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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 March 29, 2009
or
O TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934

For the transition period from to

Commission File Number 000-26137

drugstore.com, inc.

(Exact name of registrant as specified in its chaetr)

Delaware 04-3416255
(State or other jurisdiction (IRS Employer
of 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 Sewti3 or 15(d) of the Securities
Exchange Act of 1934 during the preceding 12 mofah$or such shorter period that the registrans wemjuired to file such reports), and
(2) has been subject to such filing requirementshe past 90 days. Ye&l No O

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

Indicate by check mark whether the registrantlearge 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 filefd Accelerated filerx] Non-accelerated fileif]

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

As of April 24, 2009, the registrant had 99,793,68hdres of common stock outstanding.
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PART I—FINANCIAL INFORMATION

ltem 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 administrati
Amortization of intangible asse
Total costs and expens
Operating los!
Interest income, ne

Loss from continuing operatiol
Gain from discontinued operations, net of

Net income (loss

Basic and diluted loss from continuing operatioas ghare
Basic and diluted gain from discontinued operatip@isshart
Basic and diluted net income (loss) per st

Weighted average shares outstant

See accompanying notes to consolidated financitdsients.

1

Three Months Ended

March 29,
2009

$ 98,31t

70,55:
11,02
9,41(
5,92t
3,371
207
100,48¢
(2,174)
4
(2,131)
2,98¢
854
(0.02)
0.0%
0.01

97,355,61

&hAHA B|P

March 30,
2008

$  92,56¢

67,18:
11,00(
8,31¢
5,20:
5,39/
24
97,33¢
@,77)
27¢
(4,492)
1,807
$ (2,689
$  (0.09
$ 0.02
$  (0.09
96,392,73
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DRUGSTORE.COM, INC.

CONSOLIDATED BALANCE SHEETS
(in thousands, except share data)

March 29, December 28
2009
(unaudited) 2008
Assets
Current asset:
Cash and cash equivalel $ 25,97¢ $ 25,19;
Marketable securitie 10,74¢ 12,997
Accounts receivable, net of allowanc 9,34¢ 9,10¢
Inventories 31,91 32,704
Other current asse 2,91¢ 2,12¢
Assets of discontinued operatic 2,98: 5,95¢
Total current asse 83,88: 88,08¢
Fixed assets, ni 27,07( 28,30¢
Other intangible assets, r 3,65¢ 3,731
Goodwill 32,20: 32,20:
Other lon¢-term asset 222 222
Total asset $ 147,03! $ 152,54¢
Liabilities and Stockholders’ Equity
Current liabilities:
Accounts payabl $ 29,90¢ $ 31,20¢
Accrued compensatic 3,56¢ 4,41¢
Accrued marketing expens 4,38z 4,63(
Other current liabilitie: 3,34t 4,56(
Current portion of lon-term debt obligation 2,83t 2,99¢
Liabilities of discontinued operatiol 2,97: 5,94¢
Total current liabilities 47,00¢ 53,75¢
Long-term debt obligations, less current port 2,08¢ 2,567
Deferred income taxe 95& 958
Other lon¢-term liabilities 1,10¢ 1,071
Commitments and contingenci
Stockholder' equity:
Preferred stock, $.0001 par value, 10,000,000 steuthorized, no shares issued and outstal — —
Common stock, $.0001 par value, stated at amowidsip: 250,000,000 shares authorized, 99,531,469 a
96,547,079 shares issued and outstan 864,92 864,28
Accumulated other comprehensive income (li (45) 57
Accumulated defici (769,000 (770,139
Total stockholdel' equity 95,87¢ 94,20(
Total liabilities and stockholde’ equity $ 147,03 $ 152,54¢

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

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

Operating Activities:
Net income (loss
Less gain from discontinued operatic
Loss from continuing operatiol
Adjustments to reconcile net income (loss) to mshc(used in) provided by operating activiti
Depreciatior
Amortization of intangible asse
Stocl-based compensatic
Other
Changes in
Accounts receivabl
Inventories
Other asset
Accounts payable, accrued expenses and otheritied
Net cash used in continuing operatit
Net cash provided by discontinued operati
Net cash (used in) provided by operating activi
Investing Activities:
Purchases of marketable securi
Sales and maturities of marketable secur
Purchases of fixed asst
Proceeds from gain on the sale of discontinuedatipers
Purchase of intangible ass
Net cash provided by (used in) investing activi
Financing Activities:
Proceeds from exercise of stock options and emplsy@ck purchase pl:
Proceeds from line of crec
Principal payments on capital leases and term dddigations

Net cash (used in) provided by financing activi

Net increase in cash and cash equival
Cash and cash equivalents at beginning of p¢

Cash and cash equivalents at end of pe

Supplemental Cash Flow Information:
Equipment acquired in capital lease agreem

Cash paid during the period for inter

See accompanying notes to consolidated finanassients.

3

Three Months Ended
March 29,

March 30,
2009 2008

$ 854 $ (2,685
2,98¢ 1,807
(2,13) (4,492

3,08 2,07¢

207 24E
1,021 2,08/
(49) (6)
(23¢) 35¢
791 1,64¢
(791) 201

(3,729 (4,389
(1,830 (2,279

10 2,44(
(1,820 167

(1,700 (14,789
3,80¢ 18,43t
1,73) (5,189
2,97¢ —
(134) —
3,306 (1,529

48 427
— 3,50(
(755) (486)
(707 3,43
77¢ 2,07¢

25,19% 18,57
$25,97¢  $ 20,64¢

$ 114 § 92
$ 78 § 11¢
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DRUGSTORE.COM, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(unaudited)

1. Description of the Busines

drugstore.com, inc. (drugstore.com) is a leadinmermrovider of health, beauty, vision, and phatynproducts. We offer health,
beauty, sexual well-being, household, and otherprescription products and prescription medicatibmsugh our web store located at
www.drugstore.comiVe also offer prestige beauty products throughvwely store located atww.beauty.corfwhich is also accessible
through the drugstore.com website); contact letts@sigh our wholly owned subsidiary Vision Dirent! (Vision Direct), through web stor
located atvww.visiondirect.comwww.lensmart.com, wwwensworld.com andwww.lensquest.cofwhich are also accessible through the
drugstore.com website); customized nutritional $eiment programs through our wholly owned subsidi@ystom Nutrition Services, Inc.
(CNS); and health and beauty products thronghw.riteaidonlinestore.comOur products are also available toll-free bypblEne at 1-800-
DRUGSTORE and 1-800-VISIONDIRECT. On September@®& we entered into an amended and restated megrraent with Rite Aid
Corporation and certain of its affiliates (Rite Aidhereby we transferred to Rite Aid the right®tw local pick-up pharmacy business, which
includes prescription refills sold online throude tdrugstore.com web store or the Rite Aid onlioeesand picked up by customers at Rite
Aid stores. As a result of this agreement, ourllpaek-up pharmacy segment is reported as discoatroperations in the consolidated
financial statements for all periods presented.ofdingly, we now manage our business in three satgnever-the-counter (OTC), vision,
and mail-order pharmacy. See Note 5 for additiamfarmation.

2. Basis of Presentation and Principles of Consolidain

We have prepared the accompanying consolidateddiabstatements in conformity with U.S. generalfcepted accounting principles
(GAAP) and the rules and regulations of the Seiegriatnd Exchange Commission for interim finanaéglarting. These consolidated financial
statements are unaudited but, in our opinion, ohelall adjustments, consisting of normal recuradgistments and accruals, necessary for a
fair presentation of the consolidated balance she&tements of operations, and statements offlcagh for the periods presented. Operating
results for the periods presented are not necissgaticative of future results for the 2009 fisgadar ending January 3, 2010 or any other
interim period, due to seasonal and other facWieshave derived the consolidated balance shedtlsoe@mber 28, 2008 from audited
financial statements as of that date, but we haghided certain information and footnotes requitgdSAAP for complete financial
statements. You should read these consolidateddialbstatements in conjunction with the auditedsmdidated financial statements and
accompanying notes included in our annual repoft@anm 10-K for the fiscal year ended December 2882

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

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

3.  Significant Accounting Policies
Estimates and Assumptio

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

Recent Accounting Pronounceme

In April 2009, the FASB issued FASB Staff Positidn. 107-1 (FSP FAS 107-1) and Accounting Princifdeard No. 28-1 (APB 28),
which amends FASB Statement No. 1D#closures about Fair Value of Financial Instruntemnd APB Opinion No. 28nterim Financial
Reporting to require disclosures about the fair value ofriial instruments for interim reporting periods FFBAS 107-1 and APB 28-1 will
be effective for interim reporting periods endirfteaJune 15, 2009. We do not anticipate that thaption of FSP FAS 107-1 and APB 28-1
will have any material impact on our consolidategicial statements.

4



Table of Contents

In April 2009, the FASB issued FASB Staff Positidn. 157-4 (FSP FAS 154}, which provides additional guidance in accoraawith
FASB No. 157 Fair Value Measurementsvhen the volume and level of activity for theetssr liability has significantly decreased. FSPS
157-4 will be effective for interim and annual refiag periods ending after June 15, 2009. We daanttipate that the adoption of FSP FAS
157-4 will have any material impact on our consatiéd! financial statements.

