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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-Q

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

For the quarterly period ended April 2, 2006
or
O TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934

For the transition period from to

Commission File Number 000-26137

drugstore.com, inc.

(Exact name of registrant as specified in its chaer)

Delaware 04-341625E
(State or other jurisdiction of (IRS Employer
incorporation or organization) Identification No.)

411 108" Avenue NE, Suite 1400, Bellevue, Washington 98004

(Address of principal executive offices including ip code)

(425) 372-3200

(Registrant’s telephone number, including area code

Indicate by check mark whether the registranthés filed all reports required to be filed by Sexti3 or 15(d) of the Securities
Exchange Act of 1934 during the preceding 12 mofah$or such shorter period that the registrans wemjuired to file such reports), and
(2) has been subject to such filing requirementstfe past 90 days. Ye&¥ No O

Indicate by check mark whether the registrantlarge accelerated filer, an accelerated filer, noa-accelerated filer. See definition of
“accelerated filer and large accelerated filerRinle 12b-2 of the Exchange Act.

Large accelerated file] Accelerated filefx] Non-accelerated fildrl
Indicate by check mark whether the registrantshell company (as defined in Rule 12b-2 of the Exgfe Act).
Yes O No
As of May 1, 2006, the registrant had 93,024,05Fah of common stock outstanding.
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PART I—FINANCIAL INFORMATION

Item 1. Financial Statements
DRUGSTORE.COM, INC.
CONSOLIDATED STATEMENTS OF OPERATIONS
(in thousands, except share and per share data)
(unaudited)
Net sales
Costs and expense
Cost of sale:

Fulfillment and order processit
Marketing and sale
Technology and conte!
General and administratiy
Amortization of intangible asse

Total costs and expens
Operating los!
Interest income, ne
Net loss
Basic and diluted net loss per sh
Weighted average shares outstanding used to corbpsie and diluted net loss per sh

See accompanying notes to consolidated finanassients.

3

Three Months Ended

April 2,
2006

$ 104,10¢

81,88¢
10,17"
8,971

3,942

4,29¢

53C
109,80¢
(5,700

407

$ (5299
$ 0.06)
92,969,65

April 3,
2005

$ 99,57¢

79,33¢
10,28t
6,96:

2,93.

4,42¢

801

__ 10474
(5,179

17¢

$ (4,999

$  (0.06
85,487,76
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DRUGSTORE.COM, INC.

CONSOLIDATED BALANCE SHEETS
(in thousands, except share data)

April 2, January 1,
2006 2006
(Unaudited)
Assets
Current asset:
Cash and cash equivalel $ 18,35: $ 20,29
Marketable securitie 23,56t 26,17:
Accounts receivable, net of allowanc 35,12¢ 34,21
Inventories 19,68 23,46¢
Prepaid marketing expens 2,29( 2,38
Other current asse 2,491 2,58t
Total current asse 101,51¢ 109,11!
Fixed assets, ni 15,96¢ 15,83¢
Other intangible assets, r 6,897 7,421
Goodwill 32,20: 32,20:
Prepaid marketing expenses and o 5,40¢ 5,98(
Total asset $161,98¢ $170,56:
Liabilities and Stockholders’ Equity
Current liabilities:
Accounts payabl $ 54,12¢ $ 58,17
Accrued compensatic 3,13( 3,42¢
Accrued marketing expens 3,181 3,38
Other current liabilitie: 1,48 1,751
Current portion of lon-term debt obligation 2,08¢ 2,02¢
Total current liabilities 64,00¢ 68,76¢
Long-term debt obligations, less current port 2,27¢ 2,68¢
Deferred income taxe 94t 94t
Other lon¢-term liabilities 1,82¢ 1,89
Commitments and contingenci
Stockholder' equity:
Preferred stock, $.0001 par value, 10,000,000 stearthorized, no shares issued and outstal — —
Common stock, $.0001 par value, stated at amowdsip: 250,000,000 shares authorized, 93,010,886 a
92,904,652 shares issued and outstan 835,54: 833,58t
Accumulated other comprehensive | (8) (3)
Accumulated defici (742,608 (737,31
Total stockholder equity 92,925 96,27
Total liabilities and stockholde’ equity $161,98¢ $170,56:

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

CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands)

(unaudited)
Three Months Ended
April 2, April 3,
2006 2005
Operating Activities:
Net loss $ (5,297 $ (4,999
Adjustments to reconcile net loss to net cash usegerating activities
Depreciatior 1,45¢ 1,60:
Amortization of marketing and sales agreem: 572 572
Amortization of intangible asse 53C 801
Stocl-based compensatic 1,702 84¢
Other 4 (34
Changes in
Accounts receivabl (919 1,90¢
Inventories 3,781 (1,832
Prepaid marketing expenses and other current ¢ 18¢ (279)
Accounts payable, accrued expenses, and othelitlesh (4,88€) (440
Net cash used in operating activit (2,856 (1,845
Investing Activities:
Purchases of marketable securi (10,879 (30,209
Sales and maturities of marketable secur 13,47t 6,82
Purchases of fixed asst (1,35 (1,699
Net cash provided by (used in) investing activi 1,25] (25,077
Financing Activities:
Proceeds from exercise of stock options and emplsyeck purchase pl: 251 22¢
Proceeds from private placement financing, nessfiance cos — 25,95(
Proceeds from term loan, line of credit and aseanhtings — 1,00
Principal payments on capital lease and term |ddigations (585) (381)
Net cash provided by (used in) financing activi (339 26,79¢
Net decrease in cash and cash equiva (1,939 (1249)
Cash and cash equivalents at beginning of p¢ 20,29: 15,49:
Cash and cash equivalents at end of pe $ 18,35 §$15,36]
Supplemental Cash Flow Information:
Equipment acquired in capital lease agreem $ 23 $§ —
Cash paid during the period for inter $ %5 $ 54

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

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(unaudited)

1. Description of the Busines:

drugstore.com, inc. is a leading online providehedlth, beauty, vision and pharmacy products. Y& bealth, beauty, sexual well-
being, household and other non-prescription pradantl prescription medications through our welzitevw.drugstore.comiVe also offer
prestige beauty products through our website lacateww.beauty.corfwhich is also accessible through the drugstore.e@isite); contact
lenses through our wholly owned subsidiary Intéomal Vision Direct Corp. and its subsidiaries,leolively referred to as Vision Direct,
through websites located atvw.visiondirect.comwww.lensmart.comndwww.lensquest.cofvhich are also accessible through the
drugstore.com website); and customized nutritieuglplement programs through our wholly owned sudsidCustom Nutrition Services,
Inc. (CNS). Our products are also available tadefby telephone at 1-800-DRUGSTORE and 1-800-VISMIRECT. Under the terms of an
agreement with Rite Aid Corporation, or Rite Aidistomers are also able to order refill prescrigtifor pickup at any Rite Aid store. We
manage our business in four segments: over-theteo(@TC), mail-order pharmacy, local pick-up phaoy, and vision.

2. Basis of Presentation and Principles of Consokdion

The accompanying consolidated financial statemieate been prepared in conformity with United Stgesserally accepted accounting
principles (GAAP) and the rules and regulationthef Securities and Exchange Commission (SEC). Temssolidated financial statements
have been prepared pursuant to the rules and temdaf the SEC for interim financial reportinchése consolidated financial statements are
unaudited but, in our opinion, include all adjustitse consisting of normal recurring adjustments acctuals, necessary for a fair present:
of the consolidated balance sheets, statementsephtions, and statements of cash flows for thmgepresented. Operating results for the
periods presented are not necessarily indicatithefesults that may be expected for the fiscal gading December 31, 2006 or any other
interim period, due to seasonal and other factestain information and footnote disclosures nohmiakluded in financial statements
prepared in accordance with GAAP have been omitt@gcordance with the rules and regulations ofSBE€. These consolidated financial
statements should be read in conjunction with tititad consolidated financial statements and acemyipg notes included in our annual
report on Form 10-K for the fiscal year ended Jaynda2006.

The accompanying consolidated financial statemietade those of drugstore.com, inc. and our sudses. All material intercompar
transactions and balances have been eliminated.

We operate using a 52/53-week retail calendar ye#in,each of the fiscal quarters in a 52-weekdis@ar representing a 13-week
period.

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 ouireates, and these estimates could be material.

4. Net Loss Per Share

Net loss per share is computed using the weightethge number of shares of common stock outstan8imares associated with stock
options, warrants, and our employee stock purchiseare not included in the calculation of dilutext loss per share as they are antidilu
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The following table sets forth the computation asiz and diluted net loss per share for the peiiudisated:

Three Months Ended
April 2, April 3,
2006 2005
(in thousands, except share and
per share data)

Numerator:

Net loss $ (5,299 $ (4,999

Denominator:
Weighted average shares outstanding used in cotrpute basic and diluted net

loss per shar 92,969,65 85,487,76
Basic and diluted net loss per sh $ 0.0€) $ (0.06)

At April 2, 2006 and April 3, 2005 there were 1793208 and 16,039,961 shares, respectively, of camstark subject to outstanding
stock options and 615,000 shares of common stdgjestto warrants in each period that were exclddat the computation of diluted net
loss per share as their effect was antidilutivevdfhad reported net income, the calculation ofehger share amounts would have include
dilutive effect of these common stock equivalersing the treasury stock method.

5.  Stock-Based Compensation
Stoclk-Based Benefit Plans

1998 Stock Plan Under the terms of our 1998 Stock Plan, as ank (@98 Stock Plan), our board of directors maygiacentive and
nonqualified stock options to employees, officélisgctors, agents, consultants and independentastiats of drugstore.com. Options to
purchase 15,764,528 shares of common stock westaoding under the 1998 Stock Plan at Januarydg a0d, during the three months
ended April 2, 2006, options to purchase 2,124&Bmon shares were granted in connection with pnual employee stock option grants.
Options under this plan generally vest as folloR39% of the shares vest during the first six moiatig the remaining 80% vest quarterly over
the subsequent 42 months. Option grants are apgpitowéne board of directors, generally have exerpisces equal to the fair market valug
the common stock on the date of grant and expingehds from the date of grant.

1999 Employee Stock Purchase Plainder the terms of our 1999 Employee Stock Pgelilan, as amended (1999 ESPP), eligible
employees may purchase common stock for a purgiracssseequal to 85% of the fair market value of common stock on the first or last d
whichever is less, of the applicable six-month pase period. During the three months ended Apa0B6, employees purchased 51,420
shares of our common stock under the 1999 ESPchaage for approximately $141,000, and duringttinee months ended April 3, 2005,
employees purchased 71,179 shares of common shaigk the 1999 ESPP in exchange for approximatedy $00.

Adoption of FASB Statement No. 123 (revised 20

Prior to January 2, 2006, we accounted for the 1288k Plan and the 1999 ESPP under the recogritidrmeasurement principles of
Accounting Principles Board (APB) Opinion No. Z&counting for Stock Issued to Employ&&RB 25), and related Interpretations, as
permitted by Financial Accounting Standards Bo&#gB) Statement No. 123ccounting for Stock-based CompensatieAS 123). Under
APB 25, no compensation expense was recognized thieegxercise price of employee stock options egltile fair value of the underlying
stock on the date of grant. Deferred stock-basetpemsation was recorded for those situations wiherexercise price of an option was
lower than the fair value for financial reportingrposes of the underlying common stock on the ofggant. Deferred stock-based
compensation totaling $2.0 million was being anzedi over the vesting period of the underlying aptiasing the multiple-option approach
and was reversed against stockholders’ equity pnalg 2, 2006. Prior year amounts have been réidabt conform to the current year
presentation.

Effective January 2, 2006, we adopted the fair@akcognition provisions of FASB Statement No. {2¥ised 2004)Share-Based
Paymen(FAS 123R), using the modified-prospective-transitmethod, which requires measurement of compemsatist for all stock-based
awards at fair value on the date of grant and neitiog of compensation over the service periodaiwards expected to vest. Under the
modified-prospective-transition method, compensatiost recognized in 2006 includes: (a) compensatist for all share-based payments
granted prior to, but not yet vested as of Jan@aB006, which is based on the grant date fairesaktimated in accordance with the original
provisions of FAS 123, recognized over the vespiagod of the underlying options using

7
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the multiple-option approach, (b) compensation émsall share-based payments granted after Jariy&906, which is based on the grant-
date fair value estimated in accordance with tlowipions of FAS 123R, recognized over the requisitevice period of the award on a
straight-line basis, and (¢) compensation cossliares issued under the 1999 ESPP, which is bast dair value estimated in accordance
with the provisions of FAS 123R and is not consédematerial to our overall financial statementsa¢doordance with the modified-
prospective-transition method, results for the¢hr@onths ended April 3, 2005 have not been restatezflect, and do not include, the impact
of FAS 123R.

Determining Fair Value

We calculate the fair value of our stock optioranged to employees using the Black-Scholes optiming model using the single
option award approach. This fair value is then dized on a straight-line basis over the requistteise periods of the awards, which is
generally the vesting period. The following weighteverage assumptions were used for the three mentted April 2, 2006 and April 3,
2005:

Three Months Ended

April 2, April 3,
2006 2005
Expected volatility 80% 83%
Expected term (in year 6.C 3.2
Risk-free interest rat 4.1% 3.9%
Expected dividen: 0% 0%
Weightec-average fair valu $ 2.11 $ 152

Our computation of expected volatility for the ficgiarter of 2006 is based on our historical viitgtiadjusted for changes in capital
structure and corporate changes, information avlaildlnat may indicate future volatility, and obsssle mean reversion tendencies of
historical volatility. Prior to 2006, our computati of expected volatility was based on our histdnimlatility. Our expected life in 2006 was
calculated using the simplified method outlinedSiyC Staff Accounting Bulletin No. 107 (SAB 107). diém this method, our expected term
is equal to the sum of the weighted average vestirmg plus the original contractual term dividedtiwp, which results in a six-year expected
term. Prior to 2006, our computation of expectéalWwas based on vesting schedules and historipareence of options exercised. We base
the risk-free interest rate on the implied yieldreatly available on U.S. Treasury zero-coupondsswith an equivalent remaining term.
Where the expected term of our stock-based award®tcorrespond with the terms for which interasés are quoted, we average the
periods to determine the rate from the availabie teaturities. A dividend yield of 0% was considkeppropriate as we have not issued and
do not anticipate issuing any dividends in the rfieure. When estimating forfeitures, we considenextorical voluntary termination behavi
in addition to analyzing actual option forfeiturés.conjunction with this analysis, we identifietihct subgroups: non-management
employees, management employees, our chief execoftiicer, board members, and other non-employ@esforfeiture rate is based on the
weighted average termination behavior of our nomagggment and management employee subgroups, vehagipioximately 30%, and
assumes a rate of 0% for our chief executive affiseard members, and non-employees. Prior todbptaon of FAS 123R, we recognized
the impact of forfeitures when they occurred.

Stock Compensation Expen:

As a result of adopting FAS 123R on January 2, 2@@6recognized stock-based compensation totallng ®illion for the three
months ended April 2, 2006. Our incremental stoakdal compensation expense resulting from the amoptiFAS 123R totaled $1.5 million
and increased our basic and diluted net loss eedly $0.02, which includes a reduction of stoakdal compensation of $248,000 that
would have been recognized prior to the adoptiorfdions granted with an exercise price belowrttaeket value on the date of grant. As
required by FAS 123R, management made an estimhatgected forfeitures and is recognizing compeasatosts only for those equity
awards expected to vest. Prior to January 2, 2006ecognized stock-based compensation under tvisns of APB 25 and FAS 123 for
options granted with exercise prices below markditer on the date of grant, options and warrantes$o non-employees for services, and
modifications to existing option grants. Such congagion expense totaled $848,000 for the three msagrided April 3, 2005.

8



Table of Contents

The following table summarizes stock-based comp@nrshy operating function recorded in the Stateraé©perations:

Three Months Ended

April 2, April 3,

2006 2005

Fulfillment and order processit $ 221 $ —
Marketing and sale 324 14z
Technology and contel 272 4
General and administrati\ 88€ 701
Total $ 1,70¢ $ 84¢

As of April 2, 2006, the total compensation cosated to unvested options granted to employeesrundel 998 Stock Plan totaled
$10.3 million, net of estimated forfeitures of amgmately $4.9 million. This cost will be amortized a straight-line basis over a weighted-
average period of 3.5 years and will be adjusteddbsequent changes in estimated forfeitures.

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

Weighted- Average Weighted- Average Aggregate
Number of Exercise Remaining Intrinsic
Shares Subject t( Price per Contractual Value
Options Share Term (in thousands’
Outstanding at January 1, 20 15,764,52 $ 3.84
Options grante: 2,124,71! $ 2.97
Options exercise (54,819 $ 2.1z
Options forfeitec (514,72) $ 3.8t
Outstanding at April 2, 200 17,319,70 $ 3.74 8.01 $ 5,12t
Vested and expected to vest at April 2, 2 13,010,15 $ 3.97 0.61 $ 4,61¢
Exercisable at April 2, 200 7,215,191 $ 4.67 6.7C $ 3,82

The aggregate intrinsic value is calculated aglifierence between the exercise price of the ugdwylawards and the market price of
our common stock for the 12.3 million shares sulfjieoptions that were in-th@oney at April 2, 2006 (i.e., with an exercise praf $3.00 o
less).

Pro-forma Disclosures

The following table illustrates the effect on netd and net loss per share had we applied thediaie recognition provisions of FAS
123 to options granted under our 1998 Stock Plainoam 1999 ESPP for all periods presented pridatwary 2, 2006 (in thousands, except
share and per share data):

Three Months

Ended
April 3, 2005

Net loss, as reporte $ (4,999
Add: Stocl-based compensation, as repol 84¢
Deduct: Total stock-based compensation determisedyuhe fair value method under FAS 12

for all awards (2,220
Pro forma net los $  (6,36€)
Basic and diluted net loss per sh- as reportel $ (0.0¢6)
Basic and diluted net loss per sh- pro forma $ (0.07)

Disclosure for the three months ended April 2, 23060t presented because stock-based paymentsaarented for under FAS
123R’s fair-value method during this period.
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6. Line of Credit

In March 2006, we entered into an amended andteeskaan and security agreement with our existiagkb This agreement includes a
revolving line of credit allowing for borrowings ap to $7.5 million, which accrue interest at thieng rate. The revolving line of credit has a
maturity date of one year from the date of advambe. agreement allows for the conversion of up2® $nillion of the outstanding balance
into a term loan within 60 days of maturity. No amts have been borrowed on the line of credit aspofl 2, 2006.

