Operating results for the periodsepted are not necessarily indicative of the
results that may be expected for the fiscal yedimgnJanuary 1, 2006 or any other interim perioe ttuseasonal and other factors. Certain
information and footnote disclosures normally imgd in financial statements prepared in accordaiitteGAAP have been omitted in
accordance with the rules and regulations of th€.SHe balance sheet at January 2, 2005 has begadiffom audited financial statements
at that date but does not include disclosures reduiy GAAP for complete financial statements. Bhesndensed consolidated financial
statements should be read in conjunction with tiiitad consolidated financial statements and acamyipg notes included in our annual
report on Form 10-K for the fiscal year ended Jayn@a2005.

We operate using a 52/53-week retail calendar yeittr,each of the fiscal quarters in a 52-weekdis@ar representing a 13-week
period. Fiscal year 2005 is a 52-week year andffigear 2004 was a 53-week year, with the fourthrtgu of 2004 representing a 14-week
period.

The accompanying condensed consolidated finantzitdraents include those of drugstore.com, inc.camdsubsidiaries. All material
intercompany transactions and balances have berimaied.
3.  Significant Accounting Policies
Estimates and Assumptions

The preparation of financial statements in conftymiith GAAP requires management to make estimatesassumptions that affect
amounts of assets and liabilities, revenues andresgs, and disclosure of contingent assets antitiggbat the date of the financial
statements. Actual results could differ from thesgémates.
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New Accounting Pronouncements

On December 16, 2004, the Financial Accounting @&ieas Board (FASB) issued Statement of Financiaglofiating Standards (SFAS)
No. 123 (revised 2004Share-Based PaymefiAS 123R), which is a revision of SFAS No. 128¢counting for Stock-Based Compensation
(FAS 123). FAS 123R supersedes Accounting PrinsiBleard Opinion No. 2%ccounting for Stock Issued to Employg&RB 25), and
amends SFAS No. 95tatement of Cash Flow§AS 123R applies to all stock-based compensaténsactions in which a company acquires
services by (a) issuing its stock or other equistiuments, except through arrangements resultimg €émployee stock-ownership plans, or
(b) incurring liabilities that are based on the pamy’s stock price. FAS 123R requires all shareebgmyments to employees, including
grants of employee stock options, to be recognémedn expense in a company'’s financial statemesisdbon their fair values at the date of
grant. On March 29, 2005, the SEC issued Staff Aoting Bulletin No. 107Share-Based Paymer(S8AB 107), which expresses the SEC'’s
views on FAS 123R, including but not limited to &ppg share-based payments to non-employees, vatuatethods, classification of
compensation expense and accounting for incomeftagts. FAS 123R is effective for public compameslater than the beginning of the
fiscal year beginning after June 15, 2005, and vileadopt it effective for the first quarter of 260FAS 123R permits public companies to
adopt its requirements using either the modifieaspective method or the modified-retrospective m@thVe are currently evaluating these
methods and have not yet determined which methodiladopt.

As permitted by FAS 123, we currently account foare-based payments to employees using the imtriadiie method under APB 25.
As a result, we recognize no compensation expensaniployee stock options, except for options grantith an exercise price lower than
the market price on the date of grant. The adopifdPAS 123R’s fair value method will require usrézognize compensation expense for
employee stock options and other share-based pagrnmeamployees, based on their fair market vatuthe date of grant. This will have a
significant impact on our results of operationthaligh it will have no impact on our overall finggosition. The magnitude of the impac
the adoption of FAS 123R cannot be predicted attthie because it will depend on levels of shaetgpayments granted in the future.
However, had we adopted FAS 123R in prior peritiisjmpact of that standard would have approxim#iedmpact of FAS 123 as
described in the disclosure of adjusted net lossl@ss per share set forth in Note 7 of the accayipg condensed consolidated financial
statements $tock-Based Compensatipn

Reclassifications

Certain amounts included in the condensed congelidstatement of cash flows for the three montldeémMarch 28, 2004 have been
reclassified to conform to the current quarter enéation. Reclassifications include a decreaseitohases of marketable securities of $9.5
million and a decrease to sales of marketable gexuof $11.2 million, resulting in a decreasentd cash used in investing activities of $1.7
million. Reclassifications were made to reflectyotiile sale and purchase activity related to mabketsecurities and excludes activity related
to cash equivalents, and changes in reclassifitati@tween cash, cash equivalents and marketahlgtigss. The reclassifications did not
impact our results of operations or financial posit

4. Cash, Cash Equivalents and Marketable Securitie
Cash, cash equivalents and marketable securitiesated of the following as of April 3, 2005 andhdary 2, 2005 (in thousands):

April 3, 2005
Gross Gross
" Unrealized Unrealized !

Amortized Cost Holding Holding Fair Value

Gains Losses (1)
Cash $  11,36¢ $ — $ — $11,36¢
Commercial pape 3,99¢ — — 3,99¢
Cash and cash equivalel 15,36 — — 15,361
Auction rate securitie 35,77¢ — — 35,77t
U.S. government agency obligatic 3,70C — (249 3,67¢
Corporate notes and bon 1,66( — (8 1,652
Private placement bon 1,011 — 3 1,00¢
Marketable securitie 42,14¢ — (35) 42,11
Total cash, cash equivalents and marketable se= $ 57,51 $ — $ (35 $57,47¢
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January 2, 2005

Gross Gross
; Unrealized Unrealized ;

Amortized Cost Holdilnzg Holdilnzg Fair Value

Gains Losses (1)
Cash $  12,49¢ $ — $ — $12,49:
Commercial pape 2,99/ 4 — 2,99¢
Cash and cash equivalel 15,48 4 — 15,49:
Auction rate securitie 9,82t — — 9,82t
U.S. government agency obligatic 6,23¢ 8 (26) 6,221
Corporate notes and bon 1,667 — 5) 1,662
Private placement bon 1,06/ — (44) 1,02C
Marketable securitie 18,79¢ 8 (75) 18,72¢
Total cash, cash equivalents and marketable sies $ 3428 % 12 $ (79 $34,21¢

(1) We evaluated the nature of investments witk fmssitions as of the end of each period preseptadarily our U.S. government agency
obligations and private placement bonds holdingsyell as the duration of the identified impairnge(ll less than 12 months), and the
amounts of the impairments relative to the undedyportfolio, and concluded that such amounts wete'other-than-temporary” as
defined by SFAS No. 11'Accounting for Certain Investments in Debt and BgS8iecurities.

The following table summarizes contractual matesitof our cash equivalents and marketable secuatiof April 3, 2005 (in
thousands):

Amortized Cost Fair Value
Due within one yea $  10,36¢ $10,33¢
Due after one year through three ye — —
Auction rate securities(: 35,77¢ 35,77t

$ 46,14« $46,10¢

(2) Auction rate securities generally reset within @9 slbut have a contractual maturity date in exoésasn years

5. Goodwill and Other Intangible Assets

We test for impairment of goodwill annually duritige fourth quarter or whenever indicators of impent occur. No indicators of
impairment were identified for any of our segmaethising the three months ended April 3, 2005; traesfgoodwill totaling $32.2 million
remained unchanged from our 2004 fiscal year end.

Other intangible assets consist of assets acqinireshnection with agreements between drugstoreamnRite Aid, General Nutrition
Companies, Inc. (GNC), and Amazon.com, Inc. We afsjuired certain other intangible assets in cammeavith our acquisitions of
Beauty.com, Inc., CNS, and Vision Direct, includingde names, domain names, and customer listslefillite-lived intangible assets are
being amortized over their expected useful livesiciv range from two to ten years.

8
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The net other intangible assets balances as of 32005 and January 2, 2005 were as followsh@usands):

Amortization for

Weighted Net Balance a the period endec Net Balance a
Average Year: Gross
Carrying January 2, April 3, April 3,
Useful Life Amount 2005 2005 2005
Vision Direct trade nam indefinite $ 2,70( $ 2,700 $ — $ 2,70
Vision Direct customer bas 3 1,931 744 (159) 59C
Vision Direct vendor agreeme 2 1,43¢ 59¢€ a7z) 424
Vision Direct covenant of ni-compete 2 57t 157 43 114
GNC vendor agreeme 10 12,26¢ 3,341 (18%) 3,16z
Beauty.com trade name and customer | 3 6,31/ — — —
CNS contract and technology ass 4 3,33( 1,997 (209) 1,78¢
Technology license, domain names and a 6 1,567 85¢€ (38) 82C
Total other intangible asse $30,11¢ $ 10,39¢ $ (802) $  9,59¢

Accumulated amortization was $20.5 million as ofiRB, 2005 and $19.7 million as of January 2, 2005

6. Net Loss Per Share

Net loss per share is computed using the weightethge number of shares of common stock outstarie@sgthe number of shares that
are contingently issuable pursuant to contractrah$. Shares associated with stock options andantarare not included in the calculation of
diluted net loss per share as they are antidilutive

The following table sets forth the computation asiz and diluted net loss per share for the peiiudisated:

Three Months Ended

April 3, March 28,
2005 2004

(in thousands, except share and
per share data)

Numerator:

Net loss $ (4,99 $ (4,569
Denominator:

Weighted average shares outstant 85,487,76 77,930,71

Less: weighted average common shares contingessthable pursuant to

contractual term — (3,415,29)

Shares used in computation of basic and dilutedbsstper shar 85,487,76 74,515,42.

Basic and diluted net loss per sh $ (0.0€) $ (0.0€)

At April 3, 2005 and March 28, 2004, there were0B8,961 shares and 15,653,926 shares, respectfalgmmon stock subject to
stock options and 615,000 shares and 500,000 shaspectively, of common stock subject to warrdmés were excluded from the
computation of diluted net loss per share as #féiict was antidilutive. If we had reported netame, the calculation of these per share
amounts would have included the dilutive effecttmfse common stock equivalents using the treasock snethod.

7. Stock-Based Compensation

We account for our employee stock option plan amdeonployee stock purchase plan using the intrivaice method, which follows
the recognition and measurement principles of ABBAZcounting for Stock Issued to Employeasd related Interpretations. The intrinsic
value method of accounting results in stock comaems expense to the extent option exercise paceset below market prices on the date
of grant. Under APB 25, no compensation expensecisgnized when the exercise price of employeesiptions equals the fair value of the
underlying stock on the date of grant. Deferredlsioased compensation is recorded for those situmtivhere the exercise price of an option
was lower than the fair value for financial repogtipurposes of the underlying common stock on #te df grant. Deferred stock-based
compensation is being amortized over the vestimgpg@ef the underlying options using the multiplption approach.

9
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For the three months ended April 3, 2005 and M2&;H2004, we recognized stock-based compensati$b4s,000 and $128,000,
respectively, related to the amortization of defdrstock-based compensation related to stock apiszned with an exercise price lower than
the fair value of the underlying common stock, &id4,000 and $224,000, respectively, related t@ireoptions that were modified for
terminated employees. In addition, for the threeths ended April 3, 2005 and March 28, 2004, wegaized stock-based compensation of
$161,000 and $0 for the issuance of options andamts to non-employees for the performance of sesvi

FAS 123,Accounting for Stock-Based Compensatiarmich was amended by SFAS No. 1A8counting for StocBased Compensatis
— Transition and Disclosurgrequires companies that continue to follow APB@provide disclosures of the impact of applyihg fair
value method of FAS 123. We account for stock iddoenon-employees in accordance with the provisiiFAS 123 and Emerging Issue
Task Force (EITF) Issue No. 96-18;counting for Equity Instruments That Are Issue®ther Than Employees for Acquiring, or in
Conjunction with Selling, Goods or Services.

If the stock-based compensation for our stock oppilan and employee stock purchase plan had béemdreed based on the fair value
method, as promulgated by FAS 123, our net losddvoave been adjusted to the following amountgterthree-month periods ended April
3, 2005 and March 28, 2004:

Three Months Ended

March 28,
April 3,

2005 2004 (1)

(restated)

Net loss, as reporte $(4,999) $(4,569)
Add: Stocl-based compensation, as repol 84¢ 352
Deduct: Total stoc-based compensation determined under fair valueaddtr all award: (2,220) (3,129
Net loss- FAS 123 adjuste $(6,36€) $(7,340)

Basic and diluted net loss per sh- as reporte! $ (0.0¢) $ (0.06)
Basic and diluted net loss per sh- FAS 123 adjuste $ (0.07) $ (0.10

(1) During our preparation of footnotes to the aditkated financial statements for fiscal 2004, ve¢edmined that the calculation of the pro
forma stock-based compensation expense reportest &A®G 123 for the three months ended March 284289 reported, inadvertently
overstated expense relating to modified stock optiwards. Accordingly, the amounts of the pro fostuek-based compensation
expense reported under FAS 123 for the three mamttisd March 28, 2004 presented in the table abasédeen restated, resulting in a
decrease of $300,000 from in the previously regoaimount for 2004. This restatement had no effedwr previously reported
consolidated results of operations or financialditbon.