In April 2009, the FASB issued FASB Staff Positidn. 115-2 (FSP FAS 115-2Recognition and Presentation of Other-Than-
Temporary Impairmentswhich amends the other-than-temporary impairngeidance for debt securities. FSP FAS 115-2 wilefiective
for interim and annual reporting periods endingaftune 15, 2009. We do not anticipate that thetamlvof FSP FAS 115-2 will have any
material impact on our consolidated financial steats.

Adoption of New Accounting Principl

In June 2008, the FASB ratified the consensus exhon Emerging Issues Task Force (EITF) Issue R&3)Determining Whether an
Instrument (or Embedded Feature) Is Indexed to mtity’'s Own StocKEITF 07-05). EITF 07-05 clarifies the determinatiaf whether an
instrument (or an embedded feature) is indexeah terity’s own stock, which would qualify as a sea@xception under Statement of
Financial Accounting Standards No. 12&counting for Derivative Instruments and Hedgirgivities. EITF 07-05 was effective for
financial statements issued for fiscal years bagmafter December 15, 2008 (our fiscal year 20083.adopted EITF 07-05 on the first day
of our fiscal year 2009 and upon adoption, we rsifeed $285,000 from stockholders’ equity to agdaarm liability. Additionally, the fair
value of the warrants subject to EITF 07-05 areisted to fair market value at the end of each témpperiod.

In June 2008, the FASB issued FASB Staff Positioficmerging Issues Task Force Issue 0Bdiermining Whether Instruments
Granted in Share-Based Payment Transactions Aréidaaiting SecuritiegFSP EITF 03-6-1). FSP EITF 03-6-1 states that steceshare-
based payment awards that contain nonforfeitaghsito dividends or dividend equivalents (whetted or unpaid) are participating
securities and shall be included in the computatifoearnings per share (EPS) pursuant to the tassainethod. All prior-period EPS data
presented shall be adjusted retrospectively (inetuthterim financial statements, summaries of eay$) and selected financial data) to
conform to the provisions of FSP EITF 03-6-1. FSPHE3-6-1 is effective for financial statementsued for fiscal years beginning after
December 15, 2008, and interim periods within thgssrs. The adoption of FSP EITF 03-6-1 on the fiey of our fiscal year 2009 impacts
our EPS calculations in the first quarter of 200®, does not impact prior period financial statetaers restricted stock awards were not
outstanding prior to our fiscal year 2009.
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4. NetIncome (Loss) Per Shar

Net income (loss) per share is computed usingwioectass method. Basic net income (loss) per skaremputed by dividing net
income (loss) by the weighted-average number afeshautstanding during the applicable period, idicig outstanding participating
securities. Participating securities include rettd stock awards as holders of these securitgesrditled to receive non-forfeitable dividends
prior to vesting at the same rate as holders otoormon stock. Diluted earnings per share is coatpusing the weighteadverage number
shares determined for the basic net income (lcas3ipare computation plus the dilutive effect ahomon stock equivalents using the treasury
stock method. Because we had a loss from continyiegations for the three-month period ended Ma2&;i2009, the effects of diluted
options and warrants were excluded from the caficuiaof diluted net income (loss) per share.

The following table sets forth the weighted averslyares outstanding:

Three Months Ended

March 29, March 30,
2009 2008
Common stocl 96,583,65 96,392,73
Non-vested restricted stoc 771,95¢ —

97,355,61  96,392,73

The following shares were excluded from the cakboteof diluted net income (loss) per share becdsie inclusion would have been
anti-dilutive:

Three Months Ended

March 29, March 30,
2009 2008
Stock options 17,667,55 18,644,10
Warrants 400,00( 850,00(

18,067,55 19,494,10

5.  Discontinued Operations

On September 3, 2008, we entered into an amendeckatated main agreement with Rite Aid wherebynamsferred to Rite Aid the
rights to our local pick-up pharmacy business (LRAdich includes prescription refills sold onliredugh the drugstore.com web store or the
Rite Aid online store and picked up by customerRit Aid stores, in exchange for $9.9 million,gai ten monthly installments beginning
September 2008. We recorded the purchase pricelefeaed gain that we are recognizing over themtenth contractual payment period
ending in June 2009. Additionally, Rite Aid will parugstore.com ongoing marketing service feesiercontinued marketing of Rite Aid’s
LPU offering on the drugstore.com site during tert of the agreement, which continues for two yeatess extended for another year by
either party. The marketing service fees are cameilindirect cash inflows of our discontinued L&&gment as we anticipate the fees earned
will not be a significant source of ongoing reveru¢he future.

The gain from the sale of the discontinued openatiwas $9.9 million, $4.0 million of which we recozed in fiscal 2008. During the
three months ended March 29, 2009, we recognizediditional $3.0 million of the gain from the salethe discontinued operations, and \
recognize the remaining deferred gain of $3.0 oiillin the second quarter of 2009 as the paymectenie due. We have classified the res
of operations of our LPU segment as discontinuegtaijons in the accompanying consolidated statesrefraperations for all periods
presented.
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Following is the results of operations of our LRégisent that we have classified as discontinuedatipes.

Three Months Ended

March 29, March 30,
2009 2008
Net sales $ — $28,06¢
Cost of sale: — 24,54(
Fulfillment and order processit — 1,15C
Marketing and sale — 572
Income from discontinued operatic — 1,807
Marketing service fee 12 —
Gain from sale of discontinued operatic 2,97: —
Gain from discontinued operatio $ 2,98t $ 1,807

We have classified the assets and liabilities ofldtlJ segment as net assets and liabilities frasndaditinued operations in the
accompanying consolidated balance sheets for afiggepresented.

March 29, December 28

2009 2008
Accounts receivabl $ 2,988 $ 5,95¢
Assets of discontinued operatic $ 2,98¢ $ 5,95/
Deferred gain on discontinued operatit $ 2,97¢ $ 5,94¢
Liabilities of discontinued operatiol $ 2,97¢ $  5,94¢€
Net assets of discontinued operati $ 10 $ 8

6. Fair Value of Financial Instruments

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

Level 1 Inputs are unadjusted quoted prices in active ntgrfke identical assets or liabilities that we hdve ability to access at the
measurement dat

Level 2 Inputs include unadjusted quoted prices in actiagekets for similar assets or liabilities, or unad@d quoted prices for
identical or similar assets or liabilities in matskéhat are not active, or inputs other than quptézks that are observable for
the asset or liability

Level 3  Unobservable inputs for the asset or liability tredtect our assumptions that market participardsld/ use in pricing the
asset or liability

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

7
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The following tables summarizes, by major secusifye, our assets that are measured at fair valwereourring basis and are
categorized using the fair value hierarchy (in gends):

March 29, 2009

Level 1 Level 2 Level 3 Total
Estimated Estimated Estimated Estimated
Cash Fair Value Fair Value Fair Value Fair Value
Cash $12,34. $ — $ — $ — $12,34:
Money market funds (1 — 13,63 — — 13,63¢
U.S. government agency obligations — — 8,47: — 8,47:
Corporate notes and bonds — — 2,27: — 2,27:
$12,34: $13,63¢ $10,74¢ $ — $36,72:

December 28, 2008

Level 1 Level 2 Level 3 Total
Estimated Estimated Estimated Estimated
Cash Fair Value Fair Value Fair Value Fair Value
Cash $18,80°7 $ — $ — $ — $18,80"
Money market funds (1 — 2,79¢ — — 2,792
Commercial paper (¢ — — 4,49¢ — 4,49¢
U.S. government agency obligations — — 9,58( — 9,58(
Corporate notes and bonds — — 2,517 — 2,517
$18,80° $ 2,794 $16,591 $ — $38,19¢

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

(2) Included in marketable securities in the coigstéd balance sheets. We determined fair valuedbas observable market prices in less
active markets or quoted market prices for sinmilatruments

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

7.  Stockholders Equity
1999 Employee Stock Purchase Plan

Under the terms of our 1999 Employee Stock PurcRéme as amended (1999 ESPP), eligible employagspurchase common stock
for a purchase price equal to 85% of the fair miavlabue of our common stock on the first or last,dahichever is less, of the applicable six-
month purchase period, which periods end in JanaiadyJuly of each year. During the three-monthaolsrended March 29, 2009 and
March 30, 2008, employees purchased 57,390 and85}@ares of our common stock under the 1999 E®Bpectively, in exchange for
approximately $48,000 and $87,000, respectively T#O9 Employee Stock Purchase Plan expires in200@ and will not be renewed.