7. Commitments and Contingencie
Legal Proceeding:

Class Action Laddering LitigatiorOn and after July 6, 2001, eight stockholder ctadi®n 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, thiek@fgs). The complaints against drugstore.com teen consolidated into a single action
and a Consolidated Amended Complaint, which is timwoperative complaint, was filed on April 19, 200he suit purports to be a class
action filed on behalf of purchasers of our commtmtk during the period July 28, 1999 to Decemb@060. In general, the complaint
alleges that the prospectuses through which weuwead the Offerings were materially false and naidieg for failure to disclose, among
other things, that (i) the underwriters of the @figs allegedly had solicited and received excesaid undisclosed commissions from certain
investors in exchange for which the underwritelscalted to those investors material portions ofrdstricted number of shares issued in
connection with the Offerings and (ii) the undetens allegedly entered into agreements with custemvbereby the underwriters agreed to
allocate drugstore.com shares to customers in ffegi@ys in exchange for which customers agreguutchase additional drugstore.com
shares in the after-market at predetermined prides.complaint asserts violations of various segtiof the Securities Act of 1933, as
amended, and the Securities Exchange Act of 133dn®nded. The action seeks damages in an unspeaifiount and other relief. The
action is being coordinated with approximately 8®@@er nearly identical actions filed against otb@mpanies or their former officers and
directors. On July 15, 2002, we moved to dismikslaims against us and the Individual Defenda@ts.October 9, 2002, the Court dismissed
the Individual Defendants from the case withoufuydiee based on stipulations of dismissal filedty plaintiffs and the Individual
Defendants. On February 19, 2003, the Court dethieanotion to dismiss the complaint against drugstom. On October 13, 2004, the
Court certified a class in nine of the approxima®90 other nearly identical actions and noted th@tdecision is intended to provide strong
guidance to all parties regarding class certifaratn the remaining cases. The underwriter defetsdsought leave to appeal the class
certification decision and the United States Cofidppeals for the Second Circuit has acceptedppeal. Plaintiffs have not yet moved to
certify a class in our case.

We have approved a settlement agreement and relgtedments, which set forth the terms of a settterbetween drugstore.com, the
plaintiff class and the vast majority of the otismuer defendants or, in the case of bankruptisstieir directors and officers. Among other
provisions, the settlement agreement provides fetemse of drugstore.com and the Individual Dedetslfor the conduct alleged in the ac
to be wrongful. We would agree to undertake cenaaponsibilities, including agreeing to assign wwent assert, or release certain potential
claims we may have against our underwriters. Tkitesgent agreement also provides a guaranteed eego? $1 billion to the plaintiffs for
the cases relating to all of the approximately B8Ders. To the extent that the underwriter defetsdsettle all of the cases for at least $1
billion, no payment will be required under the isg1 settlement agreement. On April 20, 2006, JRjdorChase (one of the underwriter
defendants) and the plaintiffs reached a prelinyig@reement for a settlement for $425 million. TRMorgan Chase settlement has not yet
been approved by the Court. If it is finally appedy however, then the maximum amount for whichigheers’ insurers will be potentially
liable is $575 million. To the extent that the undiéter defendants settle for less than $1 billithe issuers are required to make up the
difference. We anticipate that any potential finahobligation of drugstore.com to the plaintiffearpuant to the terms of the settlement
agreement and related agreements will be coverexisting insurance, and we have already satisfieddeductible. We are currently not
aware of any material limitations from our insurarmarriers on the expected recovery of any potédiri@ncial obligation to the plaintiffs. O
carriers are solvent and we are not aware of angrteinties as to the legal sufficiency of an iase claim with respect to any recovery by
the plaintiffs. Therefore, we do not expect that slettlement will involve any payment by us. If er&l limitations on the expected recovery
of any potential financial obligation to the plaffgt from our insurance carriers should arise, maximum financial obligation to plaintiffs
pursuant to the settlement agreement would bahess$3.4 million. However, if the JPMorgan Chasttlement is finally approved, our
maximum financial obligation to the plaintiffs puent to the settlement agreement would be less$Ramillion.

On February 15, 2005, the Court granted prelimirzggroval of the settlement agreement, subjecétminn modifications consistent
with its opinion. These modifications have been ead@n March 20, 2006, the underwriter defendartsnitbed objections to the settlement
to the Court. The Court held a hearing regardimgée¢hand other objections to the settlement atrefss hearing on
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April 24, 2006, but has not yet issued a rulingefehis no assurance that the Court will grant fapgdroval to the settlement. We are unable to
estimate the potential damages that might be awlafdlee settlement were not approved, we were ddiable, there arose a material
limitation with respect to our insurance coveragghe amount awarded were to exceed our insuremgerage. Because our liability, if any,
cannot be reasonably estimated, no amounts hawedoeeued for this matter. An adverse outcomeimrtiratter could have a material adw
affect on our financial position and results of gi®ns.

State Sales Tax Claimsn early 2002, we received an arbitrary assessnmaite from the state of New Jersey for pastsstlr due
from fiscal years 2000 and 2001, based upon itsdstgnate of sales revenue numbers during thasedse In December 2002, we received a
revised assessment from the state of New Jerse&06# 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 noently collect and do not believe that we are negito collect New Jersey sales tax. In
March 2003, we filed an appeal of the revised asseat with the Tax Court of New Jersey, based eriabt that the state of New Jersey is
pursuing its claim specifically against one of oansolidated subsidiaries that is not a retailintty in that state. The appeal is pending and
trial is scheduled for November 2006. Due to theewtainty of the appeal, no amounts have beendeddn the 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 wendiatollect sales tax. No amounts have been ac¢anetis matter as our liability, if any,
cannot be reasonably estimated. However, the utimatcome of this matter could result in subsgaméix liabilities for our past sales and
have a material adverse affect on our financiaitipmsand results of operations.

Stockholder Derivative ActionOn August 13, 2004, two stockholder derivativeaas 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 fiduciarytdased on the failure to prevent the disclosumkations alleged in the securities complaints
that were dismissed in October, 2005. Plaintif§oalllege abuse of control, gross mismanagemesteved corporate assets, and unjust
enrichment. These actions seek damages from tleadkefits on behalf of drugstore.com, which is a nahdefendant in the actions. Plaint
allege that certain of the defendants breached fildeiciary duties by selling drugstore.com stodkilein possession of material non-public
information. Plaintiffs filed a consolidated ameddm®mmplaint on July 29, 2005. The Outside Dire@efendants filed a Motion to Dismiss
March 31, 2006. Plaintiffs’ opposition brief is diay 15, 2006 the Outside Directors’ reply brieflise June 16, 2006 and Oral Argument
will be held on July 14, 2006.

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 financiaitjposand results of operations.

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

8. Segment Information

We have four reporting segments: over-the-cour@diQ), mail-order pharmacy, local pick-up pharmamyd vision. The OTC segment
is comprised of the sales and related costs ahgadll non-prescription products through our widssi customized nutritional supplement
programs through CNS, and net sales of consignpredicts. Before December 31, 2005, all sales stocnized vitamins through CNS we
recognized on a gross basis, net of promotionabdists, cancellations, rebates and returns allogsar@n December 31, 2005, we entered
into a fulfillment agreement with Weil Lifestyle LIC (Weil). Under the terms of the new agreementreadgnize on a net basis the revenue
associated with the fulfillment of customized vitamsold through Weil. Until November 9, 2005, (B&€C segment also included wholesale
OTC net sales and fulfillment fees generated thhomg agreement with Amazon.com, Inc., which wenieated effective November 9, 20
The mail-order pharmacy segment is comprised @efssaihd the related costs of selling pharmaceuticedsigh the drugstore.com website for
mail-order delivery. The local pick-up pharmacymsegt is comprised of sales and the related costslliig pharmaceuticals through the
drugstore.com website and the RiteAid.com websit@ick-up at a local Rite Aid store. Our visiorgs®ent is comprised of sales and the
related costs of selling contact lenses througho¥iBirect. We manage our business segments basedmribution margin results. We
define contribution margin as net sales attributdbla segment, less the direct cost of these aatbthe incremental (variable) costs of
fulfilling, processing and delivering the orderkta, packaging supplies, credit card fees, andltyygasts that are variable based on sales
volume).
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The information presented below for these segmisnitgormation used by our chief operating decigioaker in evaluating operating
performance.

Three Months Ended

April 2, April 3,
2006 2005

Ovel-the-Counter (OTC):
Net sales $ 49,00¢ $44,50¢
Cost of sale: 34,66: 32,51¢
Variable order costs (i 4,32¢ 4,71
Contribution margin (b $ 10,01 §$ 7,27
Mail-Order Pharmacy:
Net sales $ 18,30C $17,95:
Cost of sale: 15,84¢ 15,52
Variable order costs (i 1,60z 1,75(C
Contribution margin (b $ 85 §$ 682
Local Pick-Up Pharmacy:
Net sales (c $ 24,217  $24,97¢
Cost of sale: 21,58¢ 21,91¢
Variable order costs ( 992 1,05¢
Contribution margin (b $ 1,63: $ 2,004
Vision:
Net sales $ 12,59( $12,13¢
Cost of sale: 9,79: 9,38
Variable order costs ( 661 72€
Contribution margin (b $ 2,13¢ $ 2,02i
Consolidated:
Net sales $104,10¢  $99,57:
Cost of sale: 81,88¢ 79,33¢
Variable order costs (i 7,58: 8,24
Consolidated contribution margin ( $ 14,637 $11,99(
Less:
Fixed fulfillment and order processing | $ 2,61 $ 2,67
Marketing and sales (i 8,95¢ 6,32¢
Technology and contel 3,94z 2,932
General and administrati\ 4,29¢ 4,42¢
Amortization of intangible asse 53C 801
Operating los: $ (5,700 $(5,179

(&) These amounts include all variable costs dilltukent and order processing, including labor, keging supplies, and credit card fees,
and royalty costs that are variable based on salesne. These amounts exclude depreciation, stasked)compensation and fixed
overhead cost:

(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 goods sold and the increahévariable) fulfilment and order processing tsosf delivering orders to our
customers and royalty cos

(c) Netsales in our local pi-up pharmacy segment include co-payments totalin§ fillion for each of the three-month periods exhd
April 2, 2006 and April 3, 200¢

(d) These amounts include all fixed costs of fulfillmand order processing that are not discernableusiness segmet
(e) 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 ahregort on Form 10-K for the fiscal year endedusay 1, 2006.

Special Note Regarding Forward-Looking Statements

This quarterly report on Form 10-Q includes forwblrdking statements within the meaning of the ReV@ecurities Litigation Reform
Act of 1995. All statements made in this quartedgort other than statements of historical faatiuding statements regarding our future
financial and operational performance, sourcegafdity and future liquidity needs, are forwardslong. Words such as “targets,” “expects,”
“believes,” “anticipates,” “intends,” “may,” “will, “plan,” “forecast,” “continue,” “remain,” “would; “should,” and similar expressions, are
intended to identify forward-looking statementsrward-looking statements are based on current éxfiess, and are not guarantees of
future performance and involve assumptions, rigks, uncertainties. Actual performance may diffetarially from those contained or
implied in such forward-looking statements. Riskd ancertainties that could lead to such differeramuld include, among other things:
effects of changes in the economy, changes in toesapending, fluctuations in the stock marketnges affecting the Internet, online
retailing and advertising, difficulties establispiour brand and building a critical mass of custamthe unpredictability of future revenues
and expenses and potential fluctuations in reveandsperating results, risks related to businesthations and strategic alliances,
possible tax liabilities relating to the collectiohsales tax, consumer trends, the level of coitipet seasonality, the timing and success of
expansion efforts, changes in senior managemsiks related to systems interruptions, possible gowental regulation and the ability to
manage a growing business. These factors desdrilibis paragraph and other risks and uncertaittiascould cause our actual results to
differ significantly from management’s expectati@ms discussed in the sections entitlRisk Factors” in Part II, Item 1A of this quarterly
report and Part I, Item 1A of our annual reportframm 10-K for the fiscal year ended January 1, 2@0fbrward-looking statement should
not be relied upon as representing our views anpfdate other than the date on which we madetéitensent. We do not intend to update
forward-looking statement after the date on whighmake it.

Overview

drugstore.com, inc. is a leading online provideheélth, beauty, vision and pharmacy products. @lewe that we offer a better way
for consumers to shop for these products througiweb stores, including those located on the Irteatwww.drugstore.com,
www.beauty.com, www.visiondirect.com, www.lense@rtandwww.lensquest.com

Business Segments; Growth Stratedi®e.operate our business in four business segnmres:ithe-counter, or OTC, mail-order
pharmacy, local pick-up pharmacy, and vision.

» Over-the-counter (OTC)Our OTC segment includes all non-prescriptiordpats sold online or over the telephone through our
web stores avww.drugstore.com, www.beauty.comww.visiondirect.com, www.lensmart.camdwww.lensquest.comand
customized nutritional supplements sold throughsalosidiary Custom Nutrition Services, Inc., or ClB8fore December 31, 20(
all sales of customized vitamins through CNS wemmgnized on a gross basis, net of promotionabdists, cancellations, rebates
and returns allowances. On December 31, 2005 dimpany entered into a fulfilment agreement withiMidestyle, LLC, or Weil.
Under the terms of the new agreement, which reglace previous agreement with Weil, we recognizevaret basis the revenue
associated with the fulfillment of customized viiamsold through Weil. Until November 9, 2005, @iFC segment also included
product revenues and fulfillment fees received umde wholesale OTC fulfillment agreement with Amazcom, Inc., under which
we acted as a nonexclusive wholesaler and fulfitiipeovider for certain OTC products sold througé Health & Personal Care
store on the Amazon.com website. Effective Noven8h@005, we terminated this agreement. The chanthe terms of our
agreement with Weil, which led us to recognize neseon a net basis for the substantial majorityusffirst-quarter CNS revenue,
and the termination of the Amazon.com wholesale @gfeement make it more difficult to provide a megful year-over-year
comparison for the first quarter. Accordingly, mstquarterly report we refer to our “core OTC” sates, which exclude wholesale
OTC net sales and CNS net sales of $0 and $63&0abe first quarter of 2006, and $2.5 million 210 million in the first quarte
of 2005. We source our OTC products from variousuficturers and distributors. We believe that cargd growth in this
segment will depend on our ability to offer custose superior shopping experience and servicajdint providing a broad
selection of basic necessity items and hard-to$jpekialty items, which encourages customers tonméb our websites and make
repeat, replenishment, and impulse purchases.Q,2@ continue to focus on improving website cosiom, refining our
personalization efforts for our website and promai e-mails, and maximizing the profitability of each erc

* Mail-Order Pharmacy Our mail-order pharmacy segment includes preserigrugs and supplies, other than prescriptiartanct
lenses, sold online or over the telephone throbglvtvw.drugstore.comveb store and delivered to customers through oulr ma
order facility. We procure our prescription invemytéhrough Rite Aid Corporation as part of our oimgg
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relationship. We market to and serve both cashAgegind insurance-covered individuals, and we aseesas a third-party provider
of mail-order prescription fulfillment services fpharmacy benefit management companies, or PBMisthard-party benefits
companies. In this segment, we focus our marketdffagts on establishing broader relationships WiBMs and maximizing growth
in our cash prescription business. We are alsmexigl additional advertising relationships with phaceutical manufacturers and
advertising agencies that represent pharmaceuntigabifacturers, to monetize the more than one millisique visitors per month
our online pharmacy site. We anticipate that cargthgrowth in this segment in 2006 will substahtidkepend on our ability to
grow prescription volumes through these efforts amdability to broaden our source of revenue. Hoevewe anticipate that our
decision not to participate in the low-margin Mexdi Part D prescription drug benefit program offdrg the U.S. government may
negatively impact our growt|

» Local Pick-Up Pharmacy. Our local pick-up pharmacy business segment éiediprescription refills sold online or over the
telephone through theww.drugstore.corveb store or thevww.RiteAid.comveb store (which is powered by the
www.drugstore.comveb store) and picked up by customers at Rite fides. In this segment, Rite Aid acts as our fofidnt
partner. Our success in this segment depends oabdity to leverage our relationship with Rite Alatough its marketing media,
including Rite Aid store receipts, weekly Rite Aidvertising circulars and e-mail refill reminddrs 2006, we anticipate that net
sales in the local pick-up pharmacy segment willbrea source of growth, as we focus the majofityup marketing efforts on our
core OTC and me-order pharmacy segmen

» Vision. The vision segment includes contact lenses sotaigh our wholly owned subsidiary Internationasign Direct Corp. and
its subsidiaries, collectively referred to as VisBirect, through websites locatedwatw.visiondirect.com, www.lensmart.camd
www.lensquest.comWe purchase our contact lens inventory directiynf various manufacturers and other distributor2006, we
are focusing on a strategy of balancing customguiaition with net margin in order to maximize qurofits, rather than focusing
exclusively on growth

RevenuesWe generate revenue primarily from product sate$ shipping fees. For the three-month period edged 2, 2006, we
reported consolidated total net sales of $104.lianjlwhich reflected a $4.5 million, or 5%, incsesover the three-month period ended
April 3, 2005. Our net sales growth was driven Bfayear-over-year increase in our total order n@yto over 1.3 million orders, and our
average net sales per order remained consist&@7aOur revenues benefited from strong growthun@TC segment, which grew by 10%
over the first quarter of 2005; our core OTC né¢sand order volume (excluding wholesale and CiN8)v by 21% and 23%, respectively.
Our net sales in our vision segment increased gear-year by $455,000, or 4%, and our net salesiirmail-order pharmacy segment
increased by $347,000, or 2%. These increasespegtially offset by a year-over-year decrease aal@ick-up pharmacy net sales of
$763,000, or 3%.