The fair value of each option grant is estimatedhendate of grant using the Black-Scholes optidcisy model, assuming no expected
dividends. The following weighted average assunmstiwere utilized in arriving at the fair value afch option grant:

Three Months Ended

March 28,
April 3,
2005 2004
Risk-free interest rat 3.€% 2.2%
Expected life 3.2 year 3 year
Volatility 83% 111%

8.  Stockholders Equity

On February 14, 2005, in connection with the penfamce of executive recruiting services, we issoddeidrick & Struggles, Inc. a
warrant to purchase 115,000 shares of our comnuak st $2.36 per share. This warrant expires ity 2008.

On March 2, 2005, we issued 10.0 million sharesusfcommon stock to Ziff Asset Management, L.Pff{din a private placement, for
cash consideration of $26.0 million. Pursuant ®otérms of the stock purchase agreement, Ziff agfest it will not, directly or indirectly,
sell, transfer or otherwise dispose of any of thmon stock purchased for a period of one yearwanedgreed to prepare and file a
registration statement with the SEC for the reséld! the common shares within nine months fromd¢bnsummation of the sale. We expect
to use the proceeds received, net of issuance eststsated at $50,000 and estimated future regmtraosts, for general corporate purposes,
including, but not limited to, investments in maikg initiatives and technology infrastructure ent@ments.

10
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9. Commitments and Contingencie:
Legal Proceedings

Class Action Laddering LitigationOn and after July 6, 2001, eight stockholdersckasion lawsuits were filed in the United States
District Court for the Southern District of New Yomaming drugstore.com as a defendant, along Wwéhuhderwriters and certain of our
present and former officers and directors (theviddial Defendants), in connection with our July 2999 initial public offering and March
15, 2000 secondary offering (together, the Offes)n@he complaints against drugstore.com have beesolidated into a single action and a
Consolidated Amended Complaint, which is now therafive complaint, was filed on April 19, 2002. Tt purports to be a class action
filed on behalf of purchasers of our common stogkirdy the period July 28, 1999 to December 6, 200@eneral, the complaint alleges that
the prospectuses through which we conducted theri@ffs were materially false and misleading folufai to disclose, among other things,
that (i) the underwriters of the Offerings allegedad solicited and received excessive and undisdlcommissions from certain investors in
exchange for which the underwriters allocated ts¢hinvestors material portions of the restrictechiber of shares issued in connection with
the Offerings and (ii) the underwriters allegediyered into agreements with customers whereby idemwriters agreed to allocate
drugstore.com shares to customers in the Offeiimggchange for which customers agreed to purchddiional drugstore.com shares in the
after-market at predetermined prices. The compkmsserts violations of various sections of the 8ges Act of 1933, as amended, and the
Securities Exchange Act of 1934, as amended. Ttenageeks damages in an unspecified amount amd mhef. The action is being
coordinated with approximately 300 other nearlyniiteal actions filed against other companies oirtfeemer officers and directors. On July
15, 2002, we moved to dismiss all claims againstngsthe Individual Defendants. On October 9, 2802 Court dismissed the Individual
Defendants from the case without prejudice basestipalations of dismissal filed by the plaintitiad the Individual Defendants. On
February 19, 2003, the Court denied the motiorigmits the complaint against drugstore.com.

We have approved a settlement agreement and relgtedments, which set forth the terms of a setifigrbetween drugstore.com, the
plaintiff class and the vast majority of the otismuer defendants or, in the case of bankruptiisstreeir directors and officers. Among other
provisions, the settlement agreement provides fetemse of drugstore.com and the Individual Ded@etslfor the conduct alleged in the ac
to be wrongful. We would agree to undertake cemesponsibilities, including agreeing to assign awet assert, or release certain potential
claims we may have against our underwriters. Thiéesgent agreement also provides a guaranteed eego¥ $1 billion to the plaintiffs for
the cases relating to all of the approximately B80ers. To the extent that the underwriter defetsdsettle all of the cases for at least $1
billion, no payment will be required under the isg] settlement agreement. To the extent that tidemwriter defendants settle for less than
$1 billion, the issuers are required to make updifference. We anticipate that any potential ficiahobligation of drugstore.com to the
plaintiffs pursuant to the terms of the settlemagreement and related agreements will be coverexilying insurance, and we have already
satisfied our deductible. We are currently not aafrany material limitations from our insurancerigas on the expected recovery of any
potential financial obligation to the plaintiffsuDcarriers are solvent and we are not aware ofuaggrtainties as to the legal sufficiency o
insurance claim with respect to any recovery byplaintiffs. Therefore, we do not expect that tb#lement will involve any payment by us.
If material limitations on the expected recovernyaaf/ potential financial obligation to the plaifdifrom drugstore.com’s insurance carriers
should arise, drugstore.com’s maximum financiaigatilon to plaintiffs pursuant to the settlementesgnent is less than $3.4 million.

On February 15, 2005, the Court granted prelimirzggroval of the settlement agreement, subjecétminn modifications consistent
with its opinion. The Court ruled that the issuefahdants and the plaintiffs must submit a revisgtiement agreement which provides for a
mutual bar of all contribution claims by the setgliand norsettling parties and does not bar the parties fparsuing other claims. The issu
and plaintiffs have negotiated a revised settleragnéement consistent with the Court’s opinion aredin the process of obtaining approval
from those issuer defendants that are not in batéyu The parties have submitted a revised settiemgreement to the Court. The
underwriter defendants will have until May 16, 2@6%bject to the revised settlement agreementteTiseno assurance that the Court will
grant final approval to the settlement. We are lsabestimate the potential damages that miglavimrded if the settlement were not
approved, we were found liable, there arose a mahtanitation with respect to our insurance coyggaor the amount awarded were to exc
our insurance coverage. Because our liabilitynif,&annot be reasonably estimated, no amountsheem accrued for this matter. An adv
outcome in this matter could have a material advaffect on our financial position and results pé@tions.

Vision Direct — Coastal Contacts Litigatio®n December 11, 2002, plaintiffs Vision Direct, laaid International Vision Direct, Inc.
(together, VDI) filed a complaint in the DistricbGrt against WhenU.com, Inc. and Coastal Contéwts, alleging copyright and trademark
violations based on the defendants’ use of “popagyertisements over VDI's website. VDI also mo¥eda preliminary injunction to stop
defendants’ use of the pop-up advertisements. QGei@ber 20, 2002, the District Court denied VDI'stimio for a preliminary injunction.
WhenU.com and Coastal Contacts subsequently andw@#gs complaint and denied the substantive allieges in the complaint. Coastal
Contacts also asserted certain counterclaims agéidis including a claim that VDI had brought thet@n in bad faith. VDI filed a reply to
Coastal Contacts’ counterclaims on March 12, 2003.
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On February 5, 2004, the District Court granted ¢@é¢quest to adjourn a status conference schedoddeebruary 6, 2004, pending
resolution of the appeals in the 1-800 Contadtgaliton involving VDI, which we settled without amyaterial financial obligation to VDI or
us on June 24, 2004. The appeal in the 1-800 Cizritigation is currently under submission to thé. Court of Appeals for the Second
Circuit. At this time, we are unable to predict thecome of this litigation. No amounts have beetraed for this matter, as our liability, if
any, cannot be reasonably estimated. The ultimatome of this matter could have a material advaffeet on our financial position and
results of operations.

State Sales Tax Claims. early 2002, we received an arbitrary assessmatite from the state of New Jersey for past dabesiue fron
fiscal years 2000 and 2001, based upon its bestast of sales revenue numbers during those perind®cember 2002, we received a
revised assessment from the state of New Jers&0@ and 2001 in the amount of $221,626 in taxs penalties in the amount of $11,081
and interest that continues to accrue. We do noéently collect and do not believe that we are mnegglito collect New Jersey sales tax. In
March 2003, we filed an appeal of the revised assent with the Tax Court of New Jersey, based erfabt that the state of New Jersey is
pursuing its claim specifically against one of cansolidated subsidiaries that is not the retaidintity in that state. The appeal is pending
is in the pre-trial discovery phase. Due to theeutainty of the appeal, no amounts have been reddrdthe accompanying financial
statements with respect to the sales tax allegbeé ttue. If we are unsuccessful in our appealstite of New Jersey may expand its
assessment to include other years for which wadictollect sales tax. No amounts have been acdondllis matter as our liability, if any,
cannot be reasonably estimated. However, the ukimatcome of this matter could result in substdmtix liabilities for our past sales and
have a material adverse affect on our financiaitipmsand results of operations.

Federal Securities ActionOn and after June 25, 2004, several putatives élegons were filed in the United States Dist@ourt for the
Western District of Washington against drugstoma@nd certain of its present and former officersallteged violations of the federal
securities laws. The suits purport to have beewd filn behalf of purchasers of our common stock éetwdanuary 14, 2004 and June 10, 2
The complaints generally allege that the defendanatsde false and misleading statements about ospects for fiscal year 2004 and failed to
disclose, among other things, (i) a negative impaacbur gross margins from the integration of azquasition of Vision Direct and from our
free 3-day shipping promotion, and (ii) a negatimpact on our sales growth arising from canceltatiof certain expired prescriptions. On
October 8, 2004, the Court issued an order coretitigl the individual actions. On November 1, 2064, Court appointed lead plaintiffs and
lead plaintiffs’ counsel. On January 11, 2005, @mmsolidated Amended Complaint was filed by the lelaintiffs. On March 15, 2005, the
defendants moved to dismiss the complaint. No ansdusve been accrued for this matter, as our iigpil any, cannot be reasonably
estimated. The ultimate outcome of this matter @dwalve a material adverse effect on our finanaaltpn and results of operations.

Stockholder Derivative ActionOn August 13, 2004, two stockholder derivativeass were filed by plaintiffs Gerald Rusk and Gger
Zimmer in the Superior Court of the state of Wagton, King County, against certain of our presemt #ormer officers and directors. The
derivative plaintiffs allege breach of fiduciarytduased on the failure to prevent the disclosimkations alleged in the securities complaints.
Plaintiffs also allege abuse of control, gross naisagement, waste of corporate assets, and unjushm®ent. These actions seek damages
from the defendants on behalf of drugstore.com¢cividg a nominal defendant in the actions. Plam#tfege that certain of the defendants
breached their fiduciary duties by selling drugstoom stock while in possession of material pabtic information. On January 21, 2005,
defendants moved to stay proceedings pending fudinaelopments in the federal securities actiornis Tiotion is pending.

Although the stockholder derivative complaints @ seek financial relief directly from drugstoremathe litigation could have
financial consequences for us through, for exanthkeattorneys’ fees we incur and advances to éffiendants and, if appropriate under the
circumstances, indemnification of the defendantsalhounts have been accrued for this matter, akaduility, if any, cannot be reasonably
estimated. An adverse outcome in this matter cbalce a material adverse effect on our financiaitjppsand results of operations.

Other.From time to time, we are subject to other legatpedings and claims in the ordinary course ofrtass. We are not currently
aware of any such legal proceedings or claimswieabelieve will have, individually or in the aggetg, a material adverse effect on our
business prospects, financial condition or opegatasults.
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10. Segment Information

We have four reporting segments: over-the-cour@diQ), mail-order pharmacy, local pick-up pharmaayd vision. The OTC segment
is comprised of the sales and related costs ahgédikealth, beauty, personal care, and wellnessdygts in our websites and customized
nutritional supplement programs through CNS. The&€@&gment also includes the net sales of consignpneducts and wholesale OTC
sales and fulfillment fees generated through ovee@ment with Amazon.com. The mail-order and lodchp segments are comprised of
sales and the related costs of selling pharma@dsitiother than contact lenses, through the drugsmm website for either mail-order
delivery or for pick-up at a local Rite Aid sto@ur vision segment reflects sales and related odsislling contact lenses through Vision
Direct. We manage our business segments basedhtnibction margin results. We define contributioangin as net sales attributable to a
segment, less cost of sales and variable costaplete the segment order (fulfilment and ordercpssing, packaging supplies, credit card
fees, and royalty costs that are variable basezht@s volume). In 2004, we revised our contributimargin definition and calculation
methodology to reflect the benefits of segment dtbirg revenues and the impacts of royalty costsounts previously reported have been
reclassified to reflect these changes.

The information presented below for these segmsnitgormation used by our chief operating decisiaaker in evaluating operating
performance.