8
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Stock Option Activity
The following table summarizes our stock optionatgt

Qutstanding Options

Weighted- Weighted-
Average

Average Remaining

Exercise Contractual
Number of Price per

Shares Share Term
Outstanding at December 28, 2( 16,706,54 $ 3.2¢
Options grante 1,244,301 $ 1.31
Options exercise — $ —

Options forfeitec (283,290 $ 4.7
Outstanding at March 29, 201 17,667,55 $ 3.1:

Vested and expected to vest at March 29, & 14,305,88 $ 3.2¢ 6.65

Exercisable at March 29, 201 12,499,47 $ 3.3¢ 6.3(

Restricted Stock Activit

As of March 29, 2009, we had 2,927,000 sharesstficged stock outstanding, all of which were geahtluring 2009, with a weighted
average grant date fair value of $0.76 and a wetaterage remaining recognition period of 3.4 year

Stock-Based Compensation Expense

We account for stock-based compensation underrthagions of FASB Statement No. 123 (revised 208#are-Based PaymefRAS
123(R)), which requires measurement of compensatishfor all stock-based awards at fair value ate @f grant and recognition of
compensation over the service period for awardeeep to vest. The fair value of stock optionsasdal on the estimated grant date fair v
method using the Black-Scholes valuation model. feirevalue of restricted stock is determined basedhe number of shares granted and
the quoted price of our common stock. Such valuedsgnized as expense over the service perioafmstimated forfeitures, using the
straight-line method. The estimation of stock awatdat will ultimately vest requires judgment, @aadhe extent actual results or updated
estimates differ from our current estimates, sunbunts will be recorded as a cumulative adjustnretite period estimates are revised. We
consider many factors when estimating expecteeitores, including types of awards, employee clasd,historical experience. Actual
results and future estimates may differ substdptiedm our current estimates.

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

Three Months Ended

March 29, March 30,

2009 2008
Fulfillment and order processit $ 11¢ $ 18t
Marketing and sale 35C 31t
Technology and contel 24k 35¢
General and administratiy 307 1,22¢
Total $ 1,021 $ 2,084

8. Line of Credit and Debt Obligations

In March 2009, we entered into a loan and secadtgement with our existing bank. This agreemeaitides a revolving two-year line
of credit allowing for borrowings up to $25.0 milfi, which accrue interest at the prime rate, foregal corporate purposes, including short-
term working capital needs, and to finance cenpaitential acquisitions, should we elect to puraueia the future. The agreement allows for
the conversion of up to $15.0 million of the outstimg balance into a term loan, payable in 36 mignttstallments of principal and interest
a rate equal to the greater of (a) the prime rate @.50% or (b) 4.50%. Advances available underdévolving line of credit are limited, bas
on eligible inventory, accounts receivable, andhaasd investment balances, and balances outstanddey our existing term loan. As of
March 29, 2009, approximately $4.0 million in baxings were considered outstanding under the facllit addition, availability under the
line of credit was reduced by a $541,000 lettecreflit we provided to our landlord.

9
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Accordingly, the available borrowings under theslof credit were approximately $20.5 million. Thggeement contains certain covenants
that are customary in transactions of this nata@yuding a prohibition on other debt and liengjuigements regarding the payment of taxes,
and certain restrictions on mergers and acquistimvestments, and transactions with our affiiates well as certain financial covenants
related to our cash and cash equivalents and eearckish flow, which we were in compliance with &slarch 29, 2009. The agreement
identifies certain events of default that are constry for transactions of this nature and subjechéberiality provisions and grace periods
where appropriate, including failure to pay anypipal or interest under this facility or othertmsnents when due, violations of any
covenants, a material cross-default to our othbt,de a change of control.

9. Commitments and Contingencie:
Legal Proceeding:

1-800 Contacts LitigationOn February 26, 2008, 1-800 Contacts, Inc. (1-8660tacts) filed an action in the U.S. District @dor the
District of Utah, Central Division against us ang subsidiary Vision Direct alleging direct and tritsutory trademark infringement and
dilution under federal and state law, unfair contjmet, intentional interference with economic réats, and unjust enrichment. One day later,
on February 27, 2008, 1-800 Contacts filed a sépaetion in the U.S. District Court for the South®istrict of New York against Vision
Direct alleging breach of a 2004 settlement agredipetween Vision Direct and 1-800 Contacts. Irhkasttions, 1-800 Contacts seeks
monetary damages as well as injunctive reliefhinWtah action, we filed a motion to dismiss fopimoper venue or, in the alternative, to
transfer the case to the Southern District of NewkY By Order dated August 11, 2008, the Utah s€ourt dismissed the Utah action for
improper venue. On September 11, 2008, 1-800 Ctfited with the Utah District Court a notice gfeal to the U.S. Court of Appeals for
the Tenth Circuit. 1-800 Contacts subsequentlyedjte discontinue the appeal. Pursuant to a stipalaf the parties, the Tenth Circuit
appeal was dismissed with prejudice on Februa®0Q9. In the New York action, we filed an answemydeg that 1-800 Contacts is entitled
to the relief requested and counterclaims asserimgng other things, that 1-800 Contapig’'suit of the Utah action constitutes a violatid
the settlement agreement’s forum selection clau880 Contacts filed a Motion to Dismiss our counltgrs. In open court on July 22, 201
the District Court for the Southern District of N&fork stated that it would take no action on 1-&fhtacts’ motion in the New York action
until our motion in the Utah action had been dedided the parties’ had informed the Court of thizcome. By letter of December 8, 2008,
the parties informed the Judge in the New Yorkaactf the dismissal of the Utah action and thafthties had agreed to mediate their
dispute. In light of the agreement to mediate thgies asked for additional time in which to adwise District Court for the Southern Disti
of New York of their respective positions regardthg effect of the dismissal of the Utah actiorttoenNew York action. The parties
participated in a formal mediation on April 28-2909. As a result of the mediation, the partiegmrat into an agreement on May 8, 2009,
that provides, without admission of wrongdoingiability, for a one-time payment of $475,000 frorsidn Direct, Inc. to 1-800 Contacts,
and mutual releases of all claims that have beeowid have been brought. The Company has accoudti settlement in the statement of
operations for the three-month period ended Mag;t2R09.

State Sales Tax Claim$n early 2002, we received an arbitrary assessmite from the state of New Jersey for pastsstle due
from fiscal years 2000 and 2001, based on itsdmghate of sales revenue numbers during thosed=erin December 2002, we received a
revised assessment from the state of New Jerse&30f and 2001 in the aggregate amount of $221r6&¢, plus penalties in the amount of
$11,081 and interest that continues to accrue.anc2003, we filed an appeal of the revised assesiswith the Tax Court of New Jersey,
based on the fact that the state of New Jerseyri®img its claim specifically against one of oansolidated subsidiaries that is not a retai
entity in that state. On February 19, 2008, we viicemed of the decision by the Tax Court of Neswsgy against us in the case of
drugstore.com, inc. vs. Director, Division of Tarat(the NJ Tax Case). We did not believe thataswequired to collect sales taxes on sales
made to customers in New Jersey based on appliatblén its decision, the Tax Court of New Jersehed otherwise. Prior to this ruling we
had not collected sales tax in New Jersey. TheQaxt's Opinion is currently being appealed at$uperior Court of New Jersey, Appellate
Division. Briefing was completed in November of 3)@ral argument for the Appeal is scheduled foyNia, 2009.

Effective February 23, 2008, we began collecting smitting sales tax on taxable New Jersey s@la®n the decision, we believed
that it was probable that we had incurred a ligbof $2.5 million for estimated taxes and interégtcordingly, we recorded an expense in
general and administrative expenses in the coraeliistatement of operations during the year ebésgmber 30, 2007. The liability was an
estimate of the New Jersey tax obligation for tB@@®and 2001 assessment that gave rise to the NCase, as well as for all subsequent
years through 200°

On April 23, 2009, we reached a resolution with $tate of New Jersey, regarding sales and use tawes by us for the years 2000 to
2008. We paid an aggregate of approximately $1llfomibased on two assessments for sales and xis@terest, and penalties for 2000
through February 22, 2008, in full satisfactioroaf obligations for use taxes for those yearsomunction with these payments, we are
withdrawing our appeal of a trial court decisiosusd in February 2008 that rejected our assettiarve were not obligated to collect and
remit use taxes for sales we made to New Jersa@erds. We had previously accrued $2.9 milliontfos liability as of March 29, 2009.
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Class Action Laddering LitigationA consolidated amended complaint, which is nogvdperative complaint, was filed on April 19,
2002 in the U.S. District Court for the Southerrstiict of New York. It names drugstore.com as a&ddént, along with the underwriters and
certain of our present and former officers andaoes (the Individual Defendants), in connectiothvaur July 27, 1999 initial public offering
and March 15, 2000 secondary offering (together Qffferings). The suit purports to be a class adiled on behalf of purchasers of our
common stock during the period July 28, 1999 todpetzer 6, 2000.

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

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

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

On April 3, 2009, the plaintiffs submitted to thésBict Court a motion for preliminary approval @settlement of the approximately :
coordinated cases, including drugstore.com, thewwiter defendants in the drugstore.com clas®agctnd the plaintiff class in the
drugstore.com class action lawsuit. The insurerghie issuer defendants in the coordinated cademake the settlement payment on behalf
of the issuers, including drugstore.com. The sattlet is subject to termination by the parties urtgetain circumstances, and approval of the
District Court. There is no assurance that therletsCourt will approve the settlement.