Expenses Our operating expenses, including cost of goott$, éncreased slightly as a percentage of nesgal@06% in the three-
month period ended April 2, 2006, from 105% in tinee-month period ended April 3, 2005. The incgg@sulted from an increase in
marketing expenses, primarily from our brand campaiosts of $1.8 million, or 2% of net sales, imedrin the first quarter of 2006, and
increased technology costs. Despite the increasparating expenses, our cost of goods sold demtlessa percentage of net sales year-over-
yeatr, reflecting both a favorable shift in our protimix and significant improvement in OTC margihe to the success of operat
initiatives undertaken to improve OTC profitability addition, our fulfilment and general and adisirative costs declined year-over-year.
During the first quarter of 2006, we adopted thevigions of Financial Accounting Standards Boarat&hent No. 123 (revised 2008hare-
Based Paymer, or FAS 123R, which requires the recognition & thir value of stock-based compensation. Undefainezalue recognition
provisions of FAS 123R, stock-based compensatishisestimated at the grant date based on thedhie of the awards expected to vest
and recognized as expense ratably over the reggisitice period of the award. As a result of thepdion of FAS 123R, we recognized
$855,000, or 1% of net sales, of additional stoakdnl compensation in the first quarter of 2006,pamed to the first quarter of 2005.

Net Loss; Cash PositionOur net loss for the three-month period ended| 2p2006 increased by 6%, or $299,000, to $5.[ani
compared to $5.0 million for the three-month peodied April 3, 2005. We ended the first quarte2@¥6 with $41.9 million in cash, cash
equivalents and marketable securities, compar&d&dcb million at January 1, 2006 and $57.5 mill@rApril 3, 2005. This balance reflects
the use in the first quarter of 2006 of $2.9 miilim fund operating activities, $1.4 million foral expenditures, and $585,000 to repay debt
obligations, offset by proceeds received of $250,86m the exercise of employee stock options amdimses under our employee stock
purchase plan.

Significant Accounting Judgments

The preparation of financial statements in confoymiith U.S. generally accepted accounting priresplequires estimates and
assumptions that affect the reported amounts eftassd liabilities, revenues and expenses antkdethsclosures of contingent assets and
liabilities in the consolidated financial statenseahd accompanying notes. The Securities and Egeh@ommission, or SEC, has defined a
company’s critical accounting policies as the aihes$ are most important to the portrayal of the pany’s
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financial condition and results of operations, #mt require the company to make its most diffieultl subjective judgments, often as a result
of the need to make estimates of matters thah&eréntly uncertain. Based on this definition, vaeéidentified the significant accounting
policies and judgments addressed below. We alse bther key accounting policies that involve the akestimates, judgments and
assumptions that are significant to understandirgesults. Additional information about our sigoént accounting policies is included in
Note 1 of our consolidated financial statementsuihed in Part | of our annual report on Forn-K for the fiscal year ended January 1, 2006.
Although we believe that our estimates, assumptiosjudgments are reasonable, they are basedinfpomation presently available. Actt
results may differ significantly from these estiemtinder different assumptions, judgments or cimmdit In addition, any significant
unanticipated changes in any of our assumptionkldmve a material adverse effect on our busirfeemcial condition and results of
operations.

Revenue Recognition
We recognize revenues in accordance with SEC &tafbunting Bulletin No. 104Revenue Recognition.

Revenues from sales of OTC (other than Weil-rel&@®$ sales, as described below), mail-order phayn@au vision products are
recorded net of promotional discounts, cancellatioabates and returns allowances. Revenue ismzeshwhen the following revenue
recognition criteria are met: (1) persuasive evideof an arrangement exists; (2) delivery has aeduor services have been rendered; (3) the
selling price or fee earned is fixed or determirabhd (4) collection of the resulting receivalslegasonably assured. We generally require
payment by credit card at the point of sale. Re#liowances, which reduce product sales by oumesé of expected product returns, are
estimated using historical experience. Historicgllpduct returns, and differences between oumaséis and actual returns, have not been
significant.

Revenues from sales of customized vitamins soluliin our fulfilment agreement with Weil are recampa when products are shipped
and title passes to the customer. In accordandeBmiterging Issues Task Force Issue No. 9REporting Revenue Gross as a Principal
Versus Net as an Agewt, EITF 99-19, we record revenues generated by\méik agreement in our OTC segment on a net bastause we
act as an agent, based on the fact that we e&rachdollar amount per customer transaction regagdbf the amount billed to the customer
and we do not bear general inventory risk assatiaith these sales. Non-Weil customized vitamiesalre recognized on a gross basis, net
of promotional discounts, cancellations, rebatasraturns allowances. (Before we entered into the fulfillment agreement with Weil on
December 31, 2005, we also recognized Weil custedmiztamin sales on a gross basis, net of promaftidiscounts, cancellations, rebates
and returns allowances.) Net sales in our OTC sagaiso include consignment service fees earnedrumat agreement with General
Nutrition Corporation, or GNC, which are also reden on a net basis, because we do not take titleetmventory and do not establi

pricing.

Revenues from sales of OTC products ordered thrthugihmazon.com website and fulfilled by drugstooen were recognized when
we shipped the products from our distribution certeaccordance with EITF 99-19, we recorded faffent fees and revenues generated by
the Amazon.com agreement in our OTC segment onssdrasis, because we believe we acted as a @iinegsed on the fact that we bore
general inventory risk associated with these s&#sctive November 9, 2005, we terminated our agrent with Amazon.com. Neither party
has any material obligations following termination.

Revenues from sales of prescription products otdendine or by telephone through the drugstore.eah store or the RiteAid.com
web store (which is powered by the drugstore.corn stere) for pick-up at a Rite Aid store, includicgrpayments received and collected on
our behalf by Rite Aid, are recognized when thaamer picks up the product. In these circumstanegegjtilize Rite Aid as our fulfillment
partner. In accordance with EITF 99-19, we recenknues in our local pick-up pharmacy segmentgmoss basis, because we believe we
act as a principal, based on the fact that, amdéimgr things, we bear both inventory risk and cradi collection risk associated with these
sales.

For insured prescriptions in both our local pickarma mail-order segments, the co-payment and thednce 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 custoroentil 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 preseagednet amount in net sales. Rebates are
treated as a reduction to the sales price basedtonated redemption rates. Redemption rates tineadsd using our historical experience for
similar offers. Historically, our redemption rategve not differed materially from our estimatesjchtare adjusted quarterly.
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Inventories

We value our inventories at the lower of cost (gdime weighted-average cost method) or the cugstithated market value. We
regularly review inventory quantities on hand adjlst our inventories for shrinkage and slow-moyidgmaged and expired inventory,
which is recorded as the difference between theafdbe inventory and the estimated market valaged 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 oebsites, negotiating returns to vendors, and lafing inventory through third parties. If ¢
estimates of future product demand or our assumgtidout market conditions are inaccurate, we condtbrstate or overstate the provision
required for excess and obsolete inventory. Histdlyi, inventory reserves have not differed matlrigom our 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 amount of impairment by comparindaihealue of the applicable reporting unit todtrrying value. Fair value is determined
using either a discounted cash flow methodologmethodology based on comparable market prices.

We review our indefinite-lived intangible assetter than goodwill, for impairment when indicatofsmpairment occur and annually
at the beginning of the fourth quarter. We compheecarrying value of the asset to its estimat@d/&due and record an impairment charge
when the carrying value of the asset exceeds tivaasd fair value.

In accordance with Statement of Financial Accountandards No. 144ccounting for the Impairment or Disposal of Lonigdd
Assets, or FAS 144, we review the carrying values of aonortized long-lived assets, including definitestivintangible assets, whenever an
indicator of impairment occurs. When facts anduwinstances indicate that the carrying values of-loregl assets may be impaired, we
perform an evaluation of recoverability. The detieation of whether impairment exists is based onexcess of the carrying value over the
expected future cash flows, as estimated througlisoounted cash flows, excluding interest chargésmeasure any resulting impairment
charge based on the difference between the camglhug of the asset and its fair value, as estidhéiteugh expected future discounted cash
flows, discounted at a rate of return for an akégrinvestment.

If our estimates of revenue growth or future cdstv$ prove to be inaccurate, we may have a fumapairment of goodwill, other
intangible assets or long-lived assets.

Stock-Based Compensation

Effective January 2, 2006, we adopted the fair&a&cognition provisions of FAS 123R using the rfiediprospective-transition
method, which requires measurement of compensatisifor all stock-based awards at fair value @ndhte of grant and recognition of
compensation over the service period for awardeetep to vest. Under the modified-prospective-iteomsmethod, compensation cost
recognized includes: (a) compensation cost faslake-based payments granted prior to, but natggted as of January 2, 2006, which is
based on the grant date fair value estimated iardaace with the original provisions of FAS 123;agnized over the vesting period of the
underlying options using the multiple-option apmioa(b) compensation cost for all share-based patgsrgranted after January 1, 2006,
which is based on the grant-date fair value estichat accordance with the provisions of FAS 123Rognized over the requisite service
period of the award on a straight-line basis, ad¢mpensation cost for shares issued under 9@ ESPP, which is based on the fair value
estimated in accordance with the provisions of E&SR and is not considered material to our ovérahcial statements. In accordance with
the modified-prospective-transition method, resfdtsthe three months ended April 3, 2005 havehaan restated to reflect, and do not
include, the impact of FAS 123R.

We calculate the fair value of our stock optioranged to employees using the Black-Scholes optiming model using the single
option award approach. This fair value is then diped on a straight-line basis over the requisitevise periods of the awards, which is
generally the vesting period. Our computation qgfeoted volatility is based on our historical vdigtj adjusted for changes in capital
structure and corporate changes, information avlaildtnat may indicate future volatility, and obsssle mean reversion tendencies of
historical volatility. Our computation of expectkfe is determined using the simplified method met by the SEC Staff Accounting Bulle
No. 107, or SAB 107. Under this method, our expetdem is equal to the sum of the weighted avevaging term plus the origin
contractual term divided by two, which results isi&year expected term. We base the risk-freeésteate on the implied yield currently
available on U.S. Treasury zero-coupon issues avitequivalent remaining term. Where the expected & our stock-based awards do not
correspond with the terms for which interest raesquoted, we average the periods to determineatbdrom the available term maturities
dividend yield of 0% is considered appropriate ashave not issued and do not anticipate issuinglasgends in the near future. When
estimating forfeitures, we consider historical vahary termination
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behavior in addition to analyzing actual optionféitures. In conjunction with this analysis, wentiéed distinct subgroups: non-management
employees, management employees, our chief execoftiicer, board members, and other non-employ@esforfeiture rate is based on the
weighted average termination behavior of our nomagggment and management employee subgroups, vehagipioximately 30%, and
assumes a rate of 0% for our chief executive affiseard members, and non-employees. Prior todbptaon of FAS 123R, we recognized
the impact of forfeitures when they occurred.

Legal Proceedings

We are currently involved in various claims andalggroceedings. Periodically, we review the statusach significant matter and
assess our potential financial exposure. If themtm! loss from any claim or legal proceedingassidered probable and the amount can be
estimated, we accrue a liability for the estimdtss. Because of uncertainties related to thestersaticcruals are based only on the best
information available at the time. As additiongbirmation becomes available, we reassess the paltbability related to our pending claims
and legal proceedings and may revise our estimatgssuch revisions in the estimates of the po&ifibilities could have a material impact
on our future results of operations and financéifion. For a description of our material legadgedings, see Note 7 of our consolidated
financial statement€ommitments and Contingencigacluded in Part |, Item 1 of this quarterly repo

Results of Operations

Net Sales
Three Months Ended
April 2, April 3,
2006 % Change 2005
(in thousands, except per order data)
Total net sale $104,10¢ 4.6%  $99,57:
Total customer orders shipp 1,35(C 3.8% 1,301
Average net sales per orc $ 77 — $ 77

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$esinclude consignment service fees earned fnanarrangement with GNC, under
which we do not take title to the inventory andmatnestablish pricing. Consignment service feedaaked on a net basis and constitute
approximately 1% of total net sales in each pepiasented. Included in net sales in 2005 are lfukiht fees and product revenue from our
wholesale OTC fulfillment agreement with Amazon.camhich was terminated in November 2005. Also ideldi in net sales in 2005 and
2006 are sales of customized nutritional supplemsold through CNS, which effective December 3D52@re now primarily recorded on a
net basis under our fulfillment agreement with \WWéitders are billed to the customer’s credit cardrothe case of prescriptions covered by
insurance, the co-payment is billed to the cust&rezedit card and the remainder of the prescnipgidce is billed to insurance. Sales of
pharmaceutical products covered by insurance amded as the sum of the amounts received fromaub®mer and the third party. Sales
made to Amazon.com under our wholesale OTC fuléihtnagreement were billed directly to Amazon.comh @torded at the gross amount
received from Amazon.com.

Total net sales increased in the three-month penoidd April 2, 2006, compared to the three-moetiiopg ended April 3, 2005, as a
result of a 4% increase in order volume, primadiliven by growth in our OTC segment. Revenues frepeat customers increased to 81% of
net sales in the first quarter of 2006, compared7t in the first quarter of 2005. Average net raeper order remained consistent at $77 in
both quarters. Compared to the first quarter o520@t sales in our OTC segment increased by $#librmor 10%, net sales in our vision
segment increased by $455,000, or 4%, and netisates mail-order pharmacy segment increased I $®0, or 2%. Net sales in our local
pick-up pharmacy segment decreased by $763,0@¥60r

OTC Net Sales

Three Months Ended
April 2, April 3,
2006 % Change 2005
(in thousands, except
per order data)

OTC net sale $49,00¢ 10.1% $44,50¢
Segmented net sales informati

% of total net sales from OT 47.1% 44. 1%
Average net sales per orc $ 56 — $ 56
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Our net sales in the OTC segment increased byrflibn to $49.0 million in the three-month periedded April 2, 2006, compared to
$44.5 million in the three-month period ended ABriR005, as a result of increases in order vollEmeluding CNS net sales of $683,000 in
the first quarter of 2006 and $2.0 million in tlstf quarter of 2005, and wholesale OTC net satesfalfillment fees of $2.5 million in the
first quarter of 2005, our core OTC net sales iaseel by 21% year-over-year to $48.3 million. Theber of orders in our OTC segment
grew by 10% to 870,000 in the first quarter of 208@mpared to 792,000 in the first quarter of 2G0% the average net sales per order
remained consistent at $56 in both periods. Thelrurof customer orders includes new and repeat®rdade through the drugstore.com
website and the websites of our subsidiaries, srdenerated through our fulfillment agreement Witkil, and orders generated through our
wholesale OTC fulfillment agreement with Amazon.cdrhe increase in order volume was driven by oardasing active customer base and
our continued efforts to improve customer retentiod conversion. During the first quarter of 20@6,also performed a review of the prici
and profitability of each OTC product unit, or SKWhich did not result in material price changesum OTC products individually, but in the
aggregate is expected to favorably impact our gnoesgjin.

Mail-Order Pharmacy Net Sales

Three Months Ended

April 2, April 3,
2006 % Change 2005
(in thousands, except per order data)
Mail-order pharmacy net sal $18,30( 1.€% $17,95:
Segmented net sales informati
% of total net sales from m-order pharmac 17.€% 18.(%
Average net sales per orc $ 15t 9.% $ 141

Our net sales in the mail-order pharmacy segmenéased $347,000 to $18.3 million in three-monttiogeended April 2, 2006,
compared to $18.0 million in the three-month pegoded April 3, 2005, as a result of year-over-yeareases in the average net sales per
order. The average net sales per order in this eegimcreased year-over-year as a result of aeaser of approximately 5% in the average
price per prescription resulting from higher phacegical costs, and selling a larger proportiohigher-priced brand-name drugs. The
number of orders in this segment decreased by 7248000 in the first quarter of 2006, compared2@,000 in the first quarter of 2005, as a
result of our decision not to participate in thevdlmargin Medicare Part D prescription drug bengfitgram offered by the U.S. government.

Local Pick-up Pharmacy Net Sales

Three Months Ended

April 2, April 3,
2006 % Change 2005
(in thousands, except per order data)
Local pick-up pharmacy net sal: $24,21: (3.1%)  $24,97¢
Segmented net sales informati
% of total net sales from local p-up pharmac 23.2% 25.1%
Average net sales per orc $ 11z 4.7% $ 107

Our net sales in the local pick-up pharmacy segmeateased by $763,000 to $24.2 million in theghmonth period ended April 2,
2006, compared to $25.0 million in the thmaenth period ended April 3, 2005. This decreaseeinsales reflects a 7% decrease in the nu
of orders in this segment, to 217,000 compare®thaO0 in the first quarter of 2005. Orders in #8@gment are driven by Rite Aid through
marketing media, including Rite Aid store receipteekly Rite Aid advertising circulars and e-maiilt reminders. The decrease in net sales
was partially offset by a $5 year-over-year incecimsaverage net sales per order resulting fromeases in the average price per prescription
paid by the customer.

Vision Net Sales

Three Months Ended

April 2, April 3,
2006 % Change 2005
(in thousands, except per order data)
Vision net sale: $12,59( 3.7% $12,13¢
Segmented net sales informati
% of total net sales from visic 12.1% 12.2%
Average net sales per or¢ $ 87 6.1% $ 82
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Our net sales in the vision segment increased $865p $12.6 million in the three-month period ethderil 2, 2006, compared to
$12.1 million in the three-month period ended ABriR005, as a result of an increase in the avaragsales per order, driven primarily from
selling a greater proportion of higher-priced, neteehnology contact lenses, and to a lesser exaarincrease in the average number of
items per order and price increases for certain Siidne of which were material). The number of mgdie this segment decreased slightly to
145,000 in the first quarter of 2006, compared48,Q00 in the first quarter of 2005, as a resuli decrease in orders from new customers.

Customer Data.

Approximately 326,000 new customers placed orderid the three-month period ended April 2, 2006réasing our total customer
base to approximately 7.5 million customers simoeption. Orders from repeat customers as a pagemf total orders increased to 74% in
the first quarter of 2006, compared to 70% in ih& fuarter of 2005, as a result of an increasmuintrailing 12-month active customer base.
The year-over-year increase in orders from repestbeners as a percentage of total orders primadylted from improved customer
retention and increased order frequency, and éssel extent, the inclusion of 84,000 wholesale ©fders in 2005 compared to no orders in
2006. OTC wholesale orders and Weil-related or(gfter December 31, 2005) are included in the nurobeotal orders but are considered
neither repeat nor new orders for calculating repeders as a percentage of total orders.