Three Months Ended

March 28,
April 3,
2005 2004

Over-the-Counter (OTC):
Net sales (c $44,50¢ $35,46:
Cost of sale: 32,51¢ 25,31
Variable order costs ( 4,71 3,49¢
Contribution margin (b $ 7,27 $ 6,65(
Mail-Order Pharmacy:
Net sales $17,95: $14,50¢
Cost of sale: 15,52 12,21(
Variable order costs ( 1,75(C 1,30¢
Contribution margin (b $ 682 $ 991
Local Pick-Up Pharmacy:
Net sales (d $24,97¢ $21,54¢
Cost of sale: 21,91¢ 19,29/
Variable order costs (i 1,054 94¢€
Contribution margin (b $ 2,00< $ 1,30¢
Vision:
Net sales $12,13¢ $12,85!
Cost of sale: 9,38 9,42
Variable order costs (i 72€ 947
Contribution margin (b $ 2,027 $ 2,47
Consolidated:
Net sales $99,57: $84,36:
Cost of sale: 79,33¢ 66,24¢
Variable order costs ( 8,24 6,69t
Contribution margin (b $11,99( $11,42:

(@) These amounts include all variable costs dilltakent and order processing, including labor, keging supplies, and credit card fees,
and royalty costs that are variable based on salesne. These costs are discernable by businessesggThese amounts exclude
depreciation and fixed overhead costs that arelisoernable by business segm

(b) Contribution margin represents a measure of Wwelleach segment is contributing to our operatjogls. It is calculated as net sales
less the direct cost of these sales and the inerin@ariable) fulfilment and order processingtsoof delivering orders to our



customers and royalty cos

(c) Net sales in our OTC segment include wholesale @&Gales and fulfillment fees generated throughageeement with Amazon.co
totaling $2.5 million for the three months endedihp, 2005 and $2.0 million for the three montimsled March 28, 200-
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(d) Net sales in our local pi-up pharmacy segment include co-payments totalng fillion for the three months ended April 3, 8Gthd
$4.8 million for the three months ended March ZB)4£

Consolidated contribution margin for reportablersegts $11,99( $11,42:
Less:

Fixed fulfillment and order processing | 2,67: 3,151
Marketing and sales ( 6,18t 5,53¢
Technology and contel 2,92¢ 2,32(
General and administrati\ 3,72¢ 3,66:
Amortization of intangible asse 801 1,052
Stocl-based compensatic 84¢ 352
Operating los: $(5,179)  $(4,650

(e) These amounts include all fixed costs of fulfillmand order processing that are not discernablaulsiness segmer
(H These amounts exclude royalty expenses that drediat in variable cost:
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Item 2. Managemen's Discussion and Analysis of Financial Condition drResults of Operation

The following discussion and analysis should bel ieaconjunction with the financial statements aedompanying notes included
elsewhere in this quarterly report and in our ahmefaort on Form 10-K for the fiscal year endedutay 2, 2005.

Special Note Regarding Forward-Looking Statements

This quarterly report on Form 10-Q includes forwblrdking statements within the meaning of the RBV@ecurities Litigation Reform
Act of 1995. All statements other than statemehtssiorical fact, including statements regardingustry prospects and our future financial
and operational performance, made in this quartepprt are forward-looking. Words such as “expéc¢itelieves,” “anticipates,” “targets,”
“intends,” “may,” “will,” “plan,” “continue,” “forecast,” “remains,” “would,” “should,” and similar pressions, are intended to identify
forward-looking statements. Forward-looking statata@re based on current expectations, are noagiess of future performance and
involve assumptions, risks, and uncertainties. &tmal results may differ significantly from thastated or implied in the forward-looking
statements for a variety of reasons, including, mgmthers, effects of changes in the economy, eoasspending, fluctuations in the stock
market, changes affecting the Internet, onlineliegpand advertising, the company’s limited opargthistory, difficulties establishing our
brand and building a critical mass of customens uhpredictability of future revenues and expemasespotential fluctuations in revenues and
operating results, risks related to business coatioins and strategic alliances, possible tax ligdsl relating to the collection of sales tax,
consumer trends, the level of competition, seasiyn#the timing and success of expansion effogsent changes in senior management, risks
related to systems interruptions, possible goventateegulation and the ability to manage a rapgiiywing business. These and other risks
and uncertainties that could cause our actualtesubiffer significantly from management’s exins are described in the following
discussion, in the section entitl&Blusiness — Additional Factors That May Affect @usiness and Future Results Part I, Item 1 of our
annual report on Form 10-K for the fiscal year ehdanuary 2, 2005, filed with the Securities andiaxge Commission, or SEC, on March
18, 2005. A forward-looking statement should notddeed upon as representing our views as of aty der than the date on which we
made the statement. We expressly disclaim anytioireobligation to update any forward-looking staent after the date on which we make
it, except as we otherwise specifically state.

Overview

drugstore.com, inc. is a leading online providehedlth, beauty, wellness, vision and pharmacyystsd We believe that we offer a
better way for consumers to shop for these prodhoctaigh our web stores, including those locatetherinternet atvww.drugstore.com,
www.beauty.com, www.visiondirect.com, www.lense@riandwww.lensquest.coand available toll-free by telephone at 1-800-
DRUGSTORE and 1-800-VISIONDIRECT. We operate priigan the United States and Canada, but our prtdare available to
consumers worldwide.

Fiscal CalendarWe operate on a 52/53-week retail calendar, with emarter in a 52-week fiscal year representiag-aveek period.
Fiscal year 2004 was a 53-week fiscal year, withfturth quarter representing a 14-week periodeReices in the following discussion to
yearly periods are to fiscal years, unless theecdrihdicates otherwise. For exam“2005” refers to the fiscal year ending Januarg2d06.

Business Segments; Growth Strategidfe operate our business in four primary busisegsnents: over-the-counter, or OTC, mail-
order pharmacy, local pickp pharmacy, and vision. The organization of owsifess into these four distinct segments allowshoamagemet
to gain a comprehensive financial view of eachwfley businesses and our business as a wholddltiaa, this segmentation better allows
us to align strategies in operations, marketing@rsfomer care in order to optimize the overalt@muer experience, both within each
segment and across all segments, and to maximixethyr

. Over-the-counter (OTC)Our OTC segment includes all non-prescriptiordpiris sold online or over the telephone through our
web stores avww.drugstore.com, www.beauty.comww.visiondirect.com, www.lensmart.camdwww.lensquest.comand
through our subsidiary Custom Nutrition Services, |or CNS, at ww.DrWeilVitaminAdvisor.com, www.zoneprofiler.cand
www.pritikin@home.comOur OTC segment also includes product revenuedudfilment fees received under our wholesale
OTC fulfillment agreement with Amazon.com, Inc.den which we act as a nonexclusive wholesaler alfifihent provider for
certain OTC products sold through the Health & Beat Care store on the Amazon.com website. We saurc OTC products
from various manufacturers and distributors. Wéelvel that continued growth in this segment will elegh on our ability to offer
customers a superior shopping experience and seimiduding providing a broad selection of basicessity items and hard-to-
find specialty items, that incents customers tarreto our websites and make repeat, replenishraadtimpulse purchases. In
addition, in 2005 we are making additional investisen marketing, including initiatives to increamgareness of our brand, and
will be testing a number of new loyalty and markgtprograms designed to drive l-term customer retention and grow
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. Mail-Order Pharmacy Our mail-order pharmacy segment includes preserigirugs and supplies, other than prescriptiantact
lenses, sold online or over the telephone throbglvtvw.drugstore.corveb store and delivered to customers through oulr ma
order facility. We obtain our prescription inventdhrough Rite Aid Corporation as part of our ongprelationship. We market to
and serve cash-paying and insurance-covered indilscand also serve as an independent, onlind@olfiar low-cost mail-order
prescription services. We are currently a mail-ogatescription drug provider for five pharmacy bfin@anagement companies,
or PBMs, and four third-party benefits companies2005, we continue to focus our marketing efforisestablishing broader
relationships with these PBMs and benefits comsaaiel expanding our services to additional PBMstamekfits companies. We
anticipate that continued growth in this segmetitsubstantially depend on our ability to grow pmeigtion volumes through the:
efforts.

. Local Picl-Up Pharmacy. Our local pick-up pharmacy business segment dedprescription refills sold online or over the
telephone through theww.drugstore.corveb store or thevww.riteaid.comweb store (which is powered by the
www.drugstore.comveb store) and picked up by customers at Rite fices. In this segment, Rite Aid acts as our fufidnt
partner. Our success in this segment depends oabdily to leverage our relationship with Rite Atitough Rite Aid marketing
media, including Rite Aid store receipts, weeklyeRAid advertising circulars and refill reminde

. Vision. The vision segment includes contact lenses sotiigh our wholly owned subsidiary Internationasigh Direct Corp. ar
its subsidiaries, or Vision Direct, through websitecated atvww.visiondirect.com, www.lensmart.camdwww.lensquest.com
We purchase our contact lens inventory directlynfra@rious manufacturers and other distributor20d@5, we intend to focus on a
strategy of balancing customer acquisition with girain order to maximize our profits, rather thacudsing exclusively on grow!

RevenuesWe generate revenue primarily from product sate$ shipping fees. For the three-month period edged 3, 2005, we
reported consolidated total net sales of $99.Ganillwhich reflected a $15.2 million, or 18%, inase over the three-month period ended
March 28, 2004. Our net sales growth was drivea % increase in our total order volume, to 1.lBoniorders, as well as a 3% increas
our average net sales per order, to $77. Our r@gebenefited from strong growth in our flagship Oar@ mail-order pharmacy segments,
which grew by 26% and 24%, respectively, over tret §uarter of 2004, as well as a 16% increaseetrsales in our local pick-up pharmacy
segment. These increases in revenue were paifdigt by a 6% year-over-year decrease in net galesr vision segment.

Expenses Our operating expenses, including cost of gootts, sleclined as a percentage of net sales to 1i6%ke three-month period
ended April 3, 2005, from 106% in the three-morghigd ended March 28, 2004, as a result of drivimage sales volume through our fixed-
cost infrastructure. Marketing, fulfillment and geal and administrative costs all decreased iffitbiequarter of 2005 as a percentage of net
sales, compared to the first quarter of 2004, leté reductions were partially offset by an inaeéasost of goods sold as a percentage ¢
sales.

Net Loss; Cash PositionOur net loss for the three-month period ended|8p2005 increased by 9%, or $425,000, to $5.Mani
compared to $4.6 million for the threeenth period ended March 28, 2004. We ended tkedirarter of 2005 with $57.5 million in cash, c
equivalents and marketable securities, compar&84d million at January 2, 2005. This balancee@fl proceeds of $26.0 million raised
through the sale of 10.0 million shares of our cammtock in a private placement and a $1.0 milidaance under our revolving line of
credit, partially offset by the use of $3.7 milliohcash, cash equivalents and marketable seauptimarily to fund operating activities of
$1.8 million and capital expenditures of $1.7 roitli

Significant Accounting Judgments

The preparation of financial statements in confeymiith accounting principles generally acceptethi@ United States of America
requires estimates and assumptions that affecefiirted amounts of assets and liabilities, revemnel expenses and related disclosures of
contingent assets and liabilities in the consoiddtnancial statements and accompanying notesSH has defined a company’s critical
accounting policies as the ones that are most itapbto the portrayal of the company’s financiahdition and results of operations, and that
require the company to make its most difficult andjective judgments, often as a result of the needake estimates of matters that are
inherently uncertain. Based on this definition, veere identified the significant accounting policéasl judgments addressed below. We also
have other key accounting policies that involveube of estimates, judgments and assumptions tlaignificant to understanding our
results. Additional information about our signifitaccounting policies is included in Note 3 of candensed consolidated financial
statements included in Part | of this quarterlyorepAlthough we believe that our estimates, assiong and judgments are reasonable, they
are based upon information presently availableuélatesults may differ significantly from theseiesttes under different assumptions,
judgments or conditions. In addition, any significananticipated changes in any of our assumptool have a material adverse effect
our business, financial condition and results aragions.
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Revenue Recognition
We recognize revenues in accordance with SEC Stafbunting Bulletin (SAB) No. 104&Revenue Recognition.

Revenues from sales of OTC, mail-order pharmacyvisidn products delivered to customers (net ofipstional discounts,
cancellations, rebates and returns allowanceseaognized when the products are shipped andotidses to the customer. Return
allowances, which reduce product sales by our estirof expected product returns, are estimated)usstorical experience. If our estimate
of return allowances is too high, our revenues béllunderstated; if our estimate of these allowaig&oo low, our revenues will be
overstated. Historically, product returns, andediéhces between our estimates and actual retlaws,rfot been significant.

Revenues from sales of OTC products ordered thrthugmazon.com website and fulfilled by drugstooen are recognized when we
ship the products from our distribution center. éwlting to the criteria outlined in Emerging Issdi@sk Force Issue No. 99-1Reporting
Revenue Gross as a Principal Versus Net as an Aor EITF 99-19, we record fulfillment fees and reues generated by the Amazon.com
agreement in our OTC segment on a gross basis,beeee believe we act as a principal, based ofatitiehat we bear general inventory risk
associated with these sales.