Due to the inherent uncertainties of litigation, @anot accurately predict the ultimate outcomthisf matter. We are unable to estirr
the potential damages that might be awarded i§éteement is not concluded or approved and we Veenad liable, there arose a material
limitation with respect to our insurance coveramethe amount awarded were to exceed our insureomgeErage. Because our liability, if any,
cannot be reasonably estimated, no amounts hawedoeeued for this matter. An adverse outcomeimrtiatter could have a material adw
effect on our financial position and results of gi®ns.

Other. From time to time, we are subject to other legatpedings and claims in the ordinary course ofrlass. 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 opegatésults, other than those listed above.
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10. Segment Information

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

The information presented below for these segnisntgormation our management uses in evaluatiregyating performance.

Three Months Ended
March 29, March 30,

2009 2008
(in thousands)
OTC:
Net sales $72,087 $64,85:
Cost of sale: 49,927 45,01
Variable order costs (i 6,44¢ 5,96¢
Contribution margin (b $15,71:  $13,87
Vision:
Net sales $17,44.  $15,43¢
Cost of sale: 13,59¢ 12,02¢
Variable order costs ( 77€ 743
Contribution margin (b $ 3,066 $ 2,66¢
Mail-Order Pharmacy:
Net sales $ 8,781 $12,28:
Cost of sale: 7,02¢ 10,14:
Variable order costs ( 67¢ 92¢
Contribution margin (b $108. $ 1,21
Consolidated:
Net sales $98,31  $92,56¢
Cost of sale: 70,55: 67,18:
Variable order costs (i 7,90: 7,631
Consolidated contribution margin ( $19,86( $17,74¢
Less:
Fixed fulfillment and order processing 1 $ 3,201 $ 3,394
Marketing and sales ( 9,33( 8,28:
Technology and conte! 5,92¢ 5,20z
General and administrati 3,371 5,39
Amortization of intangible asse 207 24E
Operating los: $(2,1749) $(4,77))

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

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

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

(d) These amounts exclude variable partnershipgelayalty expenses of $80,000 and $31,000 fothirez-month periods ended
March 29, 2009 and March 30, 2008, respectiv
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Item 2. Managemen’'s Discussion and Analysis of Financial Condition drResults of Operation

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

Special Note Regarding Forward-Looking Statements

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

Overview

drugstore.com, inc. is a leading online provideheélth, beauty, vision, and pharmacy productsbélieve that we offer a better way
for consumers to shop for these products througtweb stores, including those located on the Irteatwww.drugstore.com,
www.beauty.com, www.riteaidonlinestore.com, wwyeordirect.com, www.lensmart.com, www.lensworld.camawww.lensquest.com

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

. OTC. Our OTC segment includes all non-prescriptiordpiads sold online through our web storesmatv.drugstore.com,
www.beauty.comwww.riteaidonlinestore.copwww.visiondirect.com, www.lensmart.com, www.lenkhoom, and
www.lensquest.coror over the telephone at 1-800-DRUGSTORE or 1-8®IONDIRECT, including nutritional supplements
sold through our subsidiary Custom Nutrition Seegicinc., or CNS. In addition, through our subsi@NS, we are the exclusive
online distributor of nutritional supplement progrsfor Dr. Barry Sears atww.ZoneDiet.corand The Pritikin Longevity
Center & Spa atvww.Pritikin.com. In addition, we act as the exclusive fulfillmgmovider for customized nutritional supplements
sold throughvww.DrWeilVitaminAdvisor.comwww.DrWeil.com and other Dr. Weil-related websites. We sourae@UC
products from various manufacturers and distrilgitd/e also sell advertising on our primary OTC siew.drugstore.comOur
business strategy is to offer our customers a w@diection of health, beauty, personal care, houdelnd other products at
competitive prices and a superior online shoppipgedence. We are able to offer a significantlydater assortment of products,
with greater depth in each product category, thiégkand-mortar drugstores, and provide a broaayaof interactive tools and
information on our websites to help consumers niadkgmed purchasing decisions. We believe leverggiur strong capabilities
in Internet marketing, merchandising, fulfillmeatid customer care in the health, beauty, and vesllaeena will be a key growth
driver for our OTC segment. In 2009, we are focggin key initiatives such as international markgtamsion and further
development of our partnerships with Medco Heatihusons, Inc., Rite Aid Corporation, and new bgaotands to accelerate
OTC growth.

. Vision. The vision segment includes contact lenses $otiigh our wholly owned subsidiary Vision DirectlrfVision Direct),
through web stores locatedvavw.visiondirect.com, www.lensmart.com, www.lenkivoom, andwww.lensquest.coor over
the telephone at 1-800-VISIONDIRECT. We purchaseocomtact lens inventory directly from various méaaturers and other
distributors. In 2009, we will continue to focus lpalancing customer acquisition with net margioider to maximize our profit:
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. Mail-Order Pharmacy Our mail-order pharmacy segment includes preserigirugs and supplies, other than prescriptiantact
lenses, sold online through the pharmacy sectidhefirugstore.com web store or over the teleplaonedelivered to customers
through our mail-order facility. We procure our geaption inventory through Rite Aid Corporationgest of our ongoing
relationship. We market to both cash-paying andrausce-covered individuals, and we also servetasdrparty provider of mail-
order prescription fulfillment services for pharmdmenefit managers, or PBMs. We sell over 5,508giption drugs, including
many specialty drugs for the treatment of chrowieditions such as cancer, HIV, and multiple sclistaghich are not carried by
brick-and-mortar pharmacies and require speciatilragnor service. In this segment, we focus ourketing efforts directly on
consumers online and through doctors to maximipgtr in our cash prescription and specialty phagniassiness. In addition to
the sale of prescription drugs, we sell advertisingour website to monetize the large volume ofjuaivisitors per month
researching drugs and other healthcare contentdadwn the site. In 2009, we anticipate that oailtorder pharmacy segment
revenues will decline due to the loss of one ofPBM customers as a result of its acquisition ta 008, but anticipate continu
yearovel-year contribution margin improvemen

Discontinued Operation©n September 3, 2008, we entered into an amendkckatated main agreement with Rite Aid whereby we
transferred to Rite Aid the rights to our locallpigp pharmacy business (LPU), which includes pipson refills sold online through the
drugstore.com web store or the Rite Aid onlineestomd picked up by customers at Rite Aid storesxaghange for $9.9 million, paid in ten
monthly installments beginning in September 2008./dtorded the purchase price as a deferred gatinvehare recognizing over the ten-
month contractual payment period ending in Jun@28dditionally, Rite Aid will pay drugstore.com gaing marketing service fees for the
continued marketing of Rite Aid’s LPU offering dmetdrugstore.com site during the term of the agesgmvhich continues for two years
unless extended for another year by either paig. Marketing service fees are considered indiist anflows of our discontinued LPU
segment, as we anticipate the fees earned wilb@at significant source of ongoing revenue in there. We have classified the results of
operations of our LPU segment as discontinued dpesain the consolidated financial statementsiadagemens Discussion and Analys
of Financial Condition and Results of Operationsdibperiods presented.

RevenuesWe generate revenue primarily from product sate$ shipping fees. For the three-month period eiiaath 29, 2009, we
reported consolidated total net sales of $98.3anillwhich reflected a $5.7 million, or 6.2%, inase over the three-month period ended
March 30, 2008. Our net sales growth was drivea h9.6% year-over-year increase in our total ovdérme for the three-month period
ended March 29, 2009, to 1.5 million orders. Owgrage net sales per order decreased to $67 iirshgdarter of 2009, from $70 in the first
guarter of 2008 primarily due to a decrease inawa@rage net sales per order in our OTC and maérqybarmacy segments driven primarily
by changes in consumer behavior, as discusseeatagrdetail below. In the first quarter of 2009 cevenues benefited from strong year-
over-year growth in our OTC segment of 11.2% andvigion segment of 13.0%, partially offset by &lidee in our mail-order pharmacy net
sales of 28.5%.

Expenses Our operating expenses, including cost of goott, slecreased as a percentage of net sales to ftld2be three-month
period ended March 29, 2009 compared to 105% fottiree-month period ended March 30, 2008. Dutieditst quarter of 2009, our
overall cost of goods sold as a percentage ofaies slecreased year-over-year by 80 basis poumspdmarily to a favorable shift in our
product mix to higher margin OTC sales. As a petag® of net sales, in the first quarter of 2009,general and administrative expense
decreased year-over-year primarily as a resulthafreefit of $1.2 million realized from the resobrtiof our New Jersey sales tax case, a
reduction in stock compensation expense of $919.80@ a reduction in professional fees as comparétbse we incurred in 2008, which
were primarily related to consulting projects foeti®n our profitability initiatives, partially of&$ by a one-time charge of $475,000 related to
a legal settlement. As a percentage of net saldkeifirst quarter of 2009, our fulfillment andder processing expense decreased year-over-
year primarily due to reduced labor costs resultingy increased efficiencies in our primary distrion facility and a reduction from 2008
professional fees related to consulting projectsi$ed on our profitability initiatives, partiallffset by increased depreciation expense related
to equipment and software improvements. As a péagerof net sales, in the first quarter of 2009kaiing and sales expense increased year
over-year primarily as a result of an increasedid gearch, affiliate, and portal costs, resulfrogn growth in new customers and an increase
in the percentage of paid orders to total ordefsoith our OTC and vision segments compared toitkiequarter of 2008.