Cost of Sales

Three Months Ended

April 2, April 3,
2006 % Change 2005
($ in thousands)
Cost of sale: $81,88¢ 3.2% $79,33¢
Percent of total net sal 78.7% 79.7%

Cost of sales consists primarily of the cost ofdoiats sold to our customers, including allowanceshrinkage and damaged, slow-
moving and expired inventory, outbound and inbosimigping costs, and expenses related to 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 doltathé three-month period ended April 2, 2006, caregpdo the threeaonth period ende
April 3, 2005, as a result of growth in order vokiand net sales. Cost of sales as a percentagt sdiles decreased year-over-year primarily
as a result of lower net shipping costs absorbeasbw larger proportion of net sales in our OT@hsent, which is our highest-margin
segment, and improved margins resulting from o@ratonal initiatives, including the review of prig and profitability of our OTC SKUs.

Our revenues from shipping charges to customerimalgded in net sales and were $3.4 million infirs&t quarter of 2006, compared to
$2.7 million in the first quarter of 2005. Outbousttipping costs are included in cost of sales am\85.5 million in the first quarter of 20t
compared to $5.6 million in the first quarter 0f0B0 As part of our profitability initiatives, we ntnue to make pricing adjustments to our
shipping policies to reduce our shipping costs. Mesently, we eliminated free 3-day shipping odess of $99 or more, added shipping
surcharges for shipments to Alaska, Hawaii, U.Srifgies, and APO/FPO military addresses, incrddle upgrade charge for 3-day
shipping for customers who qualify for free growghipping, added a weight-based shipping surchangeréiers over 20 pounds, and signed a
new contract with one of our shipping carriers thatanticipate will provide lower rates. We expictontinue to subsidize a portion of
customers’ shipping costs for the foreseeable éytilarough free shipping options, as a strategtttact and retain customers.

OTC Cost of Sales

Three Months Ended

April 2, April 3,
2006 % Change 2005
($ in thousands)
OTC cost of sale $34,66: 6.€% $32,51°¢
Segmented cost of sales informati
OTC cost of sales as a % of OTC net s 70.7% 73.1%
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Cost of sales in our OTC segment increased in atesdbllars in the three-month period ended AprR@6, compared to the three-
month period ended April 3, 2005, as a result oféased order volume. Cost of sales as a perceotag sales in this segment decreased in
the first quarter of 2006, compared to the firsaiger of 2005, primarily as a result of lower peder net shipping costs resulting from
changes in our shipping policies, and to a lesstené improved margins from our operational iritias, including the review of pricing and
profitability of each of our OTC SKUs. As a resaftthese initiatives, our core OTC gross profitldid (excluding wholesale OTC and CNS)
increased $3.1 million, or 29%, to $13.6 millionthe first quarter of 2006, compared to $10.5 wilin the first quarter of 2005.

Mail-Order Pharmacy Cost of Sales

Three Months Ended

April 2, April 3,
2006 % Change 2005
($ in thousands)
Mail-order pharmacy cost of sal $15,84¢ 2.1% $15,52:
Segmented cost of sales informati
Mail-order pharmacy cost of sales as a % of-order pharmacy net sal 86.6% 86.5%

Cost of sales in our mail-order pharmacy segmeameased in absolute dollars but remained flatpereentage of net sales in the three-
month period ended April 2, 2006, compared to kined-month period ended April 3, 2005, as a rasuticreased peorder product costs a
selling a higher proportion of higher-cost, loweangin brand-name drugs.

Local Pick-up Pharmacy Cost of Sales

Three Months Ended

April 2, April 3,
2006 % Change 2005
($ in thousands)
Local pick-up pharmacy cost of sal $21,58¢ (1.5%)  $21,91¢
Segmented cost of sales informati
Local pick-up cost of sales as a % of local [-up pharmacy net sali 89.2% 87.8%

Cost of sales in our local pick-up pharmacy segndenteased in absolute dollars in the three-moatiogh ended April 2, 2006,
compared to the thremonth period ended April 3, 2005, as a result @¥adecrease in order volume. Cost of sales ascamprge of net sal
in this segment increased in 2006, compared to 2898 result of increased per-order product @sideclining margins resulting from
lower contractual reimbursement rates from insuggrans.

Vision Cost of Sales

Three Months Ended

April 2, April 3,
2006 % Change 2005
($ in thousands)
Vision cost of sale $9,79: 4.4% $9,38:
Segmented cost of sales informati
Vision cost of sales as a % of vision net s: 77.€% 77.°%

Cost of sales in our vision segment increased inodibsolute dollars and as a percentage of net sathe three-month period ended
April 2, 2006, compared to the three-month periodesl April 3, 2005, primarily as a result of a shifproduct mix to sales of higher cost,
newer technology contact lenses and increased piomabactivity, offset by a slight decline in ordeolume.
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Fulfillment and Order Processing Expenses

Three Months Ended

April 2, April 3,
2006 % Change 2005
($ in thousands)
Fulfillment and order processing expen $10,177 (1.1%)  $10,28t
Percentage of net sal 9.8% 10.2%

Fulfillment and order processing expenses inclugepses related to payroll and related expensgsefsonnel engaged in purchasing,
fulfillment, distribution, and customer care adie$ (including warehouse personnel and pharmaeigjaged in prescription verification
activities), distribution center equipment and kg supplies, per-unit fulfilment fees charggdRite Aid for prescriptions ordered
through the drugstore.com website and picked @pRite Aid store, credit card processing fees, laatdidebt expenses. These expenses also
include rent and depreciation related to equipraedtfixtures in our distribution center and calhies facilities. Variable fulfillment costs
represent the incremental (variable) costs oflfifj, processing and delivering the order thatheéeve are variable based on sales volume.

Fulfillment and order processing expenses for hheg-month period ended April 2, 2006 were compriEfe$7.6 million of variable
costs and $2.6 million of fixed costs, compare@db million of variable costs and $2.7 millionfofed costs for the three-month period
ended April 3, 2005. Variable fulfillment and ordqeocessing expenses remained flat year-gear-despite a 4% increase in order volum
increased costs from the greater order volume wiset by lower per-order labor costs. Fixed firfiént and order processing expenses also
remained flat year-over-year primarily as a restith decrease in depreciation expense of $548 @0askets fully depreciated during 2005,
offset by stock-based compensation expense of 82@Xesulting from the adoption of FAS 123R, aratéased personnel costs of $281,000.
Fulfillment and order processing expenses as a&ptage of net sales declined in the first quat@006, compared to the first quarter of
2005, as greater order volumes resulted in improngidation of our primary distribution center.

Marketing and Sales Expenses

Three Months Ended

April 2, April 3,
2006 % Change 2005
($ in thousands)
Marketing and sales expen: $8,971 28.9%  $6,96:
Percentage of net sal 8.6% 7.C%

Marketing and sales expenses include advertisidgrarketing expenses, promotional expendituregagll and related expenses
personnel engaged in marketing and merchandisitigtaes. Advertising expenses include various atlsag contracts. In addition,
marketing and sales expense include CNS-relatealtiey, which were reduced as a result of our néfilfnent agreement with Weil, of
$19,000 for the first quarter of 2006 and $635,f200he first quarter of 2005. Advertising and prtional costs in the first quarter of 2006
were $6.7 million, compared to $5.0 million in 2005

Marketing and sales expenses increased both inubgiollars and as a percentage of net saletéothreemonth period ended April
2006, compared to the three-month period ended Bp#005. The increase was primarily due to $1il8an in final costs related to our
brand advertising campaign incurred in the firsarter of 2006, and an increase in stock-based cosapien expense of $181,000 resulting
from the adoption of FAS 123R.

Technology and Content Expenses

Three Months Ended

April 2, April 3,
2006 % Change 2005
($ in thousands)
Technology and content expen: $3,94: 34.L  $2,93:
Percentage of net sal 3.8% 2.5%

Technology and content expenses consist primafibagroll and related expenses for personnel erdyagdeveloping, maintaining and
making routine upgrades and enhancements to owitesbTechnology and content expenses also in¢hidmet access and hosting char
depreciation on hardware and IT structures, andsiteebontent and design expenses.
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Technology and content expenses for the three-netibd ended April 2, 2006 increased both in alieadiollars and as a percentage
of net sales, compared to the three-month periddepril 3, 2005. The increase resulted from iasegl depreciation expense of $446,000
resulting from the acquisition of software and comep equipment related to enhancements to ourffastructure in 2005, an increase in
stock-based compensation expense of $268,000irestrbm the adoption of FAS 123R, and increaseeraional costs.

General and Administrative Expenses

Three Months Ended

April 2, April 3,
2006 % Change 2005
($ in thousands)
General and administrative expen $4,29¢ (3.C%)  $4,42¢
Percentage of net sal 4.1% 4.4%

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 threetimperiod ended April 2, 2006 decreased bottbgokute dollars and as a
percentage of net sales, compared to the threelnpeniod ended April 3, 2005. The decrease respitiadarily from reductions in corporate
insurance costs and utility costs, offset by amaase of $185,000 in stock-based compensation sgpesulting from the adoption of FAS
123R, and increased professional fees. The decesas@ercentage of net sales resulted from oed f©orporate administrative costs being
spread over more net sales.

Amortization of Intangible Assets

Three Months Ended

April 2,
April 3,
2006 % Change 2005
($ in thousands)
Amortization of intangible asse $ 53C (33.£%) $ 801

Amortization of intangible assets includes the aimnation expense associated with assets acquireoninection with our acquisitions
CNS, Acumins, Inc., and Vision Direct, and assetyu&ed in connection with our agreements with Ritg and GNC, and other intangible
assets, including a technology license agreementath names and trademarks.

The decrease in amortization expense for the timaeth period ended April 2, 2006, compared to bineg-month period ended April 3,
2005, resulted from certain intangible assets bailtg amortized in 2005.

Interest Income and Expense

Three Months Ended

April 2, April 3,
2006 % Change 2005
($ in thousands)
Interest income, ne $ 407 127.% $ 17¢

Interest income consists of earnings on our casth equivalents and marketable securities, antesttexpense consists primarily of
interest associated with capital lease and deligatins. Net interest income increased in the §jtarter of 2006, compared to the first
quarter of 2005, as a result of higher interegtsaind higher weighted average cash, cash equivaed marketable securities balance in
quarter of 2006 compared to 2005.

Income Taxes

There was no provision or benefit for income tafoeghe three-month periods ended April 2, 2006 Apdl 3, 2005 due to our ongoing
operating losses.
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Stock-Based Compensation

Effective January 2, 2006, we adopted the fair&a&cognition provisions of FAS 123R using the rfiediprospective-transition
method, which requires measurement of compensetisifor all stock-based awards at fair value @ndhte of grant and recognition of
compensation over the service period for awardeeeg to vest. As a result of adopting FAS 123Ramuary 2, 2006, we recognized stock-
based compensation totaling $1.7 million for the¢hmonths ended April 2, 2006. Our incrementallsttased compensation expense
resulting from the adoption of FAS 123R totaled5$illion and increased our basic and diluted ass Iper share by $0.02, which includes a
reduction of stock-based compensation of $248,680would have been recognized prior to the adogbo options granted with an exercise
below the market value on the date of grant. Asiired by FAS 123R, management made an estimatepeicéed forfeitures and we are
recognizing compensation costs only for those gquitards expected to vest. Prior to January 2, 208Gecognized stock-based
compensation under the provisions of APB 25 and EASfor options granted with exercise prices befoarket value on the date of grant,
options and warrants issued to non-employees foices, and modifications to existing option grai@ach compensation expense totaled
$848,000 for the three months ended April 3, 2@ Note 5 in our consolidated financial statemieatsided in Part I, Item 1 of this
quarterly report.

Off-Balance Sheet Transactions
We have not engaged in any off-balance sheet tctiosa.

Liquidity and Capital Resources

We have incurred net losses of $742.6 million sinception. We believe that we may continue to inet losses for at least the next
year, and possibly longer. From our inception tgtoipril 2, 2006, we have financed our operationsarily through the sale of equi
securities, including common and preferred sto@dding net cash proceeds of $413.9 million.

Discussion of Cash Flows
The following table provides information regardiogr cash flows for the three-month periods endedl 2p2006 and April 3, 2005.

Three Months Ended

April 2, % April 3,
2006 Change 2005
($ in thousands)
Cash used in operating activiti $(2,85€) 54.8(% $ (1,84%)
Cash provided by (used in) investing activit $1,25] (104.99) $(25,077)
Cash provided by (used in) financing activit $ (334 (101.2%%) $ 26,79¢
Net decrease in cash and cash equiva $(1,939) N/M $ (129

Net cash used in operating activities for the thremnth periods ended April 2, 2006 and April 3, 2@@imarily reflects net losses and
changes in operating assets and liabilities, dartidfset by non-cash expenses. Net cash useg@énabing activities increased in the first
quarter of 2006, compared to the first quarter@F2, primarily as a result of increased uses ofotvorking capital partially offset by
decreased investments in inventory.

Net cash provided by investing activities for theee-month period ended April 2, 2006 was primaatlyibutable to the sales and
maturities of marketable securities, offset byphechase of marketable securities and the acapnsiti fixed assets. Net cash used in
investing activities for the three-month period etd\pril 3, 2005 was primarily attributable to therchase of marketable securities and
acquisition of fixed assets, offset by the sale muadlurity of marketable securities.

Net cash used in financing activities for the thneenth period ended April 2, 2006 was attributabléhie repayment of debt obligatio
offset by proceeds received from the exercisesmfi@eyee stock options and purchases under our g@glstock purchase plan. Net cash
provided by financing activities for the three-mopeeriod ended April 3, 2005 was attributable t6.$2million of net proceeds received from
the sale of 10.0 million shares of our common steekh provided from exercises of employee stotionp and purchases under our
employee stock purchase plan, and borrowings umderevolving line of credit agreement with a bapértially offset by payments on our
debt obligations.

Until required for other purposes, our cash anth eagiivalents are maintained in deposit accountséghtly 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 turrent operations.
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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 cagitdlcapital 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 expensespsaathead and fixed costs. Any
projections of our future cash needs and cash flmesubject to substantial uncertainty for thsoea discussed in the sections entitlédsk
Factors” in Part Il, Item 1A of this quarterly report airt I, Item 1A of our annual report on Form 10eK the year ended January 1, 2006.

In March 2006, we entered into an amended andteeskaan and security agreement with our existiagkb This agreement includes a
revolving line of credit allowing for borrowings ap to $7.5 million, which accrue interest at thieng rate. The revolving line of credit has a
maturity date of one year from the date of advambe. agreement allows for the conversion of up2® $nillion of the outstanding balance
into a term loan within 60 days of maturity. No amts have been borrowed on the line of credit aspoil 2, 2006.

As of April 2, 2006, we did not have any future erél noncancelable commitments to purchase gopdsruices.

We believe that our sources of cash will be sugfitito fund our operations and anticipated capitpkenditures until we begin
generating positive operating cash flow. Howevay, projections about our future cash needs and ftask are subject to substantial
uncertainty. As a result, we may need to raisetiahdil monies to fund our operating activities or $trategic flexibility (if, for example, we
pursue business or technology acquisitions or eeiduild a new distribution center or if our egfaions regarding our operations and
anticipated capital expenditures change). We havied past and will continue to assess opportuitieraising additional funds by selling
equity, equity-related or debt securities, obtairéalditional credit facilities or obtaining otheeans of financing for strategic reasons or to
further strengthen our financial position. We carim certain that additional financing will be dable to us on acceptable terms when
required, or at all. Furthermore, if we were tseaadditional funds through the issuance of seesrisuch securities may have rights,
preferences or privileges senior to those of thktsi of our common stock and our stockholders nxagience additional dilution.

Management Outlook

For the second quarter of fiscal year 2006, weangeting net sales in the range of $101.0 miltm$105.0 million and a net loss in the
range of $4.3 million to $5.5 million.

ltem 3. Quantitative and Qualitative Disclosures About MarkRisk

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

We have interest rate exposure arising from owrfing facilities, which have variable rates. Theséable interest rates are affected
by changes in short-term interest rates. We maoag@terest rate exposure by maintaining a cordime debt-to-equity ratio. We believe
that the effect, if any, of reasonably possiblersieam changes in interest rates on our finanaiaitfon, results of operations and cash flows
will not be material. Our financing facilities exg@net earnings to changes in short-term inteagss because interest rates on the underlying
obligations are variable. Borrowings outstandingemthe interest-bearing financing facilities tethi2.2 million at April 2, 2006, and
interest rates attributable to this outstandingubed ranged from 8% to 8.25% during the first qrasf 2006. A change in net earnings
resulting from a hypothetical 10% increase or desedn interest rates would not be material.

We have investment risk exposure arising from ouestments in marketable securities. As of Apr2@06, we had $23.6 million of
securities classified as “marketable securitiese’ Mgularly review the carrying value of our invaents and identify and record losses when
events and circumstances indicate that declindsifair value of such assets below our accouriaxis are other-than-temporary.
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Item 4. Controls and Procedure

We have performed an evaluation under the supervisnd with the participation of our managemerdiuiding our chief executive
officer and chief financial officer, of the effeetiness of our disclosure controls and proceduseddfined 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, cduded that, as of April 2, 2006, our disclosuretcols and procedures were effective in
ensuring that all material information requirecbtdisclosed in reports filed or submitted by udarthe Exchange Act is made known to
them in a timely fashion.

During the quarter ended April 2, 2006, there wersehanges in our internal controls over finanmglorting 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 7 of our consolidated financial statemé@msmmitments and Contingencies—Legal Proceedinggluded in Part I, Item 1
of this quarterly report, for a discussion of thaterial legal proceedings to which we are a party.

ltem 1A. Risk Factors

The risk factor disclosure included under Item ¥Aar Annual Report on Form 10-K for the fiscal yead January 1, 2006, filed with
the Securities and Exchange Commission on MarcaQd% (the “Form 10-K”) has not materially changdker than as set forth below.

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

We have incurred net losses of $742.6 million tiglodpril 2, 2006. To date, we have not become tabfe, and we may never achieve
profitability. We expect to continue to incur nesses for at least the next year, and possiblyelorfs a result, our stock price may decline
and investors may lose all or a part of their itwesnt in our common stock.

The information above updates and should be readnjunction with the discussion of our risk fasteontained in Item 1A of the Fo
10-K.

ltem 2. Unregistered Sales of Equity Securities and UséPobceeds
None.

Item 3. Defaults Upon Senior Securitie!
None.