Revenues from sales of prescription products otdendine or by telephone through the drugstore.oah store or the RiteAid.com
web store (which is powered by the drugstore.corn stere) for pick-up at a Rite Aid store, includiogrpayments received and collected on
our behalf by Rite Aid, are recognized when theauer picks up the product. In these circumstaneegjtilize Rite Aid as our fulfillment
partner. According to the criteria outlined in EI98-19, we record revenues in our local pick-uprptery segment on a gross basis, because
we believe we act as a principal, based on thetli@tt among other things, we bear both inventsiyand credit and collection risk
associated with these sales.

For insured prescriptions in both our local pickama mail-order segments, the co-payment and theance reimbursement (which
together make up the amount due to drugstore.constitute the full value of the prescription drades and we receive this entire amount as
cash. We therefore recognize the entire amourdanue when the order is shipped to the custoraent{&il order prescriptions) or picked
by the customer (for local pick-up prescriptions).

Periodically, we provide incentive offers to oustamers to encourage purchases. Such offers indisdeunts on specific current
purchases, or future rebates based upon a pereesitéige current purchase, as well as other offeiscounts, when accepted by our
customers, are treated as a reduction to the gatesof the related transaction and are preseageinet amount in net sales. Rebates are
treated as a reduction to sales price based anagsti redemption rates. Redemption rates are déstimaing our historical experience for
similar offers. Historically, our redemption rategve not differed materially from our estimatesjchtare adjusted quarterly.

Inventories

We value our inventories at the lower of cost (gdime weighted-average cost method) or the cuastithated market value. We
regularly review inventory quantities on hand adgliat our inventories for shrinkage and slow-moyidgmaged and expired inventory,
which is recorded as the difference between theafabe inventory and the estimated market valaseld on management’s assumptions
about future demand for the products we offer aadket conditions. We use a variety of methods tluce the quantity of slow-moving
inventory, including reducing sales prices on oebsgites, negotiating returns to vendors, and l@find inventory through third parties. If ¢
estimates of future product demand or our assumptdsout market conditions are inaccurate, weusitlerstate or overstate the provision
required for excess and obsolete inventory. Histdlyi, inventories have not differed materiallyrfr@ur estimates.

Goodwill and Other Intangible Assets

In accordance with Statement of Financial Accountandards No. 142ccounting for Goodwill and Other Intangiblesr FAS 142,
we do not amortize goodwill but instead test fopainment at least annually. We test for impairnadrthe beginning of the fourth quarter or
whenever indicators of impairment occur. The firlsase of the test screens for impairment. If impairt is determined, the second phase
measures the impairment by comparing the fair vafule applicable reporting unit to its carryingiwe. Fair value is determined using either
a discounted cash flow methodology or methodolaasebl on comparable market prices. If our estimatesvenue growth or future cash
flows prove to be inaccurate, we may have a fuimpairment of goodwill.

We review the carrying values of our amortized kimgd assets, including definite-lived intangilalssets, whenever an indicator of
impairment occurs. When facts and circumstancdsatelthat the carrying values of long-lived assedy be impaired, we perform an
evaluation of recoverability. The determinationndfether impairment exists is based on any excettgeafarrying value over the expected
future cash flows, as estimated through undiscaliodésh flows, excluding interest charges. We meaany
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resulting impairment charge based on the differdrate/een the carrying value of the asset andiitw&ue, as estimated through expected
future discounted cash flows, discounted at aahteturn for an alternate investment.

Legal Proceedings

We are currently involved in various claims andalggroceedings. Periodically, we review the statusach significant matter and
assess our potential financial exposure. If themti! loss from any claim or legal proceedingassidered probable and the amount can be
estimated, we accrue a liability for the estimdtex$. Because of uncertainties related to thestersaticcruals are based only on the best
information available at the time. As additiondbirmation becomes available, we reassess the paltéability related to our pending claims
and litigation and may revise our estimates. Amghsevisions in the estimates of the potentialiliids could have a material impact on our
future results of operations and financial positi®ae Note 9 of the accompanying condensed coasatidinancial statementSpmmitments
and Contingenciesfor a description of our material legal procegdin

Results of Operations

Net Sales
Three Months Ended
April 3, % Change March 28,
2005 2004
($ in thousands)
Net sales $99,57: 18.(% $84,36:
Segmented net sales informati
% of net sales from OT 44.1% 42.1%
% of net sales from mi-order pharmac 18.(% 17.2%
% of net sales from local pi-up pharmac 25.1% 25.5%
% of net sales from visic 12.2% 15.2%

Average net sales per order from O $ 56 25% $ 55
Average net sales per order from r-order pharmac $ 141 9.2% $ 13C
Average net sales per order from local -up pharmac $ 107 5.6% $ 101
Average net sales per order from vis $ 82 5.6% $ 78

Net sales includes gross revenues from sales diupt@nd related shipping fees, net of discoundspravision for sales returns, third-
party reimbursement and other allowances. Net sd$esincludes fulfillment fees and product revefroen our wholesale OTC fulfillment
agreement with Amazon.com, and also includes cansimt services fees earned from our arrangemehnt®éneral Nutrition Companies,
Inc., or GNC, under which we do not take titlehie tnventory and cannot establish pricing. Consigminservice fees are booked on a net
basis and constitute approximately 1% of totalsad¢s in each period presented. Orders are bdlétetcustomer’s credit card or, in the case
of prescriptions covered by insurance, the co-pansebilled to the customes'credit card and the remainder of the prescrigtigce is billec
to a third party. Sales of pharmaceutical produotsered by insurance are recorded as the sum afntiogints received from the customer and
the third party. Sales made to Amazon.com undendwaiesale OTC fulfillment agreement are billecedity to Amazon.com and recorded at
the gross amount received from Amazon.com.

Total net sales increased for the three-month gesraled April 3, 2005, compared to the three-mgettiiod ended March 28, 2004,
primarily as a result of a 14% increase in orddun, to 1.3 million orders from 1.1 million in tiiest quarter of 2004, as well as a 3% year-
over-year increase in average net revenue per,dad$77. Order volume increased in the first qeraof 2005 primarily as a result of strong
growth in our OTC, mail-order pharmacy and locakpip pharmacy segments. The number of customer®idcludes new and repeat
orders made through the drugstore.com websitetendi¢bsites of our subsidiaries, and 84,000 omglemgrated through our wholesale OTC
fulfilment agreement with Amazon.com. Average rextenue per order increased in the first quart@006b as a result of growth in average
net revenue per order in each of our segmentscplatly within our mailerder pharmacy segment, which grew by 9% overiteeduarter ¢
2004, to $141. Compared to the first quarter of20@t sales in our OTC segment increased by $Blidmor 26%, net sales in our mail-
order pharmacy segment increased by $3.5 millio2466, net sales in our local pick-up pharmacy sagrmcreased by $3.4 million, or
16%, and net sales in our vision segment decrdas&@00,000 million, or 6%.

Our net sales in the OTC segment were $44.5 mifbothe three-month period ended April 3, 2005npared to $35.5 million for the
three-month period ended March 28, 2004. This as®en net sales reflects a 23% increase in théauof orders in this segment, to
792,000 compared to 647,000 in the first quartetGfif4, as well as a year-over-year increase inageenet sales per
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order resulting from an increase in the averagebmurof items per order and increased purchaseigbéhpriced items. During the first
quarters of 2005 and 2004, we did not implemenenedtprice changes for our OTC products generally.

Our net sales in the mail-order pharmacy segmerg %&8.0 million for the three-month period endgutiA3, 2005, compared to $14.5
million for the three-month period ended March 2804. This increase in net sales reflects a 13%ease in the number of orders in this
segment, to 127,000 compared to 112,000 in thiedirarter of 2004, as well as a year-over-yeariase in average net sales per order. The
increase in average net sales per order resutteddrlarger proportion of customers purchasing lugpantities of 90 days or more and an
increase of approximately 5% during 2004 in prggimn prices resulting from higher pharmaceutiasts.

Our net sales in the local pick-up pharmacy segwené $25.0 million for the three-month period eshdgril 3, 2005, compared to
$21.5 million for the three-month period ended Me28, 2004. This increase in net sales reflect§% 9ncrease in the number of orders in
this segment, to 234,000 compared to 214,000 ifitstequarter of 2004, as well as a year-over-yrarease in average net sales per order
resulting from increases in the average price pesquiption charged by Rite Aid and the averagebemof prescriptions per order.

Our net sales in the vision segment were $12.Ianifor the three-month period ended April 3, 208&mpared to $12.8 million for the
three-month period ended March 28, 2004. This deserén net sales reflects a 10% decrease in theeruoh orders in this segment, to
148,000 compared to 166,000 in the first quarteQif4, partially offset by a year-over-year inceeasaverage net sales per order resulting
primarily from an increase in the average numbeétenfis per order and increased purchases of higfiezed specialty items.

Customer DataWe obtained just over 300,000 new customers duhiaghree-month period ended April 3, 2005, indreasur total
customer base to approximately 6.3 million custans@mce inception. Orders from repeat customessgEscentage of total orders increased
to 70% for the three-month period ended April 20compared to 68% for the three-month period eémdarch 28, 2004, as a result of an
increase in our trailing 12-month active custormese Wholesale OTC orders are included in the nuoflietal orders but are considered
neither repeat nor new orders for purposes of tatiog repeat orders as a percentage of total srur trailing 12-month active customer
base grew by 21% to 1.9 million in the first quad&2005, compared to 1.6 million in the first giea of 2004, and the trailing 12-month
revenue per active customer grew by $14, or 8%ptoximately $187. Our trailing 12-month activesttumer base and our trailing f#nth
revenue per active customer exclude customersenmhue associated with our wholesale OTC business.

Cost of Sales

Three Months Ended

April 3, % Change March 28,
2005 2004
($ in thousands)
Cost of sale: $79,33¢ 19.¢%  $66,24¢
Percent of net sale 79.7% 78.5%
Segmented cost of sales informati
OTC cost of sales as a % of OTC net s 73.1% 71.4%
Mail-order pharmacy cost of sales as a % of-order pharmacy net sal 86.5% 84.2%
Local pick-up pharmacy cost of sales as a % of local-up pharmacy net sali 87.8% 89.t%
Vision cost of sales as a % of vision net s 77.5% 73.4%

Cost of sales consists primarily of the cost ofdoids sold to our customers, including allowanceshrinkage and damaged, slow-
moving and expired inventory, outbound and inbosimigping costs, and expenses related to promotionahtory included in shipments to
customers. Payments that we receive from vendagsrinection with volume purchase or rebate allowarare netted against cost of sales.

Total cost of sales increased in absolute dollarshfe three-month period ended April 3, 2005, carag to the three-month period
ended March 28, 2004, as a result of growth inrovdlume and net sales. Cost of sales as a pegmpfanet sales increased in the first
quarter of 2005, compared to the first quarter@¥£, primarily as a result of higher per-unit shifgpand promotional costs in our OTC
segment and lower margins in our mail-order phaynzad vision segments, partially offset by higherrgins in our local pick-up pharmacy
segment.
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Cost of sales in our OTC segment increased to $82lidn for the three-month period ended April2B05, compared to $25.3 million
for the three-month period ended March 28, 2004namily as a result of increased order volume. @bsales as a percentage of net sales in
this segment increased in the first quarter of 2@0mpared to the first quarter of 2004, as a tediigher per-unit shipping costs.

Cost of sales in our mail-order pharmacy segmemeased to $15.5 million for the threenth period ended April 3, 2005, compare
$12.2 million for the three-month period ended Me28, 2004, as a result of increased order volumderecreased per-order product costs.
Per-order product costs, and cost of sales ascaipage of net sales, in this segment increastifirst quarter of 2005, compared to the
first quarter of 2004, as a result of our initiaivto grow this segment by providing third-partlfifment services to PBMs and third-party
benefits companies. This strategy focuses on link§il90-day-or-greater order quantities, which gates higher per-order revenue and per-
order costs than 30-day quantity orders and resultsver product margins.

Cost of sales in our local pick-up pharmacy segnremeased to $21.9 million for the threenth period ended April 3, 2005, compe
to $19.3 million for the three-month period endedrbh 28, 2004, as a result of increased order vel@ost of sales as a percentage of net
sales in this segment decreased in the first quaft2005, compared to the first quarter of 20@4aaesult of selling a higher proportion of
higher-margin generic drugs compared to lower-nmabganded drugs, as well as growth in the margigeoferic drugs.

Cost of sales in our vision segment remained fl&9a4 million for the three-month periods endediAp, 2005 and March 28, 2004.
Cost of sales as a percentage of net sales isdhiment increased in the first quarter of 2005,pamed to the first quarter of 2004, as a result
of increased promotional activity, including shipgidiscounts.