Net Income (Loss); Cash Positio@ur net income for the three-month period endeddd 29, 2009 increased by $3.5 million to
$854,000, compared to a net loss of $2.7 milliarttie three-month period ended March 30, 2008. ¥i¢kee the first quarter of 2009 with
$36.7 million in cash, cash equivalents, and mathetsecurities, compared to $38.2 million at Ddoen28, 2008, and $34.7 million at
March 30, 2008. This balance primarily reflectshcased in operating activities from continuing @giems and discontinued operations of
$1.8 million in the first quarter of 2009, cash diser capital expenditures of $1.7 million, and $0 to repay debt obligations, partially
offset by proceeds of $3.0 million from the salelistontinued operations.
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Results of Operations
Customer Data

We shipped approximately 400,000 new customer erdieclusive of our strategic partnerships, dutimgfirst quarter of 2009,
increasing our total customer base to 10.2 miliostomers since inception. The number of activéoonsrs in the first quarter of 2009
increased to approximately 2.7 million, an increas&0.5% from approximately 2.4 million active torsers in the first quarter of 2008.
Orders from repeat customers as a percentageabbiaters decreased in the first quarter of 2002284 from 73% in the first quarter of 20
primarily as a result of a decrease in repeat sriteour mail-order pharmacy segment. Active custobase includes those customers who
have purchased at least once within the last 12tmsand the number of customer orders includesarelwrepeat orders made through the
drugstore.com web store and the web stores ofuagidiaries, orders generated through the Riteohlthe store, orders generated through
the beauty.com Amazon marketplace, and orders gestethrough our fulfillment agreement with Weil.

Net Sales
Three Months Ended

March 29, March 30,

2009 % Change 2008

(in thousands, except per order data)
Total net sale $98,31¢ 6.2%  $92,56¢
Total customer orders shipp 1,467 10.€% 1,327
Average net sales per orc $ 67 43% $ 70

Net sales include gross revenues from sales ofugtpdhipping fees, service fees, and advertistngnmues, net of discounts and
provision for sales returns, and other allowanbks.sales also include consignment service feagddrom our arrangements with GNC and
Rite Aid, under which we do not take title to tihheentory and do not establish pricing. We recor@ ot basis consignment service fees,
which constitute approximately 1% of total net sateeach period presented. We bill orders to tistamner’s credit card or, in the case of
prescriptions covered by insurance, we bill thgpagment to the customer’s credit card and the nedeaiof the prescription price to
insurance. We record sales of pharmaceutical ptsduwered by insurance as the sum of the amoeo¢sved from the customer and the
third party insurer.

Total net sales increased year-over-year for tisé quarter of 2009 as a result of an increasederovolume, partially offset by a
decrease in the average net sales per order. @oliene increased year-over-year in the first quast009 resulting from a 14% and 6%
increase in orders in our OTC and vision segmeespectively, partially offset by a 22% decreaserirers in our mail-order pharmacy
segment. The average net sales per order decrgeaedver-year in the first quarter of 2009 resgjtirom a decrease in the average net sale:
per order in our OTC and mail-order pharmacy segmemartially offset by an increase in the avenagiesales per order in our vision
segment. Revenues from repeat customers decreng&@lttof net sales in the first quarter of 2009npared to 79% in the first quarter of
2008, as a result of a year-over-year decreadeinverage net sales per order from repeat cussandra decrease in the percentage of
repeat orders to new orders in the first quarte2Qffo.

OTC Net Sales

Three Months Ended

March 29, March 30,
2009 % Change 2008
(in thousands, except per order data)
OTC net sale $72,08’ 11.2%  $64,85:
Percentage of total net sales from C 73.2% 70.1%
Average net sales per orc $ 57 -1.7%  $ 58

Net sales in our OTC segment increased year-owarigehe first quarter of 2009 as a result ofmréase in order volume, partially
offset by a decrease in average net sales per.dridemumber of orders in our OTC segment grew-pear-year by 14% to 1.3 million for
the first quarter of 2009, compared to 1.1 millfonthe first quarter of 2008, resulting from inased orders from both new and repeat
customers as a result of our increasing activeooust base, our continued efforts to improve custaetention and conversion by adding
website enhancements and offering a broad selestibasic necessity items and hard-to-find specitdims through the addition of new
SKUs that encourages customers to return to ousiteesband make repeat, replenishment, and impulshases, and by adding value
through our loyalty programs and discount offetlse Jear-over-year decrease in the average netmal@sder in our OTC segment in the
first quarter of 2009 resulted from a decreaséiipmng revenue due to customers’ not choosing @ixge shipping methods, increased
discounts, and a slight decrease in the numbenits per order, partially offset by a shift in pumd mix to higher priced items.
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Vision Net Sales

Three Months Ended

March 29, March 30,
2009 % Change 2008
(in thousands, except per order data)
Vision net sale: $17,44: 13.(%  $15,43¢
Percentage of total net sales from vis 17.8% 16.7%
Average net sales per orc $ 11F 6.5% $ 10¢

Net sales in our vision segment increased year-gear in the first quarter of 2009 as a result ofrmnease in order volume and aver
net sales per order. The number of orders in @iorvisegment grew year-over-year by 6% to 152,00€he first quarter of 2009, compared
to 143,000 for the first quarter of 2008, resultfram increased orders from both new and repedabmess driven primarily by increased
promotional offers. The increase in average netsspér order was driven primarily by selling highgced, newer technology contact lenses,
and price increases for certain SKUs, partiallgeffy increased use of discount and promotioriat®oby our customers (none of which
were individually material).

Mail-Order Pharmacy Net Sales

Three Months Ended

March 29, March 30,
2009 % Change 2008
(in thousands, except per order data)
Mail-order pharmacy net sal $ 8,78 -28.5%  $12,28:
Percentage of total net sales from -order pharmac 8.€% 13.2%
Average net sales per orc $ 151 7% $ 164

Net sales in our mail-order pharmacy segment deetegear-over-year in the first quarter of 2008 assult of a decrease in order
volume and average net sales per order. Includaedtisales of our mail-order pharmacy segmentifitst quarters of 2009 and 2008 were
wholesale orders to two different parties totaf#§3,000 and $963,000, respectively, which incréase average net sales per order by $3
and $13, respectively. Excluding the wholesale e average net sales per order in the fisitgquof 2009 decreased by $3 compared to
the same period in 2008 as a result of a shiftitmselling a higher percentage of generic dremympared to brand-name drugs, a decrease
in the number of prescriptions per order, and ncoisgomers’ purchasing a 30-day supply compared®@-day supply. The number of orders
in this segment decreased 22% year-gigar to 58,000 for the first quarter of 2009, conegao 75,000 for the first quarter of 2008 assauit
of a decrease in orders from new and repeat cussotie to a declining active customer base antbtseof one of our PBM partners in the
fourth quarter of 2008.

Cost of Sales and Gross Margin

Three Months Ended

March 29, March 30,
2009 % Change 2008
($ in thousands)
Cost of sale: $70,55: 5.0%  $67,18!
Gross margin dollar $27,76: 9.4%  $25,38¢
Gross margin percenta 28.2% 27.%%

Cost of sales consists primarily of the cost ofdoiats sold to our customers, including allowanceshrinkage and damaged, slow-
moving, and expired inventory, outbound and inbosimigping costs, and expenses related to promatioventory included in shipments to
customers. Payments that we receive from vendarsrinection with volume purchases or rebate all@gamnd payment discount terms are
netted against cost of sales.

Total cost of sales increased year-over-year iolatesdollars in the first quarter of 2009 as aitesf growth in order volume and net
sales. Total gross margin percentage increaseeoyearyear for the first quarter of 2009 primady a result of a larger proportion of net
sales in our OTC segment, which is our highest-maggment.
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Shipping

Shipping activity:
Shipping revenu
Shipping cost:
Net shipping los:

Percentage of net sal¢
Shipping revenu
Shipping cost:

Net shipping los:

Three Months Ended

March 29,

2009

$ 3,58¢
$(6,92¢)
$(3,345)

3.€%
-7.C%
-3.4%

% Change
($ in thousands)

-9.1%
3.7%
22.2%

March 30,

2008

$ 3,94(

$ (6,676
$(2,739)

4.2%
-1.2%
-3.C%

We include in net sales our revenues from shipphrayges to customers, and we include in cost eksaitbound shipping costs. Our
net shipping loss increased in absolute dollarsaena percentage of net sales in the first quafte®09 compared to the first quarter of 2008,
as a result of a decrease in shipping revenuetig@ilom a decrease in the number of customerssihg expedited shipping methods for
their orders and the elimination of surchargesABO/FPO and Alaska and Hawaii orders, combined aiitlincrease in shipping costs
resulting from a higher mix of OTC orders, whictvla higher shipping cost than orders in our oflusiness segments, partially offset by
lower rates from our largest shipping carrier. \Wpeet to continue to subsidize a portion of custamghipping costs for the foreseeable

future, through certain free shipping options, asrategy to attract and retain customers.