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

Item 5. Other Information.
None.
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Iltem 6. Exhibits

(a) Exhibits

Exhibit No. Exhibit Description

3.1 Amended and Restated Certificate of Incorporatiodrogstore.com, inc. (incorporated by referencExhibit 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 Preferreac&tof drugstore.com, inc. (incorporated by refeseto Exhibit 3.1a to
drugstore.com, in’s Quarterly Report on Form -Q for the Quarter Ended July 2, 2000 (SEC File 00£-26137)).

3.2 Amended and Restated Bylaws of drugstore.comdated January 7, 2005 (incorporated by referen&xiibit 3.2 to
drugstore.com in’s Annual Report on Form -K for the Fiscal Year Ended January 1, 2006 (SHE R0. 00(-26137)).

10.1 Third Amendment to Loan and Security Agreement betwdrugstore.com, inc. and Silicon Valley Banledats of
March 16, 2006

10.2 Amended and Restated Loan and Security Agreeméntba drugstore.com, inc. and Silicon Valley Baaked as of
December 29, 200:

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

31.2 Certification of Robert A. Barton, Vice Preside@tief 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.,

pursuant to 18 U.S.C. Section 1350, as adoptedipnt$o Section 906 of the Sarbe-Oxley Act of 2002

32.2 Certification of Robert A. Barton, Vice Preside@tief Financial Officer and Treasurer of drugstooen, inc., pursuant to
18 U.S.C. Section 1350, as adopted pursuant tacBe@®6 of the Sarban-Oxley Act of 2002
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SIGNATURES

Pursuant to the requirements of the Securities &xgl 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. Barton
Vice President, Chief Financial Officer and Treasur
(Principal Financial Officer)

Date: May 12, 2006
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Exhibit 10.1

THIRD AMENDMENT
TO
LOAN AND SECURITY AGREEMENT

THIS THIRD AMENDMENT to Loan and Security Agreement (this “Amendmeng”gntered into this [16th] day of March, 2006, by
and between Silicon Valley Bank (“Bank”) and DRUGIRE.COM, INC., a Delaware corporation (“Borrowewhose address is 411 108th
Avenue NE, Suite 1400, Bellevue, WA 98004.

R ECITALS

A. Bank and Borrower have entered into that certaireAded and Restated Loan and Security Agreemend datef December 29,
2004, as amended by that certain First Amendmelnbam and Security Agreement by and between BadkBamrower dated as of August 4,
2005 and that certain Second Amendment to LoarSaedrity Agreement between Bank and Borrower daseaf December 9, 2005
(collectively, as the same may from time to timeflm¢her amended, modified, supplemented or redtdite “Loan Agreement”).

B. Bank has extended credit to Borrower for the puepgsermitted in the Loan Agreement.

C. Borrower has requested that Bank amend the Loaaéhgent to (i) increase the amount available todsmlved under the
Committed Revolving Line, (ii) extend the maturitgite, (iii) revise the financial covenants, and (hake certain other revisions to the Loan
Agreement as more fully set forth herein.

D. Bank has agreed to so amend certain provisionseof dan Agreement, but only to the extent, in adance with the terms, subjec
the conditions and in reliance upon the represiemsiand warranties set forth below.

A GREEMENT

N ow , T HEREFORE , in consideration of the foregoing recitals and otj@od and valuable consideration, the receiptaatedjuacy of
which is hereby acknowledged, and intending toelgally bound, the parties hereto agree as follows:

1. Definitions. Capitalized terms used but not defined in this Admeent shall have the meanings given to them ita Agreement.

2. Acknowledgement of Extension of Revolving Matuty Date. Prior to the date hereof, Borrower and Bank agtbatithe “Revolving
Maturity Date”, as defined in Section 13 of the hasgreement, would be extended to March 15, 20@6sith agreement is effective unless
in writing signed by Bank. Therefore, as of theedag¢reof, Borrower and Bank acknowledge and agreadh extension (such date to be
further amended as set forth below).

3. Amendments to Loan Agreement.
(a) Section 2.1.2(d) Section 2.1.2(d) is amended in its entirety aeplaced with the following:

(d) As of the Term Loan Conversion Date, Borrowlected to convert $1,000,000 of the Advances irtieria loan (the “Term
Loan™), which is being repaid by Borrower in equabnthly installments of principal in the amount$&7,777.78, plus all accrued
interest, on the first day of each month. On the ehich is 36 months from the first day of the riofollowing the Term Loan
Conversion Date, Borrower shall repay all outstagdierm Loan principal and accrued interest. Anyants repaid with respect to the
Term Loan may not be reborrowed pursuant to thenTlezan and no additional amounts may be requestddrithe Term Loar



(b) Section 2.1.2(e) A new Section 2.1.2(e) is hereby added to reddlmsvs:

(e) Notwithstanding the foregoing, Borrower maycelepon 30 days prior written notice to Bank, émeert up to $2,500,000 in
the aggregate of the outstanding Advances intona figan (the “Term Loan 11”), provided that, at ttime Borrower delivers any such
notice, Borrower shall pay to Bank a nonrefunddbéeequal to one quarter of one percent (0.25%)e@amount of the Term Loan Il
Such notice may only be delivered during the 66sdaymediately prior to the Revolving Maturity Da@n the first day of the month
following the Term Loan Il Conversion Date, Borravehall pay any accrued but unpaid interest witipeet to the Term Loan Il and
the Advances which were converted into the TerrmUbaBeginning on the first day of the next moriarrower will repay the Term
Loan in 36 equal monthly installments of principhis interest. On the date which is 36 months ftoenfirst day of the month
following the Term Loan Il Conversion Date, Borravahall repay all outstanding Term Loan Il prindipad accrued interest. Borrow
may only request one Term Loan Il hereunder.

(c) Section 2.4.Z Additional Interest Rates; Payments).

Section 2.4.2(i) is hereby amended to read “(i) &tbes accrue interest on the outstanding prinbglahce at a per annum rate
equal to the Prime Rate;".

A new Section 2.4.2(iv) is hereby added to the Bentence of Section 2.4.2 to read “(iv) the Téwan Il accrues interest on the
outstanding principal balance at a floating perisnmate equal to one half of one percentage p6ib0Dg¢6) above the greater of (A) the
Prime Rate as in effect from time to time and (&) Prime Rate as of the Term Loan Conversion Date”.

(d) Section 6.7( Financial Covenants). Section 6.7 is amended in its entirety and regalawith the following:
6.7 Financial CovenantBorrower will maintain:

(i) Cash BalanceAt all times, a balance of unrestricted cashtd¢ast $20,000,000.

(i) EBITDA Loss. As of the last day of each month, Borrower’'s EBA Loss for the three months immediately
preceding the date of measurement shall not exgettdtough the month ending March 31, 2006, ($6,000),
(ii) thereafter through the month ending June 3W& ($2,750,000), (iii) thereafter through the toending
September 30, 2006, ($1,250,000), and (iv) for eachth thereafter, Zero ($0).

(e) Section 13 Definitions ). Section 13.1 is hereby amended to add or antentbtlowing defined terms to read as follows:
“ Committed Revolving Line” is an Advance of up to $7,500,000.
“ Revolving Maturity Date " is March 14, 2007.
“ Term Loan Il Conversion Date” means the date on which Advances are convertedlie Term Loan Il pursuant to
Section 2.1.2(e) hereof.
(f) Exhibit C ( Compliance Certificate). Exhibit C is amended in its entirety and repthegth Exhibit C attached hereto.
4. Limitation of Amendments.

(a) The amendments set forth$ection 2, above, are effective for the purposes set foetiein and shall be limited precisely as written
and shall not be deemed to (a) be a consent tameyndment, waiver or modification of any other temeondition of any Loan Document,
or (b) otherwise prejudice any right or remedy whigank may now have or may have in the future undén connection with any Loan
Document,



(b) This Amendment shall be construed in connectioh waitd as part of the Loan Documents and all tecorgditions, representations,
warranties, covenants and agreements set fortteihdan Documents, except as herein amended, egbyhetified and confirmed and shall
remain in full force and effect.

5. Representations and WarrantiesTo induce Bank to enter into this Amendment, BoreoWwereby represents and warrants to Bank as
follows:

(a) Immediately after giving effect to this Amendmeaj} the representations and warranties containdteihoan Documents are true,
accurate and complete in all material respectd #eealate hereof (except to the extent such reptafons and warranties relate to an earlier
date, in which case they are true and correct asdf date), and (b) no Event of Default has oecuand is continuing;

(b) Borrower has the power and authority to executedstidger this Amendment and to perform its obliga under the Loan
Agreement, as amended by this Amendment;

(c) The organizational documents of Borrower deliveaeBank prior to the Effective Date remain trueswrate and complete and have
not been amended, supplemented or restated amtduentinue to be in full force and effect;

(d) The execution and delivery by Borrower of this Amerent and the performance by Borrower of its obidyes under the Loan
Agreement, as amended by this Amendment, have didgrauthorized:;

(e) The execution and delivery by Borrower of this Arderent and the performance by Borrower of its obiayes under the Loan
Agreement, as amended by this Amendment, do notvdlhdot contravene (a) any law or regulation birglon or affecting Borrower, (b) a
contractual restriction with a Person binding onrBwer, (c) any order, judgment or decree of anyrcor other governmental or public body
or authority, or subdivision thereof, binding onrBawer, or (d) the organizational documents of Boser;

(f) The execution and delivery by Borrower of this Arderent and the performance by Borrower of its ollages under the Loan
Agreement, as amended by this Amendment, do natreegny order, consent, approval, license, autatian or validation of, or filing,
recording or registration with, or exemption by ajovernmental or public body or authority, or swiglon thereof, binding on either
Borrower, except as already has been obtained denzad

(9) This Amendment has been duly executed and deliveyd@brrower and is the binding obligation of Bomer, enforceable against
Borrower in accordance with its terms, except @b ®nforceability may be limited by bankruptcy,ah&ncy, reorganization, liquidation,
moratorium or other similar laws of general apglmwa and equitable principles relating to or affiegtcreditors’ rights.

6. Counterparts. This Amendment may be executed in any number ofiteoparts and all of such counterparts taken tegethall be deeme
to constitute one and the same instrument.

7. Effectiveness This Amendment shall be deemed effective as athlfl6], 2006, upon (a) the due execution andvdejito Bank of this
Amendment and the Borrowing Resolutions by eactyghereto, and (b) Borrower’s payment of a nonneffable amendment fee in an
amount equal to $19,375.

[Signature page follows



| NW ITNESS W HEREOF , the parties hereto have caused this Amendment dllyeexecuted and delivered as of the date firgtem

above.
BANK
Silicon Valley Bank

By: /s/ Scott Bergquis

Name Scott Bergquis
Title: Division Manage!

BORROWER
DRUGSTORE.COM, INC

By: /s/ Robert Bartol

Name Robert Bartor
Title: CFO

/s/ Dawn G. Lepor




EXHIBIT C
COMPLIANCE CERTIFICATE

TO: SILICON VALLEY BANK Date:
FROM: DRUGSTORE.COM, INC

The undersigned authorized officer of DRUGSTORE.CIONC. (“Borrower”) certifies that under the termsd conditions of the Loan

and Security Agreement between Borrower and Bark ‘dgreement”), (1) Borrower is in complete conapice for the period ending
with all required covenants except as noted be{@\there are no Events of Default, (3) all repnéstions and warranties in the

Agreement are true and correct in all material eetpon this date except as noted below; providedever, that such materiality qualifier
shall not be applicable to any representationsveardanties that already are qualified or modifigdhiateriality in the text thereof; and
provided, further that those representations antanties expressly referring to a specific datdl sfeatrue, accurate and complete in all
material respects as of such date, (4) Borrowet emch of its Subsidiaries, has timely filed atjuiged tax returns and reports, and Borrower
has timely paid all foreign, federal, state andaldexes, assessments, deposits and contributwed by Borrower, and (5) no Liens have
been levied or claims made against Borrower orants Subsidiaries relating to unpaid employeerpkypr benefits of which Borrower has
not previously provided written notification to BarAttached are the required documents supportiageértification. The undersigned
certifies that these are prepared in accordandegeiherally GAAP consistently applied from one peéttio the next except as explained in an
accompanying letter or footnotes. The undersigm&da@wledges that no borrowings may be requestadyatime or date of determination
that Borrower is not in compliance with any of teems of the Agreement, and that compliance isrdeted not just at the date this
certificate is delivered. Capitalized terms usetirtmi otherwise defined herein shall have the mmegngiven them in the Agreement.

Please indicate compliance status by circling YesNunder “Complies” column.

Reporting Covenant Required Complies
Monthly financial statements + C Monthly within 30 days Yes N
Annual (Audited) FYE within 120 day: Yes N
10-Q, 1-K and &K Within 5 days after filing with SE! Yes N
Financial Covenant Required Actual Complies
Maximum Trailing 3 Mo. EBITDA Loss See Sectior  $ Yes N
6.7(ii)
Minimum Cash $20,000,00 $ Yes N¢

Borrower has deposit accounts located at the fatiguwnstitutions:

DRUGSTORE.COM, INC. BANK USE ONLY
Received by:
By: AUTHORIZED SIGNEF
Name Date:
Title: Verified:
AUTHORIZED SIGNEF
Date:

Compliance Statu Yes N



Exhibit 10.2

AMENDED AND RESTATED LOAN AND SECURITY AGREEMENT
DRUGSTORE.COM, INC.



This AMENDED AND RESTATED LOAN AND SECURITY AGREEMHT dated as of the Effective Date, between SILICON
VALLEY BANK (“Bank™), whose address is 3003 TasmBnive, Santa Clara, California 95054 with a loandarction office located at 4110
Carillon Point, Kirkland, Washington 98033 and DREBORE.COM, INC. (“Borrower”), whose address is 18%E Eastgate Way, Suite
300, Bellevue, Washington 98005 provides the tesmw/hich Bank will lend to Borrower and Borrowerlwepay Bank. The parties agree as
follows:

1. ACCOUNTING AND OTHER TERMS Accounting terms not defined in this Agreemernit g construed following GAAP.
Calculations and determinations must be made faiguBAAP. The term “financial statements” includbe notes and schedules. The terms
“including” and “includes” always mean “includingr(includes) without limitation,” in this or any ha Document.

2. LOAN AND TERMS OF PAYMENT.

2.1 Promise to PayBorrower promises to pay Bank the unpaid princgmaount of all Credit Extensions and interest ko tnpaic
principal amount of the Credit Extensions.

2.1.1 Equipment Advances

(a) Bank has made advances (each an “Equipmentn&gdiand, collectively, “Equipment Advances”) torBower,
in an outstanding amount equal to $53,814.69 éisecEffective Date. Borrower shall not request remeive any further
Equipment Advances.

(b) Interest accrues from the date of each Equiprdmance at the rate in Section 2.3. Equipmentakabes are
payable in 24 equal monthly installments of primtimnd accrued interest, beginning on the 5thadaach month
following the respective Equipment Advance and rgdi4 months thereafter (each, the “Equipment Mgtrate”).
Equipment Advances when repaid may not be rebomiowe

(c) On the Equipment Maturity Date, with respeceéeh Equipment Advance, Borrower will pay, in diddi to the
unpaid principal and accrued interest and all oftmounts due on such date with respect to suchpBmrit Advance, an
amount equal to the Final Payment.

2.1.2 Revolving Advances

(a) Bank will make Advances not exceeding (i) thmrnitted Revolving Line, minus (ii) the amount dif a
outstanding Letters of Credit (including drawn hateimbursed Letters of Credit), minus (iii) thesBaManagement
Services Sublimit, minus (iv) the aggregate amadisiny Advances which have been converted intd #ren Loan.
Amounts borrowed under this Section may be repagtiraborrowed prior to the Revolving Maturity Date.

(b) To obtain an Advance, Borrower must notify Baoykfacsimile or telephone by 12:00 p.m. Pacificdion the
Business Day the Advance is to be made. Borrowest promptly confirm the notification by delivering Bank the
Payment/Advance Form attached as Exhibit B. Barkcnedit Advances to Borrower’s deposit accouran® may make
Advances under this Agreement based on instrucfions a Responsible Officer or his or her desigoewithout
instructions if the Advances are necessary to @&égations which have become due. Bank may relgmntelephone
notice given by a person whom Bank believes is spBesible Officer or designee. Borrower will indefmmBank for any
loss Bank suffers due to such reliance.

(c) The Committed Revolving Line terminates on Revolving Maturity Date, when, subject to the tayat option
described below, all Advances are immediately pkeyab

(d) Notwithstanding the foregoing, Borrower mayogleipon 30 days prior written notice to Bank, emeert any or
all of the outstanding Advances into a term lo&e (fTerm Loan”), provided that, at the time Borrowelivers any such
notice, Borrower shall pay to Bank a nonrefunddééeequal
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to one half of one percent (0.5%) of the amourthefTerm Loan. Such notice may only be deliverethduhe 60 days
immediately prior to the Revolving Maturity Daten@he first day of the month following the Term Ibo@onversion Date,
Borrower shall pay any accrued but unpaid intengtt respect to the Term Loan and the Advances kvhiere converted
into the Term Loan. Beginning on the first dayfeé hext month, Borrower will repay the Term Loar3éequal monthly
installments of principal plus interest. On theedahich is 36 months from the first day of the niofallowing the Term
Loan Conversion Date, Borrower shall repay all utding Term Loan principal and accrued interestr@ver may only
request one Term Loan hereunder.

2.1.3 Letters of Credit SublimitBank will issue or have issued Letters of CréalitBorrower’s account not exceeding (i) the
Committed Revolving Line minus (ii) the outstandimgncipal balance of the Advances (including ardvAnces which have been
converted into a Term Loan) minus the Cash Manage®eblimit; however, the face amount of outstagdietters of Credit
(including drawn but unreimbursed Letters of Credifly not exceed $2,000,000. All Letters of Crstill be, in form and
substance, acceptable to Bank in its sole discretial shall be subject to the terms and conditddiank’s form of standard
application and letter of credit agreement, whichrBwer hereby agrees to execute, including a deleo 1.15% per annum of
the face amount of each Letter of Credit. Borrow&etter of Credit reimbursement obligation will §&cured by unencumbered
cash in a certificate of deposit at Bank on teroteptable to Bank at least five (5) Business Daigs o the Revolving Maturity
Date if such date is not extended by Bank. Borraaggees to execute any further documentation imection with the Letters of
Credit as Bank may reasonably request.