Shipping costs, which are included in cost of salestinue to exceed the amount we charge custdimessipping. During the last
week of the first quarter of 2005, we discontineed shipping policy that provided free 3-day shigpon non-prescription orders of $49 or
more. We replaced this shipping policy with a tiepelicy, under which our standard ground shipgaghas increased to $5.99 from $5.49
(or free with non-prescription orders of $49 or mjoand 3-day shipping is provided for a fee of $§& free with non-prescription orders of
$99 or more). In addition, customers who qualifyffee ground shipping (those with non-prescriptioders of $49 or more) can upgrade to
3-day shipping for a $3 fee.

Fulfillment and Order Processing Expenses

Three Months Ended

April 3, % Change March 28,
2005 2004
($ in thousands)
Fulfillment and order processing expen $10,28¢ 11.1%  $ 9,25i
Percentage of net sal 10.2% 11.(%

Fulfillment and order processing expenses inclugenses related to distribution center equipmedtmatkaging supplies, per-unit
fulfillment fees charged by Rite Aid for prescrimtis ordered through the drugstore.com website akég up at a Rite Aid store, bad debt
expenses, credit card processing fees and paymltedated expenses for personnel engaged in minghdulfillment, distribution, and
customer care activities (including warehouse pereband pharmacists engaged in prescription eatiin activities). These expenses also
include rent and depreciation related to equipraentfixtures in our distribution center and calhtes facilities.

Fulfillment and order processing expenses for ltheg-month period ended April 3, 2005 were comprisfe$7.6 million of variable
costs and $2.7 million of fixed costs, compare@@dL million of variable costs and $3.2 millionfofed costs for the three-month period
ended March 28, 2004. Variable fulfilment and argeocessing expenses increased by 24.7% yeary@agrdue to an increase in order
volume, increased per-order labor fulfillment casteur OTC segment and increased per-order lalifirhent and customer care costs in
our mail-order pharmacy segment. Fixed fulfilmant order processing expenses decreased by 15&%wer-year primarily as a result of
a decrease in depreciation expense for assetsdefiseciated during 2004. Fulfillment and ordercgissing expenses as a percentage of net
sales declined in the first quarter of 2005, coragdo the first quarter of 2004, as greater orddumes resulted in improved utilization of
primary distribution center.
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Marketing and Sales Expenses

Three Months Ended

% Change

April 3, March 28,
2005 2004
($ in thousands)
Marketing and sales expen:s $6,82( 11.  $ 6,12
Percentage of net sal 6.8% 7.2%

Marketing and sales expenses include advertisidgrarketing expenses, promotional expendituregagll and related expenses
personnel engaged in marketing and merchandisitigtas. Advertising expenses include various atlsang contracts. In addition,
marketing and sales expense include CNS-relatealtiey of $635,000 for the first quarter of 2005 &589,000 for the first quarter of 2004.

Marketing and sales expenses increased in absidliges for the three-month period ended April 802, compared to the three-month
period ended March 28, 2004, but declined as aepéaige of net sales. The increase in absoluterdeilas primarily due to increased
personnel expenses and approximately $400,000std$ celated to our brand development initiativeariéting and sales dollars per new
customer (including brand development costs) irsgrddo $23 for the first quarter of 2005, compace$i20 in the first quarter of 2004. The
reduction in our marketing and sales expense asceptage of net sales reflects our growing trgili@-month customer base, primarily in
OTC segment, and growth in our annual revenue @areacustomer in all business segments. In additioe reduction as a percentage of net
sales reflects growth in our mail-order pharmaansent, which resulted primarily from our relatioqshwith PBMs and third-party benefits
companies rather than through direct-to-consumeketiag efforts, as well as growth in our wholes@l€C business, under which we do not
incur significant marketing costs.

Technology and Content Expenses

Three Months Ended

% Change

April 3, March 28,
2005 2004
($ in thousands)
Technology and content expen: $2,92¢ 26.2% $ 2,32
Percentage of net sal 2.%% 2.8%

Technology and content expenses consist primafibagroll and related expenses for personnel erdyagmaintaining and making
routine upgrades and enhancements to our websitethair content. Technology and content expenisesirzclude Internet access and
hosting charges, depreciation on hardware andriiEtsires, and our websites’ content and designresqse

Technology and content expenses for the three-npmaribd ended April 3, 2005 increased in absolot&ads but remained relatively
flat as a percentage of net sales, compared tihtbe-month period ended March 28, 2004. The doitaease resulted from an increase in
personnel costs and from depreciation expensetirggiilom the acquisition during 2004 and the fastrter of 2005 of software and
computer equipment related to enhancements toTomnfriastructure.

General and Administrative Expenses

Three Months Ended

% Change

April 3, March 28,
2005 2004
($ in thousands)
General and administrative expen $3,72¢ 1.8% $ 3,66:
Percentage of net sal 3.7% 4.3%

General and administrative expenses consist obfiand related expenses for executive and admartigeé personnel, corporate facil
expenses, professional service expenses, travehegp and other general corporate expenses.

General and administrative expenses for the threettmperiod ended April 3, 2005 increased slightigbsolute dollars but decreased
as a percentage of net sales, compared to thertoath period ended March 28, 2004. The increasdsolute dollars resulted primarily
from a $171,000 increase in personnel costs anednsgs of $110,000 related to our relocation ofcouporate headquarters, partially offset
by lower depreciation expenses related to assetg lidly depreciated in 2004 and a reduction intre
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costs related to our new corporate headquarteesd&brease as a percentage of net sales resulteair fixed corporate infrastructure costs
being spread over more net sales.

Amortization of Intangible Assets

Three Months Ended

April 3,

% Change March 28,
2005 2004
($ in thousands)
Amortization of intangible asse $ 801 (23.%) $ 1,052

Amortization of intangible assets includes the dipation expense associated with assets acquiredninection with our acquisitions
CNS, Acumins, Inc., Vision Direct, and Beauty.cdng,., and assets acquired in connection with oreegents with Rite Aid and GNC, and
other intangible assets, including a technologgrse agreement, domain names and trademarks.

Amortization expense for the three-month periodeeh#pril 3, 2005 decreased compared to the threetimueriod ended March 28,
2004 as a result of the write-down of intangiblseds related to our vision segment, which we resmid the second half of 2004.

Stock-based Compensation

Three Months Ended

April 3,
% Change March 28,
2005 2004
($ in thousands)
Stocl-based compensatic $ 84¢ 140.9% $ 352

We record deferred stock-based compensation inemtimm with stock options granted at below marlatig on the date of grant to our
employees in all operating expense categoriesdéferred stock-based compensation amounts for thms represent the difference
between the exercise price of the options andahesélue of our common stock on the date of grimaddition, we record stock-based
compensation in connection with options and was&gued to non-employees for the performancerefcgs. The deferred stock-based
compensation amounts for these options and warraptesent the fair value of the options or wasaas determined using the Blaskhole:
method. All such amounts are amortized to expemsethe vesting periods of the options and warrgrasted, using the multiple-option
approach.

Stock-based compensation increased for the thregperiod ended April 3, 2005, compared to thedkhmonth period ended March
28, 2004, primarily as a result of an increaseniiodization of stock-based compensation expensegftons issued with an exercise price
below fair value, to $543,000 in the first qua&2005 from $128,000 in the first quarter of 2084d the addition of $161,000 in the first
quarter of 2005 for options and warrants issuawbto-employees. The increase was partially offsed bgcrease in stock-based compensation
related to modifications of terminated employedans, to $144,000 in the first quarter of 2005 fr$&24,000 in the first quarter of 2004.

Interest Income and Expense

Three Months Ended

April 3, o
% Change March 28,
2005 2004
($ in thousands)
Interest income, ne $ 17¢ 121.(% $ 81

Interest income consists of earnings on our casdh) equivalents and marketable securities, antesitexpense consists primarily of
interest associated with capital lease and deligatins. Net interest income increased in the §jtarter of 2005, compared to the first
quarter of 2004, as a result of higher interegtsraind increased cash, cash equivalents and maekségurities balances.

Income Taxes

There was no provision or benefit for income tafoeghe three-month periods ended April 3, 2005 Btadch 28, 2004 due to our
ongoing operating losses.
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Recent Accounting Pronouncements

On December 16, 2004, the Financial Accounting @&eas Board issued Statement of Financial Accogr8itandards No. 123 (revised
2004),Share-Based Paymeimt, FAS 123R, which is a revision of Statement N&8,Accounting for Stock-Based Compensation FAS
123. FAS 123R supersedes Accounting Principlesdblar. 25,Accounting for Stock Issued to EmployeesAPB 25, and amends SFAS
No. 95,Statement of Cash Flow§AS 123R applies to all stock-based compenséatarsactions in which a company acquires serviggap
issuing its stock or other equity instruments, @kt¢kerough arrangements resulting from employeekstavnership plans, or (b) incurring
liabilities that are based on the company’s staitep FAS 123R requires all share-based paymergmpoyees, including grants of
employee stock options, to be recognized as amsepia a company'’s financial statements basedeinfdir values at the date of grant. On
March 29, 2005, the SEC issued SAB No. 18fTare-Based Paymentahich expresses the SEC’s views on FAS 123Rudicl but not
limited to applying share-based payments to nonleyees, valuation methods, classification of congagion expense and accounting for
income tax effects. FAS 123R is effective for paldompanies no later than the beginning of thefigear beginning after June 15, 2005,
we will adopt it effective for the first quarter 2006. FAS 123R permits public companies to adspequirements using either the modified-
prospective method or the modified-retrospectivéhoe. We are currently evaluating these methodshané not yet determined which
method we will adopt.

As permitted by FAS 123, we currently account foare-based payments to employees using the imtriadiie method under APB 25.
As a result, we recognize no compensation expensaniployee stock options, except for options grantith an exercise price lower than
the market price on the date of grant. The adopifdPAS 123R’s fair value method will require usrézognize compensation expense for
employee stock options and other share-based pagrnmeamployees, based on their fair market vatuthe date of grant. This will have a
significant impact on our results of operationthaligh it will have no impact on our overall finggosition. The magnitude of the impac
the adoption of FAS 123R cannot be predicted attthie because it will depend on levels of shaetgpayments granted in the future.
However, had we adopted FAS 123R in prior peritiisjmpact of that standard would have approxim#iedmpact of FAS 123 as
described in the disclosure of adjusted net lossl@ss per share set forth in Note 7 of the accayipg condensed consolidated financial
statements $tock-Based Compensatipn

Liquidity and Capital Resources

We have incurred net losses of $721.4 million sinception. We believe that we will continue tounaet losses for at least the next
year, and possibly longer. From our inception thfoipril 3, 2005, we have financed our operationsarily through the sale of equi
securities, including common and preferred sto@dding net cash proceeds of $411.8 million.

Discussion of Cash Flows

Three Months Ended

April 3, % Change March 28,
2005 2004
($ in thousands)
Cash used in operating activiti $ (1,84%) (58.59% $(4,44)
Cash (used in) provided by investing activit $(25,077) (649.7% $ 4,56:
Cash provided by financing activitir $ 26,79¢ 2,620.00 $ 98t
Net increase (decrease) in cash and cash equis $ (129 (111.9% $ 1,10¢

Net cash used in operating activities for the thremnth periods ended April 3, 2005 and March 28 2200marily reflects net losses &
changes in operating assets and liabilities, grtidfset by non-cash expenses. Net cash usegénading activities decreased in the first
quarter of 2005, compared to the first quarter@¥£, primarily as a result of decreased uses aratlorking capital partially offset by
increased investments in inventories.

Net cash used in investing activities for the thmemnth period ended April 3, 2005 was primarilyibtitable to the purchase of
marketable securities and the acquisition of fiaedets, partially offset by the net proceeds reckikom the sale and maturity of marketable
securities. Net cash provided by investing actsifior the three-month period ended March 28, 2088l primarily attributable to the net
proceeds from the sale and maturity of marketaddersties offset by the purchase of marketabler#gesiand the acquisition of fixed assets.

Net cash provided by financing activities for theeemonth period ended April 3, 2005 was attributabl&26.0 million of net procee!
received from the sale of 10.0 million shares af @mmon stock, cash provided from exercises ofleyee stock options, and borrowings
under our revolving line of credit agreement withaak, partially offset by payments on our debtgailons. Net cash provided by financing
activities for the three-month period ended Mar8hZ004 was attributable to exercises of employeekptions.
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Until required for other purposes, our cash anth eagiivalents are maintained in deposit accountsggitly liquid investments with
remaining maturities of 90 days or less at the tirhpurchase. Our marketable securities, whichuighelcommercial paper, auction rate
securities, corporate notes and government bonegomsidered short-term as they are availabland €urrent operations.