OTC Cost of Sales and Gross Margin

OTC cost of sale
OTC gross margin dollal
OTC gross margin percenta

Three Months Ended

March 29,
2009 % Change
($ in thousands)
$49,927 10.9%
$22,16(
30.7%

March 30,

2008

$45,01¢
$19,83¢
30.6%

The year-over-year increase in cost of sales if®MUEC segment in absolute dollars for the first tgranf 2009 resulted from increased
order volume and net sales. The year-over-yeae&ser in gross margin percentage in this segmettddirst quarter of 2009 resulted
primarily from improvements in product margins imajority of our product categories as a resultwafongoing pricing and sourcing
profitability initiatives, and lower shipping coddsie to fewer customers’ choosing expedited shippiethods and lower rates from our

largest shipping carrier, partially offset by higleeistomer use of discount offers.

Vision Cost of Sales and Gross Margin

Vision cost of sale
Vision cost gross margin dolla
Vision cost gross margin percente

Three Months Ended

March 29,
2009 % Change
($ in thousands)
$13,59¢ 13.1%
$ 3,84
22.(%

March 30,

2008

$12,02¢
$ 3,40¢
22.1%

The year-over-year increase in cost of sales inviimn segment in absolute dollars for the finsaider of 2009 resulted from increased
order volume and net sales. The year-over-yeaedserin gross margin percentage in this segmetttddirst quarter of 2009 resulted

primarily from increased promotional offers, pdijiaffset by improved product margins due to prgiand sourcing changes.
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Mail-Order Pharmacy Cost of Sales and Gross Margin

Three Months Ended

March 29, March 30,
2009 % Change 2008
($ in thousands)
Mail-order pharmacy cost of sal $ 7,02¢ -30.7%  $10,14:
Mail-order pharmacy gross margin doll $ 1,761 $ 2,13¢
Mail-order pharmacy gross margin percent 20.(% 17.4%

The year-over-year decrease in cost of sales imailrorder pharmacy segment in absolute dollarste first quarter of 2009 resulted
from a decrease in order volume and net salesy@heover-year increase in gross margin percerntatigs segment in the first quarter of
2009 resulted primarily from our ongoing reviewpoicing and profitability of pharmaceutical prodsieind selling a higher percentage of
generic drugs compared to brand-name drugs, whankrglly have a higher margin.

Fulfillment and Order Processing Expenses

Three Months Ended

March 29, March 30,
2009 % Change 2008
($ in thousands)
Fulfillment and order processing expen $11,02¢ 0.2%  $11,00(
Percentage of net sal 11.2% 11.%
Fixed and variable cost informatiol
Variable cost: $ 7,82¢ 2.8% $ 7,60¢
Fixed costs $ 3,201 -5.7% $ 3,394

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

Variable fulfilment and order processing experiseseased year-over-year in absolute dollars irfitsequarter of 2009 primarily as a
result of a 14% increase in order volume in our GEGment. Fixed fulfillment and order processingesses decreased in the first quarter of
2009 compared to the first quarter of 2008, prityas a result of a decrease in professional f€8826,000 related to process improvement
projects in the prior year, and a decrease of $0WPin facility and maintenance related costs,iglyrtoffset by an increase in depreciation
expense of $288,000 related to equipment and sadtpiarchases acquired in the prior year. Fulfilltramrd order processing expenses as a
percentage of net sales improved 70 basis poirteeifirst quarter of 2009 compared to the firsaiger of 2008, driven by a reduction in our
labor fulfillment cost per order as a result of areased efficiencies in our primary distributfacility and to a lesser extent, reduced
consulting expenses.

Marketing and Sales Expenses

Three Months Ended

March 29, March 30,
2009 % Change 2008
($ in thousands)
Marketing and sales expen: $ 9,41( 13.2% $ 8,31«
Percentage of net sal 9.€% 9.C%

Marketing and sales expenses include advertisipgreses, promotional expenditures, web analytiecdstaveb design, and payroll and
related expenses for personnel engaged in markatidgnerchandising activities. Advertising expensekide our obligations under various
advertising contracts. In addition, marketing aakts expense for the three-month periods endedhvegc2009 and March 30, 2008 include
royalty expenses related to certain of our partripssof $80,000 and $31,000, respectively. Advirgisnd promotional costs for the three-
month periods ended March 29, 2009 and March 308 2@:re $6.6 million and $5.7 million, respectively
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Marketing and sales expenses increased yeary@aerboth in absolute dollars and as a percenthgetales in the first quarter of 2(
primarily due to an increase in paid search, atf#j and portal costs, resulting from an increaseder volume, growth in new customers,
an increase in the percentage of orders genetatedgh paid marketing channels to total orders @mgbto the prior year. Marketing and
sales expense per new customer remained relativéhe at $23.50 in the first quarter of 2009, qmared to $24 in the first quarter of 2008.

Technology and Content Expenses

Three Months Ended

March 29, March 30,
2009 % Change 2008
($ in thousands)
Technology and content expen: $ 5,92¢ 13.%% $ 5,20¢
Percentage of net sal 6.C% 5.€%

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

Technology and content expenses increased yearyeaeboth in absolute dollars and as a percerdiget sales in the first quarter of
2009 primarily due to an increase in depreciatigpe@se resulting from the completion of internal@veloped software projects and the
acquisition of software and computer equipmentriite@ce our websites and IT infrastructure.

General and Administrative Expenses

Three Months Ended

March 29, March 30,
2009 % Change 2008
($ in thousands)
General and administrative expen $ 3,371 -37.5% $ 5,39/
Percentage of net sal 3.4% 5.8%

General and administrative expenses consist obfiand related expenses for executive and admartigeé personnel, corporate facil
expenses, professional service expenses, andg#heral corporate expenses.

General and administrative expenses decreasedyeaear in absolute dollars and as a percenthgetales in the first quarter of
2009 primarily resulting from a benefit of $1.2 haih realized from the resolution of our New Jersales tax case, a reduction in stock
compensation of $919,000 due to certain stock nptieing fully amortized in 2008 and awards hawrgwer fair value, and a reduction in
professional fees of approximately $469,000 rel&decbnsulting projects focused on our profitapiliitiatives in the prior year, partially
offset by a one-time charge of $475,000 relateal legal settlement, and an increase of $151,00¢hier professional fees.

Amortization of Intangible Assets

Three Months Ended

March 29, March 30,
2009 % Change 2008
($ in thousands)
Amortization of intangible asse $ 207 -15.5% $ 24t

Amortization of intangible assets includes the dipation expense associated with assets acquiredninection with our acquisitions
CNS and Acumins, Inc., and assets acquired in adimmewith our agreement with GNC, and other infhlegassets, including a technology
license agreement, domain names, and trademark®e first quarter of 2009, we acquired $75,000etain intellectual property,
trademarks, and other intangibles associated witlistom vitamin business and $59,000 of tradememkisother intangible assets related to a
vision company.

The year-over-year decrease in amortization expimgbe first quarter of 2009 resulted from certaitangible assets being fully
amortized in 2008.
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Interest Income and Expense

Three Months Ended

March 29, March 30,
2009 % Change 2008
($ in thousands)
Interest income, ne $ 43 -84.€% $ 27¢

Interest income consists of earnings on our caath equivalents, and marketable securities, ardeisit expense consists primarily of
interest associated with capital lease and delgatins. The year-over-year decrease in net isténeome in the first quarter of 2009 was
primarily a result of receiving lower returns orsbacash equivalents, and marketable securitiembas despite an increase in the average
balance of cash, cash equivalents and marketatieises in the first quarter of 2009 comparedte first quarter of 2008.

Gain from Discontinued Operations

Three Months Ended

March 29, March 30,
2009 % Change 2008
($ in thousands)
Gain from discontinued operatio $ 2,98t 65.2% $ 1,807

The gain from discontinued operations in the fipgarter of 2009 represents $3.0 million we receimemhonthly payments from Rite
Aid related to the sale of discontinued operaticasppared to the first quarter of 2008, which idels $1.8 million generated from the
discontinued operations prior to the sale of th&JIdRsiness to Rite Aid in September 2008.

Income Taxes

There was no provision or benefit for income tafceghe three-month periods ended March 29, 20@March 30, 2008 due to our
ongoing operating losses.

Significant Accounting Judgments

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

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

Liquidity and Capital Resources

We have an accumulated deficit of $769.0 milliorottgh March 29, 2009. To date, we have had onlypgweditable quarters, and we
may never achieve profitability on a full-year ansistent basis. We expect to continue to incisde®n a full-year basis in 2009, and
possibly longer. As a result, our stock price maglitie and stockholders may lose all or a parheirtinvestment in our common stock. From
our inception through March 29, 2009, we have faeghour operations primarily through the sale afiggsecurities, including common and
preferred stock, yielding net cash proceeds of &ifiillion.