2.1.4 Cash Management Services SublirBiorrower may use up to $500,000 for Bank's Castndjement Services, which
may include merchant services, direct deposit gfgh business credit card, and check cashingicesvdentified in various cash
management services agreements related to sudbese(the “Cash Management Services”). All amo®#sk pays for any Cash
Management Services will be treated as Advancesnthé Committed Revolving Line.

2.1.5 NonFormula Equipment Advance

(&) On the Closing Date, Bank will make an advatice “Non-Formula Equipment Advance”) in an amoniot to
exceed $2,000,000. The Non-Formula Equipment Advamay only be used to finance or refinance Equigrard
software purchased by Borrower between Januar@@4 and the Effective Date.

(b) On January 1, 2005, Borrower shall pay all aedrinterest with respect to the Non-Formula Eq@pnAdvance.
The Non-Formula Equipment Advance shall be payab86 equal monthly installments of principal, paccrued interest,
beginning on February 1, 2005 and ending on Jania2908. The Facility B Equipment Advance, or aoytion thereof,
when repaid may not be reborrowed. Borrower mapayehe NonFormula Equipment Advance, or any portion therbg
paying the applicable principal amount and any @etrinterest thereon to Bank, provided that, ifghepayment is made
on or before the first anniversary of the Effectidate, Borrower shall also pay a Make-Whole PremiorBank at the time
of such prepayment.

(c) To obtain the Non-Formula Equipment AdvancerrBaer must notify Bank (the notice is irrevocalthg)
facsimile no later than 12:00 p.m. Pacific time dsBiess Day before the day on which the Non-Forr&qglaipment
Advance is to be made. The notice in the form dfikix B (Payment/Advance Form) must be signed BReaponsible
Officer or designee.

2.2 Termination of Commitment to Len@ank’s obligation to lend the undisbursed portidithe Obligations will terminate if, in
Bank’s sole discretion, there has been a matetiadrae change in the general affairs, managenesults of operation, condition
(financial or otherwise) or the prospect of repagtredf the Obligations, or there has been any maltadverse deviation by Borrower
from the most recent business plan of Borrowereatesl to and accepted by Bank prior to the execwtidhis Agreement.

2.3 Overadvancesdf Borrower’s Obligations under Sections 2.1.2,.3, and 2.1.4 exceed the Committed Revolving kinany
time, Borrower must immediately pay Bank the excess




2.4 Interest Rate, Payments

2.4.1 Equipment Advance€quipment Advances accrue interest on the oudsigrprincipal balance at a per annum fixed
rate of 5.75%. After an Event of Default, Obligasoaccrue interest at 5 percent above the ratete#dmmediately before the
Event of Default. Interest is computed on a 360 ykayr for the actual number of days elapsed.

2.4.2 Additional Interest Rates; Payments

(a) Interest Rate(i) Advances accrue interest on the outstandiimgcipal balance at a per annum rate one quarter of
one percentage point (0.25%) above the Prime Rigtéhe Term Loan accrues interest on the outstapgdrincipal balance
at a per annum rate equal to one half of one ptagerpoint (0.50%) above the greater of (A) thenerRate, as revised
from time to time according to the terms hereof] éB) the Prime Rate as of the Term Loan ConverBate, and (iii) the
Non-Formula Equipment Advance shall accrue intesashe outstanding principal balance at a per anraie equal to the
greater of (A) one half of one percentage poiri%®). above the Prime Rate and (B) five percent (5.@%ter an Event of
Default, Obligations accrue interest at 5 percéotva the rate effective immediately before the Ewébefault. The
interest rate increases or decreases when the Rameechanges. Interest is computed on a 360 dayfgethe actual
number of days elapsed.

(b) Payments Interest due on the Committed Revolving Lineaggble on the first day of each month. Payments
received after 12:00 noon Pacific time are congideeceived at the opening of business on theBsiness Day. When a
payment is due on a day that is not a Business thaypayment is due the next Business Day andiadditinterest shall
accrue.

2.4.3 Request to Debit AccountBank may debit any of Borrower’s deposit accoumttuding Account Number
3300380008 for principal and interest paymentsngraanounts Borrower owes Bank when due. Bank wailifp Borrower when i
debits Borrower’s accounts. These debits are set-aff.

2.5 Fees Borrower will pay:

(a) Facility Fee A fully earned Facility Fee of $15,000 for therdmitted Revolving Line (which shall be non-
refundable unless Borrower has complied with Seddi® prior to March 31, 2005, in which case sutivant shall be
refunded to Borrower), and a fully earned non-realbile Facility Fee of $10,000 for the NBormula Equipment Advanc
and

(b) Bank ExpensesAll Bank Expenses (including reasonable attorhiaes and reasonable expenses) incurred
through and after the date of this Agreement, ag@ple when due.
3. CONDITIONS OF LOANS

3.1 Conditions Precedent to Initial Credit Extensi®ank’s obligation to make the initial Credit Em$gon is subject to the
condition precedent that it receive the agreemelaisyments and fees it requires.

3.2 Conditions Precedent to all Credit ExtensioBank’s obligations to make each Credit Extensincluding the initial Credit
Extension, is subject to the following:

(a) timely receipt of any Payment/Advance Form; and

(b) the representations and warranties in Sectiou& be materially true on the date of the Paymertnce Form and on
the effective date of each Credit Extension an&went of Default may have occurred and be contigpudn result from the Credit
Extension. Each Credit Extension is Borrower’s espntation and warranty on that date that the septations and warranties of
Section 5 remain true.




4. CREATION OF SECURITY INTEREST

4.1 Grant of Security InteresBorrower grants Bank a continuing security ingeiie all presently existing and later acquired
Collateral to secure all Obligations and perforngaateach of Borrowes' duties under the Loan Documents. Except for RexdhiLiens
any security interest will be a first priority seity interest in the Collateral. If this Agreemeésiterminated, Bank’s lien and security
interest in the Collateral will continue until Bower fully satisfies its Obligations.

4.2 Authorization of File Borrower authorizes Bank to file financing staeats without notice to Borrower, with all appropeia
jurisdictions, as Bank deems appropriate, in otdgrerfect or protect Bank’s interest in the Caltat.

5. REPRESENTATIONS AND WARRANTIESBorrower represents and warrants as follows:

5.1 Due Organization and AuthorizatioBorrower and each Subsidiary is duly existing engood standing in its state of
formation and qualified and licensed to do busiriesand in good standing in, any state in whiah¢bnduct of its business or its
ownership of property requires that it be qualifiedcept where the failure to do so could not reabty be expected to cause a Material
Adverse Change. Borrower has not changed its stdtgmation or its organizational structure orgyqr any organizational number (if
any) assigned by its jurisdiction of formation.

The execution, delivery and performance of the Lbanuments have been duly authorized, and do mdticowith Borrower’s
formation documents, nor constitute an event chdéfunder any material agreement by which Borragiéound. Borrower is not in default
under any agreement to which or by which it is ibimwhich the default could reasonably be expetdethuse a Material Adverse Change.

5.2 Collateral Borrower has good title to the Collateral, fréd.iens except Permitted Liens or Borrower has Righ each asset
that is Collateral. Borrower has no other depasibant, other than the deposit accounts describétei Schedule. The Accounts are
bona fide, existing obligations, and the servicermperty has been performed or delivered to ticewatt debtor or its agent for
immediate shipment to and unconditional acceptéydde account debtor. The Collateral is not inghssession of any third party
bailee (such as at a warehouse). In the evenBtirabwer, after the date hereof, intends to storetieerwise deliver the Collateral to
such a bailee, then Borrower will receive the primitten consent of Bank and such bailee must askexge in writing that the bailee is
holding such Collateral for the benefit of Bankl lventory is in all material respects of good andrketable quality, free from
material defects.

5.3 Litigation. Except as shown in the Schedule, there are manaabr proceedings pending or, to the Borrowenswdedge,
threatened by or against Borrower or any Subsidrawyhich a likely adverse decision could reasopdie expected to result in dama
or costs to Borrower or any Subsidiary of $250,60énore.

5.4 No Material Adverse Change in Financial StatetneAll consolidated financial statements for Borroywend any Subsidiary,
delivered to Bank fairly present in all materiadpects Borrower’s consolidated financial condit@om Borrower’s consolidated results
of operations for the period covered by such statém There has not been any material deteriorati@orrower’s consolidated
financial condition since the date of the most redmancial statements submitted to Bank.

5.5 Solvency The fair salable value of Borrower’s assets (idiolg goodwill minus disposition costs) exceedsf#ievalue of its
liabilities; the Borrower is not left with unreasaily small capital after the transactions in thggeement; and Borrower is able to pay
its debts (including trade debts) as they mature.

5.6 Regulatory ComplianceBorrower is not an “investment company” or a camp“controlled” by an “investment company”
under the Investment Company Act. Borrower is mgfagied as one of its important activities in extegaredit for margin stock (und
Regulations T and U of the Federal Reserve Boafglasiernors). Borrower has complied in all matergspects with the Federal Fair
Labor Standards Act.




Borrower has not violated any laws, ordinancesutes; the violation of which could reasonably bpeoted to cause a Material Adve
Change. None of Borrower’s or any Subsidiary’s girtips or assets has been used by Borrower or @sicBary or, to the best of
Borrower’s knowledge, by previous Persons, in dsapg, producing, storing, treating, or transportamy hazardous substance other
than legally. Borrower and each Subsidiary hasltirfied all required tax returns and paid, or madequate provision to pay, all
material taxes, except those being contested id faith with adequate reserves under GAAP. Borrcavel each Subsidiary has
obtained all consents, approvals and authorizattbn®ade all declarations or filings with, andgivall notices to, all government
authorities that are necessary to continue itsnessi as currently conducted, except where theéaitudo so could not reasonably be
expected to cause a Material Adverse Change.

5.7 Investments in SubsidiarieBorrower does not own any stock, partnershipr@sieor other equity securities except for
Permitted Investments.

5.8 Full Disclosure No written representation, warranty or otherestant of Borrower in any certificate or writtentstaent give
to Bank (taken together with all such written daréites and written statements to Bank) contaiystentrue statement of a material fact
or omits to state a material fact necessary to ntaketatements contained in the certificatesaiestents not misleading. It being
recognized by Bank that the projections and fortsga®vided by Borrower in good faith and basedrupgasonable assumptions are
viewed as facts and that actual results duringpgh@d or periods covered by such projections anelcists may differ from the
projected and forecasted results.

6. AFFIRMATIVE COVENANTS. Borrower will do all of the following for so longs Bank has an obligation to lend, or there are
outstanding Obligations:

6.1 Government CompliancéBorrower will maintain its and all Subsidiaridegal existence and good standing in its jurisdicti
of formation and maintain qualification in eachigdiiction in which the failure to so qualify wouldasonably be expected to cause a
material adverse effect on Borrower’s businessparations. Borrower will comply, and have each &libsy comply, with all laws,
ordinances and regulations to which it is subjeohicompliance with which could have a material aseeffect on Borrower’s business
or operations or would reasonably be expecteduseca Material Adverse Change.

6.2 Financial Statements, Reports, Certificates

(a) Borrower will deliver to Bank: (i) as soon as#able, but no later than 30 days after thedast of each month, a
company prepared consolidated balance sheet aothenstatement covering Borrower’s consolidated atjers during the period
certified by a Responsible Officer and in a formegatable to Bank; (ii) as soon as available, butter than 120 days after the
day of Borrower's fiscal year, audited consolidafiedncial statements prepared under GAAP, condigtapplied, together with
an unqualified opinion on the financial statemdrim an independent certified public accountingifieasonably acceptable to
Bank; (iii) within 5 days of filing, copies of adtatements, reports and notices made availablet@®er’'s security holders or to
any holders of Subordinated Debt and all reportEam 10-K, 10-Q and 8-K filed with the Securiteasd Exchange Commission;
(iv) a prompt report of any legal actions pendimghweatened against Borrower or any Subsidiarydbald result in damages or
costs to Borrower or any Subsidiary of $250,00énhore; and (v) budgets, sales projections, operatisugs or other financial
information Bank reasonably requests.

(b) Within 30 days after the last day of each moBibrrower will deliver to Bank with the monthlynfancial statements a
Compliance Certificate signed by a Responsibled®ifin the form of Exhibit C

(c) Allow Bank to audit Borrower’s Collateral at Bower's expense. Such audits will be conducted no maes dfian ever
year unless an Event of Default has occurred andriinuing.

6.3 Inventory; ReturnsBorrower will keep all Inventory in good and maté&ble condition, free from material defects. Reduanc
allowances between Borrower and its account delitiirfollow
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Borrower’s customary practices as they exist atetien of this Agreement. Borrower must promptlyifyoBank of all returns,
recoveries, disputes and claims, that involve nioae $250,000.

6.4 Taxes Borrower will make, and cause each Subsidiamade, timely payment of all material federal, stated local taxes or
assessments and will deliver to Bank, on demarutoapiate certificates attesting to the payment.

6.5 Insurance Borrower will keep its business and the Colldtersured for risks and in amounts, as is consisteaquired in
Borrower’s industry. Insurance policies will bearform, with companies, and in amounts that arefaatory to Bank in Bank'’s
reasonable discretion. All property policies widiie a lender’s loss payable endorsement showing 8aan additional loss payee and
all liability policies will show the Bank as an atidnal insured and provide that the insurer mi¢ @ank at least 20 days notice bef
canceling its policy. At Bank’s request, Borroweh deliver certified copies of policies and evidenof all premium payments.
Proceeds payable under any policy will, at Banlgtam, be payable to Bank on account of the Olilgest

Statutory notice regarding insurance:

WARNING

Unless you provide us with evidence of the insueatmverage as required by our contract or loaneageat, we may purchase insura
at your expense to protect our interest. This i@sce may, but need not, also protect your intelfetste collateral becomes damaged, the
coverage we purchase may not pay any claim you me&ay claim made against you. You may later chithég coverage by providing
evidence that you have obtained property coverkgsviere.

You are responsible for the cost of any insurangehmsed by us. The cost of this insurance maylbedito your contract or loan
balance. If the cost is added to your contracbanIbalance, the interest rate on the underlyimgract or loan will apply to this added
amount. The effective date of coverage may be dte your prior coverage lapsed or the date yoedai provide proof of coverage.

This coverage we purchased may be considerably exrensive than insurance you can obtain on yourawd may not satisfy any
need for property damage coverage or any mandbadnility insurance requirements imposed by apfiiedaw.

6.6 Primary AccountsBorrower will maintain its primary depository angerating accounts (excluding merchant servicés) w
Bank, such accounts to be established no laterdihiae 30, 2005

6.7 Financial CovenantBorrower will maintain:
(i) Cash BalanceAt all times, a balance of unrestricted cashtd¢ast $15,000,000; and

(i) EBITDA Loss. As of the last day of each month, Borrower’'s EBA Loss for the three months immediately preceding
the date of measurement shall not exceed $3,500,000

6.8 Intellectual Property RightBorrower will (i) protect, defend and maintaire thalidity and enforceability of the Intellectual
Property and promptly advise Bank in writing of avadl infringements and (ii) not allow any Intelteal Property to be abandoned,
forfeited or dedicated to the public without Bankgtten consent.

6.9 Landlord Waivers On or before April 1, 2005, (A) Borrower will dedr to Bank an original Consent to Removal of Beed
Property in form and substance acceptable to Barikgndlord Waiver”), duly executed and delivergdBorrower’s landlord for its
new headquarters office at One Bellevue Center14Bth Ave NE, 12th floor, Bellevue, WA 98004, g8} Borrower will use its best
efforts to deliver a Landlord Waiver, duly executew! delivered by Borrower's landlord for its filfient centers located at each of the
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following addresses: (i) International Vision Ditdaistribution Center, 5500 Hovander Road, Fernddlé 98248, (ii) Exodus,
12301 Tukwila International Boulevard, Tukwila, V8168, and (iii) drugstore.com, Distribution C#07 Heron Drive, Building
A, Bridgeport, NJ 08014.

6.10 Further Assurance8orrower will execute any further instruments aakke further action as Bank reasonably requests to
perfect or continue Bank'’s security interest in @alateral or to effect the purposes of this Agneet.

7. NEGATIVE COVENANTS. For so long as Bank has an obligation to lenthere are any outstanding Obligations, Borrowetl sha
not, without Bank’s prior written consent (whichadithe a matter of its good faith business judgmetd any of the following:

7.1 Dispositions Convey, sell, lease, transfer or otherwise dismdgcollectively “Transfer”), or permit any okiSubsidiaries to
Transfer, all or any part of its business or propéncluding its intellectual property), except foransfers (i) of Inventory in the
ordinary course of business; (ii) of non-excludigenses and similar arrangements for the useeoptbperty of Borrower or its
Subsidiaries in the ordinary course of businessiipof worn-out or obsolete Equipment.

7.2 Changes in Business, Ownership, Managemenbaations of CollateralEngage in or permit any of its Subsidiaries tqaaye
in any business other than the businesses curremgiggged in by Borrower or reasonably related tbeyehave a material change in its
ownership of greater than 25% or have a materiahgh in senior management. Borrower will not, withat least 30 days prior written
notice, relocate its chief executive office (othean to One Bellevue Center, 411 108th Ave NE, fl2tr, Bellevue, WA 98004),
change its state of formation (including reincogimm), change its organizational number or namedorany new offices or business
locations (such as warehouses) in which Borrowentaias or stores over $100,000 in Collateral.

7.3 Mergers or AcquisitionsMerge or consolidate, or permit any of its Sulasids to merge or consolidate, with any other &
or acquire, or permit any of its Subsidiaries tquae, all or substantially all of the capital dtawr property of another Person, except
where (i) no Event of Default has occurred andistiouing or would result from such action durihg term of this Agreement and
(i) such transaction would not result in a decesamore than 25% of Tangible Net Worth. A Suleigimay merge or consolidate ir
another Subsidiary or into Borrower.

7.4 IndebtednessCreate, incur, assume, or be liable for any lteliiess, or permit any Subsidiary to do so, otiemn Permitted
Indebtedness.

7.5 EncumbranceCreate, incur, or allow any Lien on any of iteerty (including its intellectual property), ors&g or convey
any right to receive income, including the sal@y Accounts, or permit any of its Subsidiariesldécso, except for Permitted Liens, or
permit any Collateral not to be subject to thet fingority security interest granted here, subjedPermitted Liens.