The following table provides information regardiogr balances of cash and cash equivalents and tabl&esecurities at April 3, 2005
and January 2, 2005:

April 3, January 2,
2005 2005

(In thousands)

Cash and cash equivalel $15,36" $15,49:
Marketable securitie 42,11 18,72¢
Total $57,47¢ $34,21¢

Liquidity Sources, Requirements and Contractual @aRequirements and Commitments

Our principal sources of liquidity are our cashsitaquivalents and marketable securities. Histlyioaur principal liquidity
requirements have been to meet our working caaitdlcapital expenditure needs.

Our primary source of cash is sales made throughwvebsites, for which we collect cash from creditccsettlements or insurance
reimbursements. Our primary uses of cash are pseshaf inventory, salaries, marketing expensespgaathead and fixed costs. Any
projections of our future cash needs and cash flm@subject to substantial uncertainty for thsoea discussed in this section and the
section entitled “Additional Factors That May Affé@ur Business and Future Results” in Part |, lfeaf our annual report on Form 10-K for
the year ended January 2, 2005.

In December 2004, we secured additional fundingif&ilicon Valley Bank, or SVB, through a $2.0 nuhi term loan for capital
equipment expenditures and a revolving line of itr@tbwing for borrowings up to $1.0 million thrgh June 30, 2005 and an additional $2.0
million of borrowings thereafter, based on cer@inditions as defined in the agreement. The team &xcrues interest on the outstanding
principal balance at a fixed rate of 5.75% andaggble in 36 equal monthly installments of printipdus accrued interest, beginning on
February 1, 2005 and ending on January 1, 2008f Agril 3, 2005, $1.8 million was outstanding undee term loan and $1.0 million was
outstanding under the revolving line of credit. Time of credit and term loan are collateralizedooy equipment, inventories, and intangible
assets. The agreement contains certain finanoihan-financial covenants with which we were in pliance at April 3, 2005.

On March 2, 2005, we issued 10.0 million sharesusfcommon stock in a private placement, for agagegash consideration of $26.0
million.

As of April 3, 2005, our principal commitments c@tsd of obligations outstanding under capital apdrating leases, our term loan,
and our agreement with WellPoint Health Networks, | as follows (in thousands):

Payment Due by Period

Total <lyear 1-3years 3-5years >5years

($ in thousands)

Capital leases (1 $ 81z $ 551 $ 242 $ 19 $ —
Term loan and revolving line of credit ( 3,00¢ 1,831 1,17¢ — —
Operating leases (. 18,75 2,631 5,272 5,04¢ 5,801
Marketing agreement ( 15C 15C — — —

$22,72¢ $5,16: $6,69: $5,067 $5,801

(1) Capital lease obligations consist primarily of teclogy and operations asse

(2) Term loan and revolving line of credit includes debt obligations with SVE

(3) Operating lease obligations consist of office bt distribution center and call center lea:
(4) Represents total cash payments due to WellF

As of April 3, 2005, we did not have any future erél noncancelable commitments to purchase gopdsruices.
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In addition, we have issued two standby lettersredit, in an aggregate amount of approximatelyt $dillion, which were required as
security deposits in connection with our new cogp@headquarters. To date no portion of eithezrett credit has been utilized, and we do
not anticipate that either letter of credit will deawn upon by our new landlord.

We believe that our sources of cash will be sugfitito fund our operations and anticipated capitpkenditures until we begin
generating positive operating cash flow. However,may need to raise additional funds for stratéigiébility or if, for example, we pursue
business or technology acquisitions. We have irptst and will continue to assess opportunitiesdiming additional funds by selling equity,
equity-related or debt securities, obtaining adddi credit facilities or obtaining other meangin&ncing for strategic reasons or to further
strengthen our financial position. We cannot béaderthat additional financing will be availableus on acceptable terms when required,
all. Furthermore, if we were to raise additionaida through the issuance of securities, such se=sumay have rights, preferences or
privileges senior to those of the rights of our coom stock and our stockholders may experienceiadditdilution.

Management Outlook

For the second quarter of fiscal year 2005, weangeting net sales in the range of $95.0 millm$99.0 million and a net loss in the
range of $6.6 million to $7.9 million.

ltem 3. Quantitative and Qualitative Disclosures About MarkRisk

We have assessed our vulnerability to certain maidles, including interest rate risk associatethvinancial instruments included in
cash and cash equivalents, marketable securiiesuats receivable, accounts payable, term loao)viag line of credit and capital lease
obligations. Due to the short-term nature of tHegestments and our investment policies and proesjuve have determined that the risk
associated with interest rate fluctuations relatetthese financial instruments is not materialgo u

Item 4. Controls and Procedures

We have performed an evaluation under the superviesind with the participation of our managemerdiding our chief executive
officer and chief financial officer, of the effeatiness of our disclosure controls and procedueddfined in Rules 13a-15(e) and 15d-15(e)
under the Securities Exchange Act of 1934, as apterat the Exchange Act). Based on that evaluationmanagement, including our chief
executive officer and chief financial officer, chuded that, as of April 3, 2005, our disclosuretcols and procedures were effective in
ensuring that all material information requirecb®disclosed in reports filed or submitted by udarthe Exchange Act is made known to
them in a timely fashion.

During the quarter ended April 3, 2005, there weyechanges in our internal controls over finan@glorting that have materially
affected, or are reasonably likely to materiallfeef, our internal controls over financial repogtin
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PART II—OTHER INFORMATION

Item 1. Legal Proceeding:

See Note 9 of our condensed consolidated finastaéédments,Commitments and Contingencies—Legal Proceedinggfuded in Par
I, Item 1 of this quarterly report, for a discussf the material legal proceedings to which weaparty.

Item 2. Changes in Securities, Use of Proceeds and IssuarcRases of Equity Securities.

On February 14, 2005, in connection with the penfamce of services, we issued to Heidrick & Struggllec. a warrant to purchase
115,000 shares of our common stock at $2.36 peesfihe issuance of this warrant was exempt fragisteation under the Securities Act of
1933, as amended, as a private offering under@ed{R) of the Securities Act.

On March 2, 2005, we issued 10.0 million sharesusfcommon stock to Ziff Asset Management, L.P doraggregate purchase pric
$26.0 million in cash. The sale of these sharesexampt from registration under the Securities @t private offering to an “accredited
investor” under Section 4(2) of the Securities &wtl Rule 506 of Regulation D under the Securities A

Item 3. Defaults Upon Senior Securitie!

None.

ltem 4. Submission of Matters to a Vote of Security Holde
None.

ltem 5. Other Information.

None.
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Item 6. Exhibits
(a) Exhibits
Exhibit
No. Exhibit Description

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

3.1a Certificate of Designation of Series 1 Preferregc8tof drugstore.com, inc. (incorporated by refeeeto Exhibit 3.1a to
drugstore.com, in’s Quarterly Report on Form -Q for the Quarter Ended July 2, 2000 (SEC File 00£-26137)).

3.2 Amended and Restated Bylaws of drugstore.comdiated April 23, 2003 (incorporated by referenc&xbibit 3.2 to
drugstore.com in’s Annual Report on Form -K/A for the Fiscal Year Ended December 29, 2002G$te No. 00-26137)).

4.1 Warrant issued to Heidrick & Struggles, Inc. on ey 14, 2005 (supersedes warrant filed as ExHilito drugstore.com,
inc.'s Annual Report on Form -K for the fiscal year ended January 2, 20!

31.1 Certification of Dawn G. Lepore, President, ChigkEutive Officer and Chairman of the Board of dtogs.com, inc., pursua
to Section 302 of the Sarba-Oxley Act of 2002

31.2 Certification of Robert A. Barton, Vice Preside@bief Financial Officer and Treasurer of drugstooen, inc., pursuant to
Section 302 of the Sarbar-Oxley Act of 2002

32.1 Certification of Dawn G. Lepore, President, ChigkEutive Officer and Chairman of the Board of dtogs.com, inc., pursua
to 18 U.S.C. Section 1350, as adopted pursuargd¢tdd 906 of the Sarbar-Oxley Act of 2002

32.2 Certification of Robert A. Barton, Vice Preside@hief Financial Officer and Treasurer of drugstcoen, inc., pursuant to 18

U.S.C. Section 1350, as adopted pursuant to Se@fi6rof the Sarban-Oxley Act of 2002
27



Table of Contents

SIGNATURES

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

DRUGSTORE.COM, INC
(Registrant

By: /s/ Robert A. Bartol
Robert A. Bartor
Vice President, Chief Financial Officer and
Treasurer
(Principal Financial and Chief Accounting Office

Date: May 13, 2005
28
Exhibit 4.1

THE SECURITIES REPRESENTED BY THIS CERTIFICATE HAVE BEEN ACQUIRED FOR INVESTMENT. THIS WARRANT
AND THE SECURITIES TO BE ISSUED UPON EXERCISE OF THIS WARRANT HAVE NOT BEEN REGISTERED UNDER
THE SECURITIES ACT OF 1933, AS AMENDED (THE “1933 ACT") OR ANY STATE SECURITIES LAWS. SUCH SECURITIES
MAY NOT BE SOLD OR TRANSFERRED IN THE ABSENCE OF SUCH REGISTRATION OR AN EXEMPTION THEREFROM
UNDER THE 1933 ACT AND ANY APPLICABLE STATE SECURIT IES LAWS.

WARRANT TO PURCHASE 115,000SHARES
OF THE COMMON STOCK OF
drugstore.com inc.

EFFECTIVE DATE: February 14, 2005
EXPIRATION DATE: February 14, 2008

This certifies thaH EIDRICK & S TRUGGLES , | NC . or its transferees or assigns (each individuatig,“tHolder ”) for the agreed upon
value of $1.00 and for other good and valuable icemnation, the receipt and sufficiency of whicthereby acknowledged, shall be entitled to
purchase fron DRUGSTORE.COM INC. , aDelawarecorporation (the ‘Company”), having its principal place of businessl&920
Southeast Eastgate Way, Suite 300, Bellevue, W@59&0maximum ofL15,000fully paid and nonassessable shares of the Company’
Common Stock (‘Common StocK) for cash at a price equal #2.36per share (the Exercise Price’) at any time, or from time to time, up
to and including 5:00 p.m. Pacific time on the Eapion Date, upon the surrender to the Compantg girincipal place of business (or at such
other location as the Company may advise the Hatderiting) of this Warrant properly endorsed, @rifa of Subscription in substantially the
form attached hereto duly filled in and signed aaglapplicable, upon payment in cash or by chetkeohggregate Exercise Price for the
number of shares for which this Warrant is beingreised determined in accordance with the provsstwreof, or the surrender of the righ
acquire the number of shares of Common Stock déterhin accordance with Section 1.2. The ExerciseeRind the number of shares of
Common Stock purchasable hereunder are subjedjustment as provided in Section 3 of this Warrant.

The Warrant is being issued pursuant to the Agre¢imetween the Company and the Holder dated aslwiugry 14, 2005 (the
“Purchase Agreement”). The Holder of this Warrangubject to certain restrictions, and entitledddain rights as set forth in the Purchase
Agreement. This Warrant is referred to as the “\Aat'rin the Purchase Agreement.

This Warrant is subject to the following terms aditions:

1. EXERCISE ; | SSUANCE OFC ERTIFICATES ; P AYMENT FOR S HARES.

1.1 General.This Warrant is exercisable at the option of thieléoof record hereof at any time or from timetitoe, up to the
Expiration Date for all or any part of the sharé€ommon Stock (but not for a fraction of a shave)ich may be purchased hereunder.
This Warrant may be exercised by the holder of ib@reof by tendering to the Company at its



principal office a completed notice of exercisetia form attached hereto as Exhibit A (thidtice of Exercis€). The Company agre:
that the shares of Common Stock purchased undewthirant shall be and are deemed to be issuée tddlder hereof as the record
owner of such shares as of the close of businefiseodiate on which this Warrant, properly endorsed, appropriate payment for such
shares shall have each been delivered to the Congtats principal place of business. Certificdimsthe shares of Common Stock so
purchased, together with any other securities opgnty to which the Holder is entitled upon suchbreise, shall be delivered to the
Holder by the Company at the Company’'s expensemititeasonable time after the rights represengyatiib Warrant have been so
exercised, and in any event, within ten (10) bussréays of such exercise. In case of a purchdss®than all the shares which may be
purchased under this Warrant, the Company shafletdhis Warrant and execute and deliver a new &vawr Warrants of like tenor f
the balance of the shares purchasable under theaki{aurrendered upon such purchase to the Hoktephwithin a reasonable time.
Each stock certificate so delivered shall be irhsdenominations of Common Stock as may be requéstéite Holder hereof and shall
be registered in the name designated by such Holder

1.2 Net Issue ExerciseHolder agrees that it cannot “net issue exercisis’\WVarrant in accordance with the provisions o th
section, except in connection with or following@rganic Change (as defined in Section 3.3 belowjwiNhstanding any provisions
herein to the contrary, if the fair market valueoog share of the Company’s Common Stock is gréladerthe Exercise Price (at the
date of calculation as set forth below), in lielegércising this Warrant for cash, the Holder miggtea “Net Issue Exercise” pursuant to
which it will receive shares equal to the valuedatermined below) of this Warrant (or the portibareof being exercised) by surrender
of this Warrant at the principal office of the Coamy together with the properly endorsed Form ofs8tiption and notice of such
election in which event the Company shall issuthéoHolder a number of shares of Common Stock céeapusing the following
formula:

X=Y(A-B)
A
Where X = the number of shares of Common Stoclets$ued to the Holder

Y = the number of shares of Common Stock purchasatder the Warrant or, if only a
portion of the Warrant is being exercised, theiparbf the Warrant being exercised (at the
date of such exercise)

A = the fair market value of one share of the ConyfmCommon Stock
B = Exercise Price (as adjusted to the date of suelcise).
For purposes of the above calculation, the fairkeiavalue of one share of Common Stock shall berdehed by the Company’s Board of

Directors in good faith, as of the date of exercikthe Warrant; provided, however, that whereehera public market for the Company’s
Common Stock, the fair market value per share $leathe average of the closing prices of the Coryipan

2.