Our primary source of cash is from sales made tivaur websites, for which we collect cash frondireard settlements, or insurance
reimbursements. Our primary uses of cash are pseshaf inventory, payments of salaries, marketikpeases, and overhead and fixed costs.
Any projections of our future cash needs and clsirsfare subject to substantial uncertainty forrérgesons discussed in this section and i
section entitled Risk Factors' in Part I, Item 1A of our annual report on Fori®-K for the fiscal year ended December 28, 2008.
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Our principal sources of liquidity are our cashsltaquivalents, and marketable securities. Histlyicour principal liquidity
requirements have been to meet our working cagitdlcapital expenditure needs. Until required theopurposes, our cash and cash
equivalents are maintained in deposit accountsghiynliquid investments with remaining maturities90 days or less at the time of purch
Our marketable securities, which include U.S. gowent agency obligations and corporate notes andsbare considered short-term as they
are available to fund current operations. In additive have a revolving two-year line of credibaling for borrowings of up to $25.0 million
in the aggregate through March 2011, which is atédl to fund operations, capital expendituresjrarfce acquisitions, as needed. As of
March 29, 2009, the aggregate available borrowimgter the line of credit were approximately $20i8iom.

Discussion of Cash Flows

The following table provides information regardiogr cash flows for the three-month periods endedcMa9, 2009 and March 30,
2008.

Three Months Ended
March 29, March 30,

2009 $ Change 2008
(in thousands)

Net cash (used in) provided

Continuing operating activitie $(1,830 $ 44  $(2,279
Discontinuing operating activitie $ 10 $(2,430 $ 2,44
Investing activities $ 3,306 $4,83¢  $(1,52¢
Financing activitie: $ (707) $(4,149 $ 3,43i
Net increase (decrease) in cash and cash equis $ T77¢ $(1,297) $ 2,07¢

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

In the first quarter of 2009, net cash used iniooimg operations reflects a loss from continuipgm@tions of $2.1 million, uses of
working capital of $4.0 million primarily due toghiming of payments, partially offset by non-casipenses of $4.3 million. In the first
quarter of 2008, net cash used in continuing ofmeratreflects a loss from continuing operation$456 million, uses of working capital of
$2.2 million primarily due to the timing of paymenpatrtially offset by decreases in inventoriesi mon-cash expenses of $4.4 million. Net
cash used in continuing operations in the firstraraof 2009 decreased $443,000 compared to thiedfirarter of 2008 primarily from a $2.4
million decrease in the loss from continuing opiers, partially offset by an increase of $1.8 nillin cash used for working capital
purposes. Net cash provided by discontinued omerain the first quarter of 2009 decreased $2.#ianibs a result of the first quarter of 2(
including the settlement of assets and liabilibésur discontinued LPU business prior to the salRite Aid.

Cash provided by (used in) investing activiti€ur net cash flows from investing activities um the purchase of marketable secur
and the acquisition of fixed assets and intangalskets, partially offset by the net proceeds receirom the sales and maturities of
marketable securities and proceeds from the salesobntinued operations. In 2008, we received pasbeeds of $4.0 million from the sale
of discontinued operations of our LPU businesshinfirst quarter of 2009, we received $3.0 millafrcash proceeds from the sale, and ir
second quarter of 2009, expect to receive the m@n@gib3.0 million of cash proceeds from the sale.

In the first quarter of 2009, net cash providedrwesting activities reflects $3.0 million of cagtoceeds received from the sale of the
LPU business, $3.9 million from sales and matwgitémarketable securities, partially offset by thechase of fixed assets and intangible
assets of $1.9 million and the purchase of marketsdcurities of $1.7 million. In the first quartd#r2008, net cash used in investing activities
reflects $14.8 million from the purchase of markégasecurities and $5.2 million from the purchakBxed assets, partially offset by the se
and maturities of marketable securities of $18 Hioni Net cash provided by investing activitiestire first quarter of 2009 increased $4.8
million compared to the first quarter of 2008 prithafrom the cash proceeds received from the elbe LPU business and a reduction in
cash used to purchase fixed assets, partiallytdffsa reduction in cash provided from marketakleusities transactions.
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Cash provided by (used in) financing activiti@sir net cash flows from financing activities repmatscash provided from borrowings
under our revolving line of credit with our bankdassset financings to fund capital expendituresapatations, and the exercise of options
and warrants, and shares purchased under our eegpddgck purchase plan, partially offset by paysentour debt obligations.

In the first quarter of 2009, net cash used inrfaoiag activities represents $755,000 used to pay aaigations, offset by proceeds of
$48,000 received from the exercise of stock optammbthe employee stock purchase plan. In thedfiratter of 2008, cash provided by
financing activities represents proceeds of $3/5anireceived from the line of credit and $423,0@0eived from the exercise of stock
options and the employee stock purchase plan afigrtiffset by $486,000 used to pay debt obligatiddet cash used in financing activitie:
the first quarter of 2009 increased $4.1 milliompared to the first quarter of 2008 primarily freash proceeds received from the line of
credit and from the exercise of stock options dredemployee stock purchase plan in 2008.

Until required for other purposes, our cash anth eagiivalents are maintained in deposit accounkséghtly liquid investments with
remaining maturities of 90 days or less at the tifhpurchase. Our marketable securities, whichuithelcorporate notes and bonds and U.S.
government agency obligations, are considered 4bort as they are available to fund current openati

Contractual Cash Requirements and Commitments

In March 2009, we entered into a loan and secagrgement with our existing bank. This agreemesitides a revolving two-year line
of credit allowing for borrowings of up to $25.0lhain in the aggregate, which accrue interest atghime rate, for general corporate
purposes, including short-term working capital reethd to finance certain potential acquisitiohsutd we elect to pursue any in the future.
The agreement allows for the conversion of up t®.8illion of the outstanding balance into a téoan, payable in 36 monthly installments
of principal and interest at a rate equal to theatgr of (a) the prime rate plus 0.50% or (b) 4.58#vances available under the revolving line
of credit are limited, based on eligible inventaagcounts receivable, and cash and investmentdedaand balances outstanding under our
existing term loan. As of March 29, 2009, approxieha$4.0 million in borrowings were consideredsiahding under the facility. In
addition, availability under the line of credit waluced by a $541,000 letter of credit we provittedur landlord. Accordingly, the aggreg
available borrowings under the line of credit wapproximately $20.5 million. The agreement contatain covenants that are customa
transactions of this nature, including a prohilvitam other debt and liens, requirements regardiagpayment of taxes, and certain restrictions
on mergers and acquisitions, investments, andacdiosns with our affiliates, as well as certairaficial covenants related to our cash and
equivalents and our free cash flow. The agreenuamttifies certain events of default that are custignfior transactions of this nature and
subject to materiality provisions and grace periwtisre appropriate, including failure to pay anygpal or interest under this facility or
other instruments when due, violations of any cews, a material cross-default to our other datd, ¢hange of control.

As of March 29, 2009, we did not have any futur@ermal noncancelable commitments to purchase goodsrvices.

We believe that our cash and marketable secudtidsand plus our sources of cash will be sufficterfund our operations and
anticipated capital expenditures. However, anyqutigns about our future cash needs and cash #iosvsubject to substantial uncertainty.
a result, we may need to raise additional monidard our operating activities or for strategicxtality (if, for example, we decide to pursue
business or technology acquisitions) or if our exgions regarding our operations and anticipaggiital expenditures change. We have
assessed in the past, and will continue to assppsrtunities for raising additional funds by sadliequity, equity-related or debt securities,
obtaining additional credit facilities, or obtaigiother means of financing for strategic reasorts durther strengthen our financial position.
We cannot be certain that additional financing Wwélavailable to us on acceptable terms when redyuar at all. Furthermore, if we were to
raise additional funds through the issuance of ritges, such securities may have rights, preferenoeprivileges senior to those of the rights
of our common stock and our stockholders may egped additional dilution.

Management Outlook

For the second quarter of fiscal year 2009, weangeting net sales in the range of $93.0 millm$97.0 million and net income in the
range of $250,000 to a net loss of $1.75 million.

Item 3. Quantitative and Qualitative Disclosures about MakRisk

We have assessed our vulnerability to certain niaises, including interest rate risk associatethwmarketable securities, accounts
receivable, accounts payable, capital lease olbiggtand cash and cash equivalents. Due to thé-tenm nature of these investments anc
investment policies and procedures, we have detedrthat the risk associated with interest ratetdiations related to these financial
instruments is not material to us.
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Our financing facilities expose our net earningstianges in short-term interest rates becauseesitstes on the underlying obligations
are variable. Borrowings outstanding under thealde interest-bearing financing facilities totaftl0 million at March 29, 2009, and the
highest interest rate attributable to this outsiagtalance was 4.5% at March 29, 2009. A changeeirearnings resulting from a hypothet
10% increase or decrease in interest rates wouldenmaterial.

We have investment risk exposure arising from nuestments in marketable securities due to vahatili the stock market in general,
company-specific circumstances, and changes inrge@eonomic conditions. As of March 29, 2009, e $10.7 million of securities
classified as “marketable securitie¥ve regularly review the carrying value of our intveents and identify and record losses when evert
circumstances indicate that declines in the faue®f such assets below our accounting basistaez-than-temporary.