7.6 Distributions; InvestmentDirectly or indirectly acquire or own any Personmake any Investment in any Person, other than
Permitted Investments, or permit any of its Sulasids to do so. Pay any dividends or make anyildigion or payment or redeem, re
or purchase any capital stock.

7.7 Transactions with AffiliatesDirectly or indirectly enter into or permit toiskany material transaction with any Affiliate of
Borrower except for transactions that are in thidrary course of Borrower’s business, upon fair sgabonable terms that are no less
favorable to Borrower than would be obtained iraem’s length transaction with a nonaffiliated Perso

7.8 Subordinated DebtMake or permit any payment on any Subordinatelot,Dexcept under the terms of the Subordinated,Debt
or amend any provision in any document relatintheoSubordinated Debt without Bank’s prior writisonsent.
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7.9 Compliance Become an “investment company” or a company odliett by an “investment company,” under the Investin
Company Act of 1940 or undertake as one of its gy activities extending credit to purchase arycaargin stock, or use the
proceeds of any Credit Extension for that purpéséto meet the minimum funding requirements oflER, permit a Reportable Event
or Prohibited Transaction, as defined in ERISAg¢our; fail to comply with the Federal Fair Labda&dards Act or violate any other
law or regulation, if the violation could reasonabk expected to have a material adverse effeBoorower’s business or operations or
would reasonably be expected to cause a Materiaéise Change, or permit any of its Subsidiariedotso.

8. EVENTS OF DEFAULT. Any one of the following is an Event of Default:

8.1 Payment Defaultlf Borrower fails to pay any of the Obligationgtiin 5 Business Days after their due date, howeeting
such period no Credit Extensions will be made;

8.2 Covenant Default

(a) If Borrower fails to perform any obligation wrdSections 6.2 or 6.7 or violates any of the caméncontained in
Section 7 of this Agreement, provided, however faidure to perform under Section 6.7 may be curgdhe pledge, within five
Business Days of such failure to perform, of unietgtd, unencumbered cash at Bank in an amountmrff to secure the entire
amount of the Obligations (including without lintian any outstanding Letters of Credit and Cash &gment Services) then
outstanding on terms satisfactory to Bank (provitted, after such cure, Bank shall have no furdidigation to make Credit
Extensions to Borrower which are not cash secured),

(b) If Borrower fails or neglects to perform, keep,observe any other material term, provisionditton, covenant, or
agreement contained in this Agreement, in any ef.than Documents, or in any other present or fuaigreement between
Borrower and Bank and as to any default under stiodr term, provision, condition, covenant or agreet that can be cured, has
failed to cure such default within ten (10) dayerthe occurrence thereof; provided, however, iftthe default cannot by its
nature be cured within the ten (10) day periodasmot after diligent attempts by Borrower be cusétiin such ten (10) day
period, and such default is likely to be cured with reasonable time, then Borrower shall havedaiitianal reasonable period
(which shall not in any case exceed thirty (30)jdg attempt to cure such default, and within seesonable time period the
failure to have cured such default shall not berteban Event of Default (provided that no Creditdfsions will be made during
such cure period);

8.3 Material Adverse Changéf there (i) occurs a material adverse changéénbusiness, operations, or financial conditiothef
Borrower, or (ii) is a material impairment of theoppect of repayment of any portion of the Obligasi; or (iii) is a material impairment
of the value or priority of Bank’s security intete#n the Collateral (the foregoing being definsdhdMaterial Adverse Change”).

8.4 Attachment If any material portion of Borrower's assetstgmehed, seized, levied on, or comes into possesdia trustee or
receiver and the attachment, seizure or levy isembved in 10 days, or if Borrower is enjoinedtrained, or prevented by court order
from conducting a material part of its busines# arjudgment or other claim becomes a Lien on genel portion of Borrower's assets,
or if a natice of lien, levy, or assessment isdfitgainst any of Borrower’s assets by any governmgency and not paid within 10 days
after Borrower receives notice. These are not BvehDefault if stayed or if a bond is posted pegdiontest by Borrower (but no
Credit Extensions will be made during the curequby;i

8.5 Insolvency If Borrower becomes insolvent or if Borrower began Insolvency Proceeding or an Insolvency Pringés
begun against Borrower and not dismissed or stayiiih 30 days (but no Credit Extensions will bedaedefore any Insolvency
Proceeding is dismissed);

8.6 Other Agreementdf there is a default in any agreement betweend®eer and a third party that gives the third paiy right
to accelerate any Indebtedness exceeding $100raB@tacould cause a Material Adverse Change;
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8.7 Judgmentslf a money judgment(s) in the aggregate of atl§250,000 is rendered against Borrower and iatigfied and
unstayed for 10 days (but no Credit Extensions lmalmade before the judgment is stayed or sat)sfied

8.8 Misrepresentationdf Borrower or any Person acting for Borrower raslany material misrepresentation or material
misstatement now or later in any warranty or regmégtion in this Agreement or in any writing delied to Bank or to induce Bank to
enter this Agreement or any Loan Document.

9. BANK'S RIGHTS AND REMEDIES

9.1 Rights and Remedie¥Vhen an Event of Default occurs and continueskBaay, without notice or demand, do any or all of
the following:

(a) Declare all Obligations immediately due andaidg (but if an Event of Default described in Sat.5 occurs all
Obligations are immediately due and payable wittaoyt action by Bank);

(b) Stop advancing money or extending credit forrBeer’s benefit under this Agreement or under ather agreement
between Borrower and Bank;

(c) Settle or adjust disputes and claims direcithhaccount debtors for amounts, on terms and ynoader that Bank
considers advisable; notify any Person owing Boeomioney of Bank’s security interest in the fundd gerify the amount of the
Account. Borrower must collect all payments in trias Bank and, if requested by Bank, immediated{ivier the payments to Ba
in the form received from the account debtor, witbper endorsements for deposit;

(d) Make any payments and do any acts it consiueressary or reasonable to protect its securigyant in the Collateral,
provided such acts are permissible under applidableBorrower will assemble the Collateral if Bamdquires and make it
available as Bank designates. Bank may enter pesmitere the Collateral is located, take and maip@ssession of any part of
the Collateral, and pay, purchase, contest, or comise any Lien which appears to be prior or suped its security interest and
pay all expenses incurred. Borrower grants Barn&ems$e to enter and occupy any of its premisesionitcharge, to exercise any
of Bank’s rights or remedies;

(e) Apply to the Obligations any (i) balances aeg@asits of Borrower it holds, or (ii) any amountchby Bank owing to or
for the credit or the account of Borrower;

(f) Ship, reclaim, recover, store, finish, maintaiepair, prepare for sale, advertise for sale,smlidthe Collateral. Bank is
granted a non-exclusive, royalty-free license eotight to use, without charge, Borrower’s lab&latents, Copyrights, Mask
Works, rights of use of any name, trade secretdgtnames, Trademarks, service marks, and adwagrtisatter, or any similar
property as it pertains to the Collateral, in costiplg production of, advertising for sale, andiegllany Collateral and, in
connection with Bank’s exercise of its rights untteés Section, Borrower’s rights under all licensesl all franchise agreements
inure to Bank’s benefit; and

(g9) Dispose of the Collateral according to the Code

Bank may place a “hold” on any account maintainéti Bank and deliver a notice of exclusive contesly entittement order, or other
directions or instructions pursuant to any conéigileement or similar agreements providing contfainy Collateral.

9.2 Power of Attorney Effective only when an Event of Default occursl@ontinues, Borrower irrevocably appoints Bankas
lawful attorney to: (i) endorse Borrower’s nameamy checks or other forms of payment or securitysign Borrower’'s name on any
invoice or bill of lading for any Account or drafégainst account debtors, (iii) make, settle, atjdst all claims under Borrower’s
insurance policies; (iv) settle and adjust dispated claims about the Accounts directly with ac¢aiebtors, for amounts and on terms
Bank




determines reasonable; and (v) transfer the Codlhiteto the name of Bank or a third party as tlel€permits. Bank may exercise the
power of attorney to sign Borrower’s name on anguieents necessary to perfect or continue the ganfeof any security interest
regardless of whether an Event of Default has geduBank’s appointment as Borrower’s attorneyaict,fand all of Bank’s rights and
powers, coupled with an interest, are irrevocablil all Obligations have been fully repaid andfpemed and Bank'’s obligation to
provide Credit Extensions terminates.

9.3 Bank Expensedf Borrower fails to pay any amount or furnishyaequired proof of payment to third persons, Bardy make
all or part of the payment or obtain insurancegdedi required in Section 6.5, and take any actimieuthe policies Bank deems prudt
Any amounts paid by Bank are Bank Expenses and diatedy due and payable, bearing interest at the #pplicable rate and secured
by the Collateral. No payments by Bank are deemealjageement to make similar payments in the futui@ank’s waiver of any Event
of Default.

9.4 Banks Liability for Collateral. If Bank complies with reasonable banking practiand Section 9-207 of the Code, it is not
liable for: (a) the safekeeping of the Collate(h); any loss or damage to the Collateral; (c) amyirtution in the value of the Collateral;
or (d) any act or default of any carrier, warehooiae, bailee, or other person. Except as provideggBorrower bears all risk of loss,
damage or destruction of the Collateral.

9.5 Remedies CumulativeBank's rights and remedies under this Agreentbet]. oan Documents, and all other agreements are
cumulative. Bank has all rights and remedies predidnder the Code, by law, or in equity. Bank’sreise of one right or remedy is not
an election, and Bank’s waiver of any Event of ifes not a continuing waiver. Bank’s delay is motvaiver, election, or
acquiescence. No waiver is effective unless sidryeBank and then is only effective for the spedifistance and purpose for which it
was given.

9.6 Demand WaiverBorrower waives demand, notice of default or digdr, notice of payment and nonpayment, noticengf a
default, nonpayment at maturity, release, comprenssttiement, extension, or renewal of accouwisiighents, instruments, chattel
paper, and guarantees held by Bank on which Bomrg&ble.

10. NOTICES. All notices or demands by any party about thise®gnent or any other related agreement must beitimgvand be
personally delivered or sent by an overnight dejiveervice, by certified mail, postage prepaidymetreceipt requested, or by telefacsimile to
the addresses set forth at the beginning of thiré&mgent. A party may change its notice addressviygythe other party written notice.

11. CHOICE OF LAW, VENUE AND JURY TRIAL WAIVER California law governs the Loan Documents withegard to
principles of conflicts of law. Borrower and Bankold submit to the exclusive jurisdiction of thet8tand Federal courts in King County,
Washington.

BORROWER AND BANK EACH WAIVE THEIR RIGHT TO A JURY TRIAL OF ANY CLAIM OR CAUSE OF ACTION
ARISING OUT OF ANY OF THE LOAN DOCUMENTS OR ANY CON TEMPLATED TRANSACTION, INCLUDING
CONTRACT, TORT, BREACH OF DUTY AND ALL OTHER CLAIMS . THIS WAIVER IS A MATERIAL INDUCEMENT FOR
BOTH PARTIES TO ENTER INTO THIS AGREEMENT. EACH PAR TY HAS REVIEWED THIS WAIVER WITH ITS
COUNSEL.

12. GENERAL PROVISIONS

12.1 Successors and Assigrhis Agreement binds and is for the benefit &f shiccessors and permitted assigns of each party.
Borrower may not assign this Agreement or any sgirtder it without Bank’s prior written consent wiimay be granted or withheld in
Bank’s discretion. Bank has the right, without toasent of or notice to Borrower, to sell, transfegotiate, or grant participation in all
or any part of, or any interest in, Bank’s obligas, rights and benefits under this Agreement.
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12.2 Indemnification Borrower will indemnify, defend and hold harml€ank and its officers, employees, and agents again
(a) all obligations, demands, claims, and liakEbtasserted by any other party in connection Wihrtansactions contemplated by the
Loan Documents; and (b) all losses or Bank Expeimeesred, or paid by Bank from, following, or cengiential to transactions
between Bank and Borrower (including reasonabtaradlys fees and expenses), except for losses chydgahk’s gross negligence or
willful misconduct.

12.3 Time of EssenceTime is of the essence for the performance dflaibations in this Agreement.

12.4 Severability of ProvisionEach provision of this Agreement is severablenfevery other provision in determining the
enforceability of any provision.

12.5 Amendments in Writing, Integratio\ll amendments to this Agreement must be in wgitand signed by Borrower and
Bank. This Agreement represents the entire agreeateut this subject matter, and supersedes peigotrations or agreements. All
prior agreements, understandings, representaticarsanties, and negotiations between the partiestahe subject matter of this
Agreement merge into this Agreement and the Loacubmnts. UNDER WASHINGTON AND OREGON LAW, MOST
AGREEMENTS, PROMISES AND COMMITMENTS MADE BY THE BRK AFTER OCTOBER 3, 1989 CONCERNING LOANS
AND OTHER CREDIT EXTENSIONS WHICH ARE NOT FOR PERSIAL, FAMILY OR HOUSEHOLD PURPOSES OR
SECURED SOLELY BY THE BORROWER'S RESIDENCE MUST BE WRITING, EXPRESS CONSIDERATION AND BE
SIGNED BY US TO BE ENFORCEABLE.

12.6_CounterpartsThis Agreement may be executed in any numbeoohterparts and by different parties on separate
counterparts, each of which, when executed andateli, are an original, and all taken togetherstitiie one Agreement.

12.7 Survival All covenants, representations and warrantiesenirathis Agreement continue in full force whileya@bligations
remain outstanding. The obligations of BorroweSattion 12.2 to indemnify Bank will survive until statutes of limitations for
actions that may be brought against Bank have run.

12.8 Effect of Amendment and Restatemehhis Agreement is intended to and does completelgnd and restate, without
novation, that certain Loan and Security Agreenbeiveen Bank and Borrower dated as of Septembeét(®®, as amended (the
“Original Agreement”). All security interests gradtunder the Original Agreement are hereby confiranad ratified and shall continue
to secure all Obligations under this Agreement.

12.9 Confidentiality. In handling any confidential information, Banklivexercise the same degree of care that it exesdir its
own proprietary information, but disclosure of infation may be made (i) to Bank’s subsidiariesffiliates in connection with their
business with Borrower, (ii) to prospective trameés or purchasers of any interest in the loam/iged, however, Bank shall use
commercially reasonable efforts in obtaining suabspective transferee or purchasers agreemenedétms of this provision), (iii) as
required by law, regulation, subpoena, or otheenr(v) as required in connection with Bank’s exaation or audit and (v) as Bank
considers appropriate exercising remedies undshieement. Confidential information does notuide information that either: (a) is
in the public domain or in Bank’s possession whiscldsed to Bank, or becomes part of the public aiorafter disclosure to Bank; or
(b) is disclosed to Bank by a third party, if Baddes not know that the third party is prohibiteshirdisclosing the information.
Borrower and Bank have entered into a Mutual Camidhlity Agreement, dated August 20, 2002, sude@ment shall remain in full
force and effect.

12.10 AttorneysFees, Costs and Expensés any action or proceeding between Borrower Badk arising out of the Loan
Documents, the prevailing party will be entitledrézover its reasonable attorneys’ fees and ottesanable costs and expenses
incurred, in addition to any other relief to whitimay be entitled.
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13. DEFINITIONS.
13.1 Definitions. In this Agreement:

“ Accounts” are all existing and later arising accounts, cacttrights, and other obligations owed Borrowecannection
with its sale or lease of goods (including licegssoftware and other technology) or provision ef/&es, all credit insurance,
guaranties, other security and all merchandisenetlor reclaimed by Borrower and Borrower’s BooKating to any of the
foregoing, as such definition may be amended fiiome to time according to the Code.

“ Advance” or “ Advances” is a loan advance (or advances) under the ComadhRevolving Line (excluding, unless
otherwise indicated, any Advances which have beenerted to a Term Loan).

“ Affiliate " of a Person is a Person that owns or controksctly or indirectly the Person, any Person thatrmds or is
controlled by or is under common control with thexrddn, and each of that Person’s senior executfieers, directors, partners
and, for any Person that is a limited liability queny, that Person’s managers and members.

“ Bank Expenses' are all audit fees and expenses and reasonable and expenses (including reasonable attornegs’ f
and expenses) for preparing, negotiating, admimigtedefending and enforcing the Loan Documemtsl(iding appeals or
Insolvency Proceedings).

“ Borrower’s Books " are all Borrower’s books and records includindders, records regarding Borrower’s assets or
liabilities, the Collateral, business operationsimancial condition and all computer programs isicd or any equipment containi
the information.

“ Business Day is any day that is not a Saturday, Sunday oryaaiawhich the Bank is closed.
“ Cash Management Servicesare defined in Section 2.1.4.

“ Code” is the California Uniform Commercial Code, as bqgble.

“ Collateral " is the property described on Exhibit.A

“ Committed Revolving Line” is an Advance of up to $1,000,000, provided th#ter Borrower has complied with
Section 6.6, “Committed Revolving Line” shall mesmAdvance of up to $3,000,000.

“ Contingent Obligation ” is, for any Person, any direct or indirect lidtyil contingent or not, of that Person for (i) any
indebtedness, lease, dividend, letter of creddtber obligation of another such as an obligativeadly or indirectly guaranteed,
endorsed, co-made, discounted or sold with recdwrgkat Person, or for which that Person is diyemt indirectly liable; (ii) any
obligations for undrawn letters of credit for thecaunt of that Person; and (iii) all obligationerfr any interest rate, currency or
commodity swap agreement, interest rate cap oarcaireement, or other agreement or arrangemeighéésd to protect a Pers
against fluctuation in interest rates, currencyhaxge rates or commodity prices; but “Contingenfigation” does not include
endorsements in the ordinary course of businessaffount of a Contingent Obligation is the statedetermined amount of the
primary obligation for which the Contingent Obligat is made or, if not determinable, the maximuasomably anticipated
liability for it determined by the Person in goaith; but the amount may not exceed the maximuthebbligations under the
guarantee or other support arrangement.

“ Copyrights " are all copyright rights, applications or regétons and like protections in each work or authirsr
derivative work, whether published or not (whetbenot it is a trade secret) now or later existiigated, acquired or held.
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“ Credit Extension” is each Advance, Equipment Advance, Term Loartdreof Credit, NonFormula Equipment Advanc
the Cash Management Services, or any other extensicredit by Bank for Borrower’s benefit.