Common Stock quoted on the Nasdaq National Madeesiilar system) or on any exchange on whichGhenmon Stock is listed,
whichever is applicable, over the five (5) tradday period commencing on the trading day immedidt#lowing the day on which the
Warrant is exercised.

2. SHARES TOBE F ULLY P AID ; R ESERVATION OF SHARES . The Company covenants and agrees that all shaf@srfon Stock whic
may be issued upon the exercise of the rights septed by this Warrant will, upon issuance, be duwithorized, validly issued, fully paid and
nonassessable and free from all preemptive righasp shareholder and free of all taxes, liens@ratges with respect to the issue thereof.
The Company further covenants and agrees thangltiie period within which the rights representgdHtis Warrant may be exercised, the
Company will at all times have authorized and resey for the purpose of issue or transfer uponaserof the subscription rights evidenced
by this Warrant, a sufficient number of sharesusharized but unissued Common Stock, or other sgesiand property, when and as
required to provide for the exercise of the rigieisresented by this Warrant. The Company will @ksuch action as may be reasonably
necessary to assure that such shares of Commok r8tyche issued as provided herein without violattbany applicable law or regulation,
or of any requirements of any domestic securitiehiange upon which the Common Stock may be ligtemijided, however, that the
Company shall not be required to effect a registnatinder Federal or State securities laws witpeesto such exercise. The Company will
not take any action which would result in any atijusnt of the Exercise Price (as set forth in Sec8idereof) if the total number of shares of
Common Stock issuable (i) upon exercise of the WHnwould exceed 10% of the total number of shaf&ommon Stock outstanding on
Effective Date or (ii) after such action upon exseof all outstanding warrants, together withsalhres of Common Stock then outstanding
and all shares of Common Stock then issuable upertise of all options and upon the conversionllof@vertible securities and other
equity purchase rights then outstanding, would eddbe total number of shares of Common Stock shwhorized by the Company’s
Articles/Certificate of Incorporation (the “Compa@harter”).

3. ADJUSTMENT OF E XERCISE P RICE AND N UMBER OF SHARES . The Exercise Price and the number of shares puableaapon the
exercise of this Warrant shall be subject to adjesit from time to time upon the occurrence of ¢ertaents described in Sections 3.1 anc
below. Upon each adjustment of the Exercise PtieHolder of this Warrant shall thereafter betidito purchase, at the Exercise Price
resulting from such adjustment, the number of shatgained by multiplying the Exercise Price ireeffimmediately prior to such adjustment
by the number of shares purchasable pursuant hiemetediately prior to such adjustment, and dividihg product thereof by the Exercise
Price resulting from such adjustment.

3.1 Subdivision or Combination of Stockln case the Company shall at any time subdivideutstanding shares of Common
Stock into a greater number of shares, the ExeRiige in effect immediately prior to such subdiwisshall be proportionately reduced,
and conversely, in case the outstanding shareswintn Stock of the Company shall be combined irgmaller number of shares (by
reverse stock split or otherwise), the ExercisedPin effect immediately prior to such combinatgall be proportionately increased.

3.2 Dividends in Common Stock, Other Stock, Propeyt Reclassification If at any time or from time to time the Holders of
Common Stock (or any shares of stock or other



securities at the time receivable upon the exewfisieis Warrant) shall have received or becoméledtto receive, without payment
therefor,

(a) Common Stock or any shares of stock or other sesifivhich are at any time directly or indirectlynwertible into or
exchangeable for Common Stock, or any rights aioaptto subscribe for, purchase or otherwise aeaariy of the foregoing by
way of dividend or other distribution,

(b) any cash paid or payable otherwise than as a c¢aistendd, or

(c) Common Stock or additional stock or other secuwitieproperty (including cash) by way of spinofflisup,
reclassification, combination of shares or simiarporate rearrangement, (other than shares of Gan8tock issued as a stock
split or adjustments in respect of which shall beered by the terms of Section 3.1 above),

then, and in each such case, the Holder heredf spah the exercise of this Warrant, be entitledeceive, in addition to the number of
shares of Common Stock receivable thereupon, atebutipayment of any additional consideration tf@tehe amount of stock and other
securities and property (including cash in the saséerred to in clauses (b) and (c) above) (ctllely, “ Other Property’) which such

Holder would hold on the date of such exercisetl@teen the holder of record of such Common SteaK ¢he date on which holders of
Common Stock received or became entitled to recaied Other Property. Notwithstanding the foregpthg Company may, in lieu of
delivering such Other Property to the Holder, aidjne Exercise Price of the Warrant or the numbiehares of Common Stock to be
delivered upon exercise of the Warrant as the Bo&Rirectors, in its reasonable judgment, deens@piate and equitable, in order to take
into account the value of such Other Property.

3.3 Reorganization, Consolidation, Merger or Salelf any recapitalization or reorganization of theital stock of the Company
other than pursuant to Section 3.2(c) above, orcamgolidation or merger of the Company with anotieeporation, or the sale of all or
substantially all of its assets shall be effecteduich a way that holders of Common Stock shadifiiled to receive stock, securities, or
other assets or property as consideration for botders’ shares of Common Stock (a®rganic Changé€’), then, as a condition of su
Organic Change, lawful and adequate provisiond bleainade by the Company whereby the Holder hesiealf thereafter have the ric
to purchase and receive (in lieu of the shares®flommon Stock of the Company immediately theoegopurchasable and receivable
upon the exercise of the rights represented bywtdsrant) such shares of stock, securities or ailsets or property as may be issue
payable with respect to or in exchange for a nunobeutstanding shares of such Common Stock eguhlkt number of shares of such
stock immediately theretofore purchasable and vabé upon the exercise of the rights represengatliib Warrant. In the event of any
Organic Change, appropriate provision shall be ngdihe Company with respect to the rights andr@stis of the Holder of this
Warrant to the end that the provisions hereof (ditig, without limitation, provisions for adjustinterof the Exercise Price and of the
number of shares purchasable and receivable ugoextrcise of this Warrant) shall thereafter bdiagiple, in relation to any shares of
stock, securities or assets thereafter delivenayptm the exercise hereof. Prior to the consummati@ny such consolidation, merger or
sale, the successor entity (if other than the Cawipaesulting from such consolidation or the cogimm purchasing such assets shall
assume by written instrument reasonably



satisfactory in form and substance to the Holdresated and mailed or delivered to the registereldiét hereof at the last address of
such Holder appearing on the books of the Comphameygpbligation to deliver to such Holder such sharestock, securities or assets as,
in accordance with the foregoing provisions, suchdidr may be entitled to purchase.

3.4 Certain Events.If any change in the outstanding Common Stock efGompany or any other event occurs as to which the
other provisions of this Section 3 are not striethplicable or if strictly applicable would notigiprotect the purchase rights of the
Holder of the Warrant in accordance with such siovis, then the Board of Directors of the Compdraflsnake an adjustment in the
number and class of shares available under theamathe Exercise Price or the application of quavisions, so as to protect such
purchase rights as aforesaid. The adjustment sbaluch as will give the Holder of the Warrant upaarcise for the same aggregate
Exercise Price the total number, class and kirghafes as the Holder would have owned had the Wdyvegen exercised prior to the
event and had the Holder continued to hold sucheshantil after the event requiring adjustment.

3.5 Notices of Change.

(a) Immediately upon any adjustment in the number assbf shares subject to this Warrant and/or oEftezcise Price, the
Company shall give written notice thereof to thdddo, setting forth in reasonable detail and cgrti the calculation of such
adjustment.

(b) The Company shall give written notice to the Holdeleast 10 business days prior to the date ootwthie Company
closes its books or takes a record for determings to receive any dividends or distributions.

(c) The Company shall also give written notice to tledddr at least 30 business days prior to the datghoch an Organic
Change shall take place.

4.1 ssueT ax . The issuance of certificates for shares of ComntonkSupon the exercise of the Warrant shall be nvétteout charge
to the Holder of the Warrant for any issue tax éotthan any applicable income taxes) in respecetigprovided, however, that the Comp.

shall not be required to pay any tax which may d&aple in respect of any transfer involved in #miance and delivery of any certificate in a
name other than that of the then Holder of the Afarbeing exercised.

5. CLosING oF B ooks . The Company will at no time close its transfer toalgainst the transfer of any warrant or of anyeshaf
Common Stock issued or issuable upon the exer€iaeyowarrant in any manner which interferes with timely exercise of this Warrant,
unless otherwise required to do so by law.

6. NoV oTING or D IVIDEND R IGHTS ; L IMITATION OF L 1ABILITY . Nothing contained in this Warrant shall be constras conferring
upon the Holder hereof the right to vote or to @mor to receive notice as a shareholder of theamy or any other matters or any rights
whatsoever as a shareholder of the Company. Ndetids or interest shall be payable or accruedsiper of this Warrant or the interest
represented hereby or the shares purchasable ldereumtil, and only to the extent that, this Watrstmall have been exercised.

5.



No provisions hereof, in the absence of affirmaticéon by the holder to purchase shares of Com@&took, and no mere enumeration he
of the rights or privileges of the holder heredials give rise to any liability of such Holder ftire Exercise Price or as a shareholder of the
Company, whether such liability is asserted byGoenpany or by its creditors.

7. W ARRANTS T RANSFERABLE . Subject to compliance with applicable federal atadessecurities laws and the provisions of Section
(c) below, this Warrant and all rights hereundertaansferable, in whole or in part, without chargéhe holder hereof (except for transfer
taxes), upon surrender of this Warrant properlyoesed. Each taker and holder of this Warrant, kintpor holding the same, consents and
agrees that this Warrant, when endorsed in bldr] be deemed negotiable, and that the holdeiohemhen this Warrant shall have been so
endorsed, may be treated by the Company, at thep@ayis option, and all other persons dealing wiik Warrant as the absolute owner
hereof for any purpose and as the person entileaercise the rights represented by this Waraarty the transfer hereof on the books of the
Company any naotice to the contrary notwithstandimg;until such transfer on such books, the Compaay treat the registered owner her
as the owner for all purposes.

8. RIGHTS AND O BLIGATIONS S URVIVE E XERCISE OF W ARRANT . The rights and obligations of the Company, of thilér of this
Warrant and of the holder of shares of Common Sigsiked upon exercise of this Warrant, shall sertine exercise of this Warrant.

9. FURTHER R EPRESENTATIONS , W ARRANTIES AND C OVENANTS OF THE C OMPANY .

(a) Articles and Bylaws .The Company has made available to Holder true, &ampnd correct copies of the Company Charter
and Bylaws, as amended, through the date hereof.

(b) Due Authority . The execution and delivery by the Company of thari&ht and the performance of all obligations ef th
Company hereunder, including the issuance to Halfltire right to acquire the shares of Common Stbheke been duly authorized by
all necessary corporate action on the part of thve@any, and the Warrant is not inconsistent with@empany Charter or Bylaws and
constitutes a legal, valid and binding agreemenih@fCompany, enforceable in accordance with itage

(c) Consents and Approvals No consent or approval of, giving of notice to,iségtion with, or taking of any other action in
respect of any state, federal or other governmexihlority or agency is required with respect ®dlxecution, delivery and performai
by the Company of its obligations under this Watrrarcept for any filing required by applicable éedl and state securities laws, which
filing will be effective by the time required théne

(d) Issued SecuritiesAll issued and outstanding shares of capital safdcke Company have been duly authorized and walidl
issued and are fully paid and nonassessable. Adtanding shares of capital stock were issuedlirtfumpliance with all federal and
state securities laws.