“ EBITDA Loss " means a loss of earnings before interest, tadegsreciation and amortization. At Bank’s discretithe
EBITDA Loss calculation will be adjusted followirextraordinary expenses or income associated wightiome charges such as
merger and acquisition expenses, restructuringgelsaor sales of assets or discontinued busirmess i

“ Effective Date” is the date Bank executes this Agreement.

“ Equipment " is all present and future machinery, equipmestiant improvements, furniture, fixtures, vehictes|s, parts
and attachments in which Borrower has any interest.

“ Equipment Advance” is defined in Section 2.1.
“ Equipment Maturity Date " is defined in Section 2.1.1.
“ ERISA " is the Employment Retirement Income Security 8c1974, and its regulations.

“ Final Payment” is a payment (in addition to and not a substitatior the regular monthly payments of principall
accrued interest) due on the Equipment MaturityeDat such Equipment Advance equal to the origagmabunt of such Equipme
Advance (which constituted $615,016.19) multiplmdthe Final Payment Percentage.

“ Final Payment Percentagé is, for each Equipment Advance, 3%.
“ GAAP " is generally accepted accounting principles.
“ Guarantor " is any present or future guarantor of the Oblimyag.

“ Indebtedness’ is (a) indebtedness for borrowed money or the dedgorice of property or services, such as reingres
and other obligations for surety bonds and letéigedit, (b) obligations evidenced by notes, Imrikbentures or similar
instruments, (c) capital lease obligations andJaitingent Obligations.

“ Insolvency Proceeding' are proceedings by or against any Person unéedttited States Bankruptcy Code, or any other
bankruptcy or insolvency law, including assignmdotshe benefit of creditors, compositions, extens generally with its
creditors, or proceedings seeking reorganizatioangement, or other relief.

“ Intellectual Property " is all of Borrower’s:

(a) Copyrights, Trademarks, Patents, and Mask Wiodtading amendments, renewals, extensions, dridehses o
other rights to use and all license fees and riggaltom the use;

(b) Any trade secrets and any intellectual propediyts in computer software and computer softwaoelucts now or
later existing, created, acquired or held;

(c) All design rights which may be available to Bwer now or later created, acquired or held;
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(d) Any claims for damages (past, present or fgtiaeinfringement of any of the rights above, witte right, but not
the obligation, to sue and collect damages forausefringement of the intellectual property riglatisove;
All proceeds and products of the foregoing, inahgdall insurance, indemnity or warranty payments.

“ Inventory " is present and future inventory in which Borrovi@s any interest, including merchandise, raw risseparts,
supplies, packing and shipping materials, workrimcpss and finished products intended for saleasd or to be furnished under a
contract of service, of every kind and descriptionv or later owned by or in the custody or possessctual or constructive, of
Borrower, including inventory temporarily out of itustody or possession or in transit and includégrns on any accounts or other
proceeds (including insurance proceeds) from tlhee@adisposition of any of the foregoing and awguiments of title.

“ Investment” is any beneficial ownership of (including stoglgrtnership interest or other securities) any Rersoany loan,
advance or capital contribution to any Person.

“ Letter of Credit " is defined in Section 2.1.3.
“ Lien " is a mortgage, lien, deed of trust, charge, ptedgcurity interest or other encumbrance.

“ Loan Documents” are, collectively, this Agreement, any note, otes or guaranties executed by Borrower or Guaraaia
any other present or future agreement between errand/or for the benefit of Bank in connectiorthathis Agreement, all as
amended, extended or restated.

“ Make-Whole Premium” is an amount equal to 1% of the prepaid amounhefNon-Formula Equipment Advance.

“ Mask Works " are all mask works or similar rights available tbe protection of semiconductor chips, now owaoethter
acquired.

“ Material Adverse Change” is defined in Section 8.3.

“ Obligations " are debts, principal, interest, Bank Expensesathdr amounts Borrower owes Bank now or latedpiiog cash
management services, letters of credit and foreigmange contracts, if any and including interestwing after Insolvency Proceedir
begin and debts, liabilities, or obligations of Baver assigned to Bank.

“ Patents” are patents, patent applications and like pratest including improvements, divisions, continoas, renewals,
reissues, extensions and continuations-in-pati@same.

“ Permitted Indebtedness’ is:
(a) Borrower’s indebtedness to Bank under this Agrent or any other Loan Document;
(b) Indebtedness existing on the Effective Date gtrmvn on the Schedule;
(c) Subordinated Debt;
(d) Indebtedness to trade creditors incurred irotiaénary course of business; and
(e) Indebtedness secured by Permitted Liens.
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“ Permitted Investments” are:
(a) Investments shown on the Schedule and existintye Effective Date; and

(b) (i) marketable direct obligations issued oramditionally guaranteed by the United States oagfsncy or any State
maturing within 1 year from its acquisition, (iipimmercial paper maturing no more than 1 year #fereation and having the
highest rating from either Standard & Poor’s Cogpian or Moody’s Investors Service, Inc., and Bank’s certificates of deposit
issued maturing no more than 1 year after issue.

“ Permitted Liens” are:

(a) Liens existing on the Effective Date and shanmrthe Schedule or arising under this Agreemeottoer Loan
Documents;

(b) Liens for taxes, fees, assessments or othergment charges or levies, either not delinquebiearg contested in good
faith and for which Borrower maintains adequaterress on its Books, they have no priority over any of Bank’s security
interests;

(c) Purchase money Liens (i) on Equipment acquirgueld by Borrower or its Subsidiaries incurredffoancing the
acquisition of the Equipment, or (ii) existing oqugment when acquired, tifie Lien is confined to the property and improveta
and the proceeds of the equipment;

(d) Licenses or sublicenses granted in the ordinatyse of Borrower’s business and any interestlerof a licensor or
under any license or sublicensethié licenses and sublicenses permit granting Basdcarity interest;

(e) Leases or subleases granted in the ordinamgeai Borrower’s business, including in connectigth Borrowers leasel
premises or leased property;

(f) Liens incurred in the extension, renewal oinaficing of the indebtedness secured by Liens iestm (a) through (c),
butany extension, renewal or replacement Lien mudintited to the property encumbered by the existiren and the principal
amount of the indebtedness may not increase.

“ Person” is any individual, sole proprietorship, partndpsHimited liability company, joint venture, compaassociation, trust,

unincorporated organization, association, corporatinstitution, public benefit corporation, firjejnt stock company, estate, entity or
government agency.

“ Prime Rate” is Bank’s most recently announced “prime rate/&r if it is not Bank’s lowest rate.
“ Responsible Officer” is each of the Chief Executive Officer, the Pdesit, the Chief Financial Officer and the Contnodé

Borrower.

“ Revolving Maturity Date " is December 28, 2005.
“ Rights”, as applied to the Collateral, means the Borrésveghts and interests in, and powers with respecthat Collateral,

whatever the nature of those rights, interestspaweers and, in any event, including Borrower’s poteetransfer rights in such
Collateral to Bank.

“ Schedule” is any attached schedule of exceptions.
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“ Subordinated Debt” is debt incurred by Borrower subordinated to Baver’s indebtedness owed to Bank and which is refle
in a written agreement in a manner and form actépta Bank and approved by Bank in writing.

“ Subsidiary " is for any Person, or any other business enfitylich more than 50% of the voting stock or otbgquity interests
is owned or controlled, directly or indirectly, bye Person or one or more Affiliates of the Person.

“ Tangible Net Worth ” is, on any date, the consolidated total asseBoofower and its Subsidiaries minug§) any amounts
attributable to (a) goodwill, (b) intangible itemisch as unamortized debt discount and expensatpatieade and service marks and
names, copyrights and research and developmenhsaepexcept prepaid expenses, and (c) reservasready deducted from assets,
and(ii) Total Liabilities.

“ Term Loan Conversion Date” means the date on which Advances are convertedaiferm Loan pursuant to Section 2.1.2
hereof.

“ Total Liabilities " is on any day, obligations that should, under GAAe classified as liabilities on Borrower’s cdidated
balance sheet, including all Indebtedness, anagotiportion Subordinated Debt allowed to be paid gxcluding all other Subordinated
Debt.

“ Trademarks " are trademark and servicemark rights, registereabt, applications to register and registratiand like
protections, and the entire goodwill of the businesAssignor connected with the trademarks.

BORROWER: BANK:
DRUGSTORE.COM, INC SILICON VALLEY BANK
By: /s/ Robert Bartol By: /s/ Annette Sage
Title: CFO Title: Vice Presiden

Effective Date: December 29, 20
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EXHIBIT A

The Collateral consists of all of Borrower’s rigtitle and interest in and to the following whetlogvned now or hereafter arising and
whether the Borrower has rights now or hereafterrights therein and wherever located:

All goods and equipment now owned or hereafter meduincluding, without limitation, all machinerfixtures, vehicles (including
motor vehicles and trailers), and any interestiy af the foregoing, and all attachments, accesspaccessions, replacements, substitutions,
additions, and improvements to any of the foregoimuerever located;

All inventory, now owned or hereafter acquired liing, without limitation, all merchandise, raw t@aals, parts, supplies, packing
and shipping materials, work in process and firdsbeducts including such inventory as is tempéramiit of Borrower’s custody or
possession or in transit and including any retupn any accounts or other proceeds, including@&mie proceeds, resulting from the sale or
disposition of any of the foregoing and any docutsefi title representing any of the above;

All contract rights and general intangibles (ashsdefinitions may be amended from time to time adicqg to the Code), now owned or
hereafter acquired, including, without limitatiaggodwill, trademarks, servicemarks, trade stylesld names, patents, patent applications,
leases, license agreements, franchise agreemérdprints, drawings, purchase orders, customes, lisute lists, infringements, claims,
computer programs, computer discs, computer tdipesiture, reports, catalogs, design rights, inedax refunds, payments of insurance and
rights to payment of any kind;

All now existing and hereafter arising accounts)tcact rights, royalties, license rights and allestforms of obligations owing to
Borrower arising out of the sale or lease of godiuks licensing of technology or the rendering of/&s by Borrower (as such definitions
may be amended from time to time according to thde} whether or not earned by performance, andaadyall credit insurance, insurance
(including refund) claims and proceeds, guarantied, other security therefor, as well as all memdise returned to or reclaimed by
Borrower;

All documents, cash, deposit accounts, securigsyrities entittements, securities accounts, invest property, financial assets, letters
of credit, letter of credit rights, certificatesaéposit, instruments and chattel paper and eldctahattel paper now owned or hereafter
acquired and Borrower’s Books relating to the faiag; and

All Borrower’s Books relating to the foregoing aady and all claims, rights and interests in anthefabove and all substitutions for,
additions and accessions to and proceeds thereof.

Notwithstanding the foregoing, the Collateral shmalt include any copyrights, patents, trademarsjisemarks and applications
therefor, now owned or hereafter acquired, or dayrs for damages by way of any past, present andd infringement of any of the
foregoing (collectively, the “Intellectual Propéftyprovided, however, that the Collateral shatflide all accounts and general intangibles
that consist of rights to payment and proceeds ftwersale, licensing or disposition of all or amytpor rights in, the foregoing (th&ights tc
Payment”). Notwithstanding the foregoing, if a jcidl authority (including a U.S. Bankruptcy Count)lds that a security interest in the
underlying Intellectual Property is necessary teeha security interest in the Rights to Paymemn tthe Collateral shall automatically, and
effective as of the Closing Date, include the lietetlal Property to the extent necessary to pegerfiection of Bank’s security interest in the
Rights to Payment.

Borrower and Bank are parties to that certain negaive pledge arrangement, whereby Borrower, in conngion with Bank’s loan or
loans to Borrower, has agreed, among other thingsot to sell, transfer, assign, mortgage, pledge,dse grant a security interest in, or
encumber any of its Intellectual Property, withoutBank’s prior written consent.
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EXHIBIT B

L oAN P AYMENT /A DVANCE R EQUEST F orRM
D EADLINE FOR SAME DAY PROCESSING 142:00 P.S.T.

Fax To: Date:
O L oAN P AYMENT :

DRUGSTORE.COM, INC(Borrower)

From Account # To Account 4
(Deposit Account # (Loan Account #

Principal $ and/or Interest $

All Borrower’s representation and warranties in #fmeended and Restated Loan and Security Agreemertiwse, correct and complete in all
material respects up to and including the dathetitansfer request for a loan payment, but thegesentations and warranties expressly
referring to another date shall be true, corredt@mplete in all material respects as of that:date

Authorized Signature: Phone Number:

O L oAN A DVANCE :
Complete Outgoing Wire Requestection below if all or a portion of the funds fromthis loan advance are for an outgoing wire.

From Account # To Account #
(Loan Account # (Deposit Account #

Amount of Advance $

All Borrower’s representation and warranties in #fmeended and Restated Loan and Security Agreemertiwe, correct and complete in all
material respects up to and including the datéefitansfer request for an advance, but thosegeptations and warranties expressly refe
to another date shall be true, correct and compieat material respects as of that date:

Authorized Signature: Phone Number:

O uUTGOING W IRE R EQUEST
Complete only if all or a portion of funds from theloan advanceabove are to be wired.
Deadline for same day processing is 12:00pm, P.S.T.

Beneficiary Name Amount of Wire: §

Beneficiary Bank Account Number

City and State

Beneficiary Bank Transit (ABA) # Beneficiary Bank Code (Swift, Sort, Chip, et
(For International Wire Only)

Intermediary Bank Transit (ABA) #:

For Further Credit tc

Special Instruction

By signing below, | (we) acknowledge and agree tiya{our) funds transfer request shall be processettcordance with and subject
to the terms and conditions set forth in the agreis(s) covering funds transfer service(s), whigfeaments(s) were previously received
executed by me (us

Authorized Signature: 2 ndSignature (If Required):
Print Name/Title; Print Name/Title;
Telephone ¢ Telephone ¢
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EXHIBIT C
COMPLIANCE CERTIFICATE

TO: SILICON VALLEY BANK
3003 Tasman Driv
Santa Clara, CA 950&

FROM: DRUGSTORE.COM, INC

The undersigned Responsible Officer of DRUGSTORBMCIC. (“Borrower”) certifies that under the terraad conditions of the
Amended and Restated Loan and Security Agreeméntba Borrower and Bank (the “Agreement”), (i) Bower is in complete compliance
for the period ending with all required covenants except as noted belogv(a) all representations and warranties in the
Agreement are true and correct in all material @etpon this date. In addition, the undersignetfiear that (i) Borrower and each Subsidiary
has timely filed all required tax returns and paidmade adequate provision to pay, all materi@gaexcept those being contested in good
faith with adequate reserves under GAAP and (iijiemes has been levied or claims made against B@ror any of its Subsidiaries relating
to unpaid employee payroll or benefits which Boreowas not previously notified in writing to Bank.addition, the undersigned certifies
that Borrower, and each Subsidiary, has timelyfd# required tax returns and paid, or made adequavision to pay, all material taxes,
except those being contested in good faith withgadie reserves under GAAP. Attached are the retjdiveuments supporting the
certification. The Officer certifies that these arepared in accordance with Generally AcceptedAnting Principles (GAAP) consistently
applied from one period to the next except as éxgthin an accompanying letter or footnotes. Thegeasible Officer acknowledges that no
borrowings may be requested at any time or datletefrmination that Borrower is not in compliancéhvwany of the terms of the Agreement,
and that compliance is determined not just at tite this certificate is delivered.

Please indicate compliance status by circling YestNunder “Complies” column.

Reporting Covenant Required Complies
Monthly financial statements + C Monthly within 30 days Yes No
Annual (Audited) FYE within 120 day: Yes No
10-Q, 1-K and &K Within 5 days after filing with SE! Yes No
Financial Covenant Required Actual Complies
Maximum Trailing 3 Mo. EBITDA Los: $3,500,00( $ Yes No
Minimum Cast $15,000,00( $ Yes No

Borrower only has deposit accounts located atdheviing institutions:

Comments Regarding ExceptionsSee Attachec BANK USE ONLY
Received by
Sincerely, AUTHORIZED SIGNER
Date:
DRUGSTORE.COM, INC
Verified:
AUTHORIZED SIGNER
SIGNATURE
Date:
TITLE Compliance Status: Yes N
D ATE
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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 donétate a material fact necessary to
make the statements made, in light of the circuntgts.under which such statements were made, nigtagisg 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, amgtfe@ periods presented in this quarterly
report;

4.  The registrant’s other certifying officer andrk responsible for establishing and maintainiisgldsure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&)1%nd internal control over financial reportirag @efined 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 procedaoites 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 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 adgatures, as of the end of the period coveredibydport based on such
evaluation; ant

d) Disclosed in this report any change in the tegig’s internal control over financial reportintgat 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 anddve disclosed, based on our most recent evaluatioriernal 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 corver financial reporting which are
reasonably likely to adversely affect the regid’s ability to record, process, summarize and refpanhcial information; an

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

May 12, 2006

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




Exhibit 31.2
CERTIFICATIONS

I, Robert A. Barton, 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 donétate a material fact necessary to
make the statements made, in light of the circuntgts.under which such statements were made, nigtagisg 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, amgtfe@ periods presented in this quarterly
report;

4.  The registrant’s other certifying officer andrk responsible for establishing and maintainiisgldsure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&)1%nd internal control over financial reportirag @efined 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 procedaoites 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 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 adgatures, as of the end of the period coveredibydport based on such
evaluation; ant

d) Disclosed in this report any change in the tegig’s internal control over financial reportintgat 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 anddve disclosed, based on our most recent evaluatioriernal 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 corver financial reporting which are
reasonably likely to adversely affect the regid’s ability to record, process, summarize and refpanhcial information; an

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

May 12, 2006

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




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 endingrih2, 2006, as filed with the
Securities and Exchange Commission on the dat@h@he “Report”), I, Dawn G. Lepore, President,i€hexecutive Officer and Chairman
of the Board of the Company, certify, pursuant@dLS.C. § 1350, as adopted pursuant to §906 db#inbanes-Oxley Act of 2002, that:

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

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

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

May 12, 2006

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 Securities 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 endingrih2, 2006, as filed with the
Securities and Exchange Commission on the dat@h@he “Report”),l, Robert A. Barton, Vice President, and Chief Iaicial Officer, of the
Company, certify, pursuant to 18 U.S.C. § 135Gdapted pursuant to 8906 of the Sarbanes-Oxleyp#2002, that:

(1) The Report fully complies with the requiremeatsSection 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 finana@aldition and results of operations of
Company.

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

May 12, 2006

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