(e) Exempt Transaction .Subject to the accuracy of the Holders represamtsiin Section 10 hereof, the issuance of the Cammo
Stock upon exercise of this Warrant will constitattansaction exempt from (i) the registratioruisgments of Section 5 of the
Securities Act of 1933, as amended (tH933 Act”), in reliance upon Section 4(2) thereof, andtfig¢ qualification requirements of the
applicable state securities laws.

(f) Compliance with Rule 144 At the written request of the Holder, who propogesell Common Stock issuable upon the
exercise of the Warrant in compliance with Rule pddmulgated by the Securities and Exchange Conwnisthe Company shall
furnish to the Holder, within thirty (30) days afteceipt of such request, a written statementiooirig the Company compliance wit
the filing requirements of the Securities and ExgeCommission as set forth in such Rule, as sudd iRay be amended from time to
time.

10. REPRESENTATIONS AND C OVENANTS OF THE H OLDER .

This Warrant has been entered into by the Compamgliance upon the following representations amgeoants of the Holder:

(@) Investment Purpose The Warrant and the Common Stock issuable uporciseeof the Warrant will be acquired for
investment and not with a view to the sale or itistion of any part thereof, and the Holder hapresent intention of selling or
engaging in any public distribution of the sameept@ursuant to a registration or exemption purstathe 1933 Act.

(b) Private Issue .The Holder understands (i) that the Warrant andCii@mon Stock issuable upon exercise of this Waisamo
registered under the 1933 Act or qualified undgiliapble state securities laws on the ground theigsuance contemplated by this
Warrant will be exempt from the registration anaiifications requirements thereof pursuant to ecti(2) of the 1933 Act and any
applicable state securities laws, and (ii) thatGoenpany’s reliance on such exemption is predicatethe representations set forth in
this Section 10.

(c) Disposition or Transfer of Holders Rights In no event will the Holder make a disposition @fotherwise transfer, the
Warrant or the Common Stock issuable upon exedfitiee Warrant unless and until (i) it shall hawtified the Company of the
proposed disposition, and (ii) if requested by@wnpany, it shall have furnished the Company witloginion of counsel (which
counsel may either be inside or outside counsiiled-older) satisfactory to the Company and itsnselto the effect that (A)
appropriate action necessary for compliance wighlt®33 Act has been taken, or (B) an exemption tlaregistration requirements of
the 1933 Act is available. Notwithstanding the fmimg, the restrictions imposed upon the transfétgbf any of its rights to acquire
Common Stock or Common Stock issuable on the eseeafisuch rights do not apply to transfers fromtibneficial owner of any of tl
aforementioned securities to its nominee or froehsuominee to its beneficial owner, and shall teate as to any particular share of
Common Stock when (1) such security shall have leffetively registered under the 1933 Act and sildhe holder thereof in
accordance with such registration or (2) such sgcsinall have been sold without registration imgaiance with Rule 144 under the
1933 Act, or (3) a letter shall have been issuetiédHolder at its request by

7.



the staff of the Securities and Exchange Commissianruling shall have been issued to the Holtlés aequest by such Commission
stating that no action shall be recommended by stafhor taken by such Commission, as the casebaaif such security is transfert
without registration under the 1933 Act in accomawith the conditions set forth in such letterding and such letter or ruling
specifies that no subsequent restrictions on tearsse required. Whenever the restrictions impdsedunder shall terminate, as
hereinabove provided, the Holder or holder of aeloh Common Stock then outstanding as to whiclh sastrictions have terminated
shall be entitled to receive from the Company, withexpense to such holder, one or more new aatifs for the Warrant or for such
shares of Common Stock not bearing any restrid¢éigend.

(d) Financial Risk . The Holder has such knowledge and experience améiial and business matters as to be capable bfative
the merits and risks of its investment, and hasabiikity to bear the economic risks of its invesitie

(e) Risk of No Registration .The Holder understands that if the Company doesagister with the Securities and Exchange
Commission pursuant to Section 12 of the 1933 érfile reports pursuant to Section 15(d), of tee8ities Exchange Act of 1934 (1
“ 1934 Act”), or if a registration statement covering thews@es under the 1933 Act is not in effect whedesires to sell (i) the
Warrant, or (ii) the Common Stock issuable uporr@ge of the Warrant, it may be required to holdrssecurities for an indefinite
period. The Holder also understands that any daleedNarrant or the Common Stock issuable upomoise of the Warrant which
might be made by it in reliance upon Rule 144 urider1933 Act may be made only in accordance vaghtérms and conditions of that
Rule.

(f) Accredited Investor. Holder is an “accredited investot within the meaning of Rule 501 of Regulation Dden the 1933 Act,
as presently in effect.

11. M opiFicaTION AND W AIVER . This Warrant and any provision hereof may be chdngaived, discharged or terminated only by an
instrument in writing signed by the party againiah enforcement of the same is sought.

12. Norices . Any notice, request or other document requiredesnyitted to be given or delivered to the holdeebéor the Company
shall be delivered or shall be sent by an estaddisivernight service provider (e.g., Federal Exg)rax registered or certified mail, postage
prepaid, to each such holder at its address asrshowhe books of the Company or to the Compaitlyeatddress indicated therefor in the
first paragraph of this Warrant or such other aslias either may from time to time provide to tthepin accordance with this Section.

13. BINDING E FFECT ON SuccEssoRs. This Warrant shall be binding upon any corporatiaoceeding the Company by merger,
consolidation or acquisition of all or substantiall of the Company’s assets. All of the obligasaf the Company relating to the Common
Stock issuable upon the exercise of this Warraalf shirvive the exercise and termination of thisrk&at. All of the covenants and agreem
of the Company shall inure to the benefit of thecessors and assigns of the holder hereof.

14. DescRIPTIVE H EADINGS AND G OVERNING L Aw . The description headings of the several sectiodgpanagraphs of this Warrant
are inserted for convenience only and do not



constitute a part of this Warrant. This Warrantlidbea construed and enforced in accordance witll,tha rights of the parties shall be
governed by, the laws of tt&tate of Washingtomyithout giving effect to principles of conflicts tdws.

15. L osT W ARRANTS . The Company represents and warrants to the Hokteohthat upon receipt of evidence reasonablgfsatory
to the Company of the loss, theft, destructiomnatilation of this Warrant and, in the case of angh loss, theft or destruction, upon receipt
of an indemnity reasonably satisfactory to the Camyp or in the case of any such mutilation upomesuter and cancellation of such Warr:
the Company, at its expense, will make and debveew Warrant, of like tenor, in lieu of the lostiplen, destroyed or mutilated Warrant.

16. FrRACTIONAL SHARES . No fractional shares shall be issued upon exedfitieis Warrant. The Company shall, in lieu of isguany
fractional share, pay the holder entitled to suelstfon a sum in cash equal to such fraction mligtipby the then effective Exercise Price.

9.



| NW ITNESS W HEREOF , the Company has caused this Warrant to be dulyws@dy its officers, thereunto duly authorized.

DRUGSTORE . COM INC .
aDelawarecorporatior

By: /s/ Dawn Leport

Name Dawn G. Lepore
Title: Chief Executive Office

ATTEST:

/s/ Alesia Pinne
Secretary

ACCEPTED AND AGREED:

H EIDRICK & S TRUGGLES, | NC..
aDelawarecorporatior

By: /s/ Eileen Kamericl
Name Eileen Kamerick
Title: Chief Financial Officel




EXHIBIT A
NOTICE OF EXERCISE
Date: , 200

drugstore.com inc.
13920 Southeast Eastgate Way, Suite 300
Bellevue, WA 98005

Attn: President

Ladies and Gentlemen:
O The undersigned hereby elects to exercise the atassued to it by drugstore.com inc. (th€dmpany’) and dated

, (the" Warrant”) and to purchase thereunder shares of the Common Stock of the
Company (the ‘Shares”) at a purchase price of Dollars ($ ) per Share
or an aggregate purchase price of Dollars ($ ) (tExércise Price’). Pursuant to
the terms of the Warrant the undersigned has delivtne Exercise Price herewith in full in cashbyrcertified check or wire transfe
O The undersigned hereby elects to convert percent ( %) of the value of the Warrant into shares of

Common Stock, pursuant to the net exercise pravésid Section 1.2 of the Warra

The undersigned represents that is acquiring therian Stock for its own account, to hold for investiyp and the undersigned will not make
any sale, transfer or other disposition of the Camr8tock in violation of the Securities Act of 1938 amended (the “Securities Act”), or in
violation of any applicable state securities law.

The undersigned has been advised that the Comnogk Bas not been registered under the SecuritiesrAgtate securities laws on the
ground that this transaction is exempt from regtgin, and that reliance by the Company on suchekens is predicated in part on the
undersigned’s representations set forth in thisgdeatf Exercise.

The undersigned has been informed that under tberiles Act, the Common Stock must be held ind&fly unless it is subsequently
registered under the Act or unless an exemptiom Sach registration is available with respect tp proposed transfer or disposition by the
undersigned of the Common Stock.

Please issue a certificate or certificates reptesgraid shares of Common Stock in the name ofitttersigned or in such other name as is
specified below:

Name:




Address

Very truly yours,

By:

Title:

Exhibit 31.1
CERTIFICATIONS

I, Dawn G. Lepore, certify that:
1. | have reviewed this quarterly report on Forn-Q of the registrant, drugstore.com, ir

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

3. Based on my knowledge, the financial statemandsother financial information included in thipogt fairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amdtf@ periods presented in this quarterly
report;

4.  The registrant’s other certifying officer andre responsible for establishing and maintainisgldsure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&)1%nd internal control over financial reportirag defined in Exchange Act Rules
13e15(f) and 15-15(f)) for the registrant and hav

a) Designed such disclosure controls and procedaresused such disclosure controls and procedoifes designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhgibsidiaries, is made known to
us by others within those entities, particularlyidg the period in which this report is being pregzh

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

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

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

5. The registrant’s other certifying officer anddve disclosed, based on our most recent evaluatiorernal control over financial
reporting, to the registre’s auditors and the audit committee of the regit’'s board of director:

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

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

May 13, 2005

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

Exhibit 31.2
CERTIFICATIONS

I, Robert A. Barton, certify that:
1. I have reviewed this quarterly report on Forn-Q of the registrant, drugstore.com, ir
2. Based on my knowledge, this report does notatoriny untrue statement of a material fact or donéttate a material fact necessary to



make the statements made, in light of the circuntgts.under which such statements were made, nigadisg with respect to the
period covered by this quarterly repc
3. Based on my knowledge, the financial statemamntsother financial information included in thipogt fairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amdtf@ periods presented in this quarterly
report;
4.  The registrant’s other certifying officer andre responsible for establishing and maintainisgldsure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&))%nd internal control over financial reportirag @efined in Exchange Act Rules
13e&15(f) and 15-15(f)) for the registrant and ha
a) Designed such disclosure controls and procedaresused such disclosure controls and procedoifes designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidh&ubsidiaries, is made known to
us by others within those entities, particularlyidg the period in which this report is being pneszh

b) Designed such internal control over financial réipgr, or caused such internal control over finahagorting to be designed un
our supervision, to provide reasonable assuramzgdeng the reliability of financial reporting attie preparation of financial
statements for external purposes in accordancegeitlerally accepted financial principl

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

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

5.  The registrant’s other certifying officer antdve disclosed, based on our most recent evaluatioernal control over financial
reporting, to the registre’s auditors and the audit committee of the regit's board of directors
a) All significant deficiencies and material weakses in the design or operation of internal cordvelr financial reporting which are

reasonably likely to adversely affect the regid’s ability to record, process, summarize and refpanhcial information; an
b)  Any fraud, whether or not material, that invawaanagement or other employees who have a sigmiffole in the registrant’s
internal control over financial reportin

May 13, 2005

/s/ Robert A. Bartol
Vice President, Chief Financial Officer and Treas!

Exhibit 32.1

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

In connection with the Quarterly Report of drugstoom, inc. (the “Company”) for the period endingrih3, 2005, as filed with the
Securities and Exchange Commission on the dat@h@he “Report”), I, Dawn G. Lepore, President,i€hexecutive Officer and Chairman
of the Board of the Company, certify, pursuant8dULS.C. § 1350, as adopted pursuant to § 906ecE#rbanes-Oxley Act of 2002, that:

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

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

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

May 13, 2005

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

Exhibit 32.2

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



In connection with the Quarterly Report of drugstoom, inc. (the “Company”) for the period endingrih3, 2005, as filed with the
Securities and Exchange Commission on the date@h@he “Report”),l, Robert A. Barton, Vice President, and Chief Iricial Officer, of the
Company, certify, pursuant to 18 U.S.C. § 135Gdpted pursuant to 8 906 of the Sarbanes-Oxley®2002, that:

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

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

/s/ Robert A. Bartol
Vice President, Chief Financial Officer and Treas!

May 13, 2005

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