Item 4. Controls and Procedures

Under the supervision of and with the participatidrour management, including our chief executiffecer and chief accounting office
we performed an evaluation of the effectivenessunfdisclosure controls and procedures (as defim&liles 13a-15(e) and 15d-15(e) under
the Securities Exchange Act of 1934, as amendetthedExchange Act). Based on that evaluation, camagement, including our chief
executive officer and chief accounting officer, cludled that, as of March 29, 2009, our disclosorrols and procedures were effective to
provide reasonable assurance that all materiatrimdition required to be disclosed in reports filedubmitted by us under the Exchange A
made known to management in a timely fashion.

During the quarter ended March 29, 2009, there werehanges in our internal control over finanogdorting that have materially
affected, or are likely to materially affect, oaternal controls over financial reporting.

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

Item 1. Legal Proceeding:

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

Item 1A. Risk Factors

The risk factor disclosure included under Item ¥Aor Annual Report on Form 10-K for the fiscal yead December 28, 2008, filed
with the Securities and Exchange Commission on Mag; 2009 (the “Form 10-K”) has not materially ngad other than as set forth below.

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

We have incurred net losses of $769.0 million tigtoMarch 29, 2009. To date, we have had only tvaditable quarters, and we may
never achieve profitability on a full-year or castent basis. We expect to continue to incur netde®n a fullyear basis in 2009, and possi
longer. As a result, our stock price may decling stockholders may lose all or a part of their siaeent in our common stock.

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

On several occasions in recent months, our stdck pas dropped below the minimum $1.00 per sheqeaired for continued listing on
the NASDAQ Global Market pursuant to NASDAQ Marketge Rule 4450(a)(5). While NASDAQ has temporasilgspended enforcement
the minimum price requirement due to conditiondi. and world financial markets, enforcement & thquirement is currently scheduled
to resume on July 20, 2009. If our stock priceesaldelow this minimum price for the period presedilin the applicable NASDAQ Rules
once NASDAQ resumes enforcement of this requireprmntstock could be delisted from the NASDAQ Gloldarket.

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

Governmental regulation of our business could regaisignificant expenditures, and failure to complyith regulations could result
in civil and criminal penalties.

Our business is subject to extensive federal, staddocal regulations. For example:

. entities such as drugstore.com engaging in thetipeaaf pharmacy are subject to numerous fedemlstate regulatory
requirements, including those relating to tradiiopharmacy licensing and registration, the disjpensf prescription drugs,
pharmacy record keeping and reporting, and theidentiality, security, storage, and release ofgudtrecords, as well as
additional online pharmacy requirements, includimg Ryan Haight Online Pharmacy Consumer Proteétrof 2008 and
related regulation:

. the sale, advertisement, and promotion of, amohgrdhings, prescription, OTC and homeopathic negitios, dietary
supplements, medical devices, cosmetics, foodsptra consumer products that we sell are subgeetdulation by the Food and
Drug Administration, or FDA, the Federal Trade Coission, or FTC, the Consumer Product Safety Coniorisand state
regulatory authorities, as the case may be;

. our vision business is subject to the Fairnessaiat&®t Lens Consumers Act and related regulatibtiseoFTC, which requires all
patients to renew their contact lens prescriptenmsually and requires third-party contact lensess]llike Vision Direct, to verify
these prescriptions in accordance with specifiedgdures

As we expand our product and service offeringsrance non-pharmaceutical products become subjdebty, FTC, and other
regulation, more of our products and services meppme subject to regulation. In addition, regulatequirements to which our business is
subject may expand over time, and some of theséresgents may have a disproportionately negatifecebn Internet retailers. For exam,
the federal government and a majority of states regulate the retail sale of OTC products contgmaeudoephedrine that might be used as
precursors in the manufacture of illegal drugsaAssult, we are currently unable to sell theseyts to customers residing in states that
require retailers to obtain a physical form of itiiécation or maintain a signature log. Some mersh#rCongress have proposed additional
regulation of Internet pharmacies in an effortdonbat the illegal sale of prescription drugs over internet, and state legislatures could add
or amend legislation related to the regulation of
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nonresident pharmacies. In addition to regulatirgdlaims made for specific types of products,RBé& and the FTC may attempt to regulate
the content included on websites to market prodiact®nsumers. Complying with regulations is tine®&uming, burdensome, and expensive
and could delay our introduction of new productsenvices.

As our website is accessible over the Internetutipie states and other countries, and if and wikierexpand our marketing strategies
to other countries, we may be subject to their land regulations or may be required to qualifyadodsiness in those locations. Our failur
qualify in a state or country in which we are reqdito do so could subject us to taxes and pesaltid we could be subject to legal actions
and liability in those jurisdictions. The restrantis or penalties imposed by, and costs of comphyiitig, these laws and regulations could h
our business, operating results, and financial itimmd Our ability to enforce contracts and othbligations in states and countries in which
we are not qualified to do business could be haethevhich could harm our business.

The laws and regulations applicable to our businé&s require subjective interpretation, and wencd be certain that our efforts to
comply with these regulations will be deemed sidfit by the appropriate regulatory agencies. Viotet of any regulations could result in
various civil and criminal penalties, including pegasion or revocation of our licenses or regisiretj seizure of our inventory, or monetary
fines, any of which could harm our business, finalhondition, or operating results. Compliancehwiew laws or regulations could increase
our expenses or lead to delays as we adjust owitgstand operations.

Healthcare reform measures could adversely affeat business.

The efforts of governmental and third-party paytersontain or reduce the costs of healthcare magradly affect our business,
operating results, and financial condition. Regeritiere have been, and we expect that there aillicue to be, a number of legislative and
regulatory proposals aimed at changing the heakhsgstem, including for example, introducing regioin of prescription drug pricing or
drug importation. Under current law, importationdofigs into the United States is generally not jigéechunless the drugs are approved in the
United States and the entity that holds that apdroonsents to the importation. Various proposaistbeen advanced to permit the
importation of drugs from other countries to pravidwer cost alternatives to the products availablde United States. If the laws or
regulations are changed to permit more widespmeaaitation of drugs into the United States thacuigently permitted, such a change could
have an adverse effect on our business by redueirgpues and eroding our margins.

If we are required to collect sales and use taxestloe products we sell in additional jurisdictionsje may be subject to liability for
past sales and our future sales may decre:

Currently, decisions of the U.S. Supreme Courtieishe ability of states to collect state andallogales and use taxes with respect to
sales made by companies lacking a physical preseribe state. Based on this case law, we haverldatly only collected and remitted sa
and use taxes in the states of Washington and Meseyl where our corporate offices are located. Wewe number of states including New
York have passed or are considering passing imiisithat could test the Supreme Court’s positegarding sales and use taxes on Internet
sales. Pending an authoritative reconciliatiorhekt initiatives with the common law, and potehtifdr years into the future if any challenge
to these initiatives resulted in a reversal bydberts of the long-standing restriction on statdslity to tax out of state sellers, we could be
required to collect and remit sales and use taxstates other than Washington, New York and Negeye In addition, applicable law in
most states does not currently require us to dodl@les tax on the sales of prescription medicatitfithe applicable law were to change, we
would be required to collect and remit sales aratages for prescription products. The impositibadditional tax obligations on our
business by state and local governments couldecsigiificant administrative burdens for us, deseeaur future sales, and harm our cash
flow and operating results.
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Item 2. Unregistered Sales of Equity Securities and UsdPobceeds
None.

Item 3. Defaults Upon Senior Securitie!
None.

Item 4. Submission of Matters to a Vote of Security Holde

We held a special meeting of stockholders on M&r2009, where our stockholders voted to approve608 Equity Incentive Plan,
with 38,016,260 votes for, 15,995,455 votes agaitlstt58 abstentions, and O broker non-votes.

ltem 5. Other Information.

On May 8, 2009, our subsidiary Vision Direct, leatered into an agreement with 1-800 Contacts ttnesolve, without admission of
wrongdoing or liability, the parties’ claims preusly pending in the U.S. District Court for the 8wern District of New York. The settlement
included a one-time payment of $475,000 from Vidiorect, Inc. to 1-800 Contacts, and mutual releadfell claims that have been or could
have been brought. We have accrued for this settiein the statement of operations for the thre@timperiod ended March 29, 2009.
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Item 6. Exhibits
Exhibit No. Exhibit Description
3.1 Amended and Restated Certificate of Incorporatiodrogstore.com, inc. (incorporated by referencExbibit 3.2 to
drugstore.com, in’s Registration Statement on Fori-1 filed February 9, 2000 (Registration No. -96441)).
3.2 Amended and Restated Bylaws of drugstore.comdated January 26, 2009 (incorporated by referemé&sxhibit 3.1 to
drugstore.com in’s Current Report on Forn-K filed January 30, 2009 (SEC File No. (-26137)).
10.1 Offer letter to Dawn Lepore dated January 26, 20@8rporated by reference to Exhibit 10.1 to dtagscom, inc.’s Current
Report on Form-K dated January 26, 2009 (SEC File No.-26137)).
10.2 Form of Change in Control Agreement for Certaini€gffs (incorporated by reference to Exhibit 10.2tegstore.com, inc.’s
Current Report on Formr-K dated January 30, 2009 (SEC File No.-26137)).
10.3 Loan and Security Agreement dated March 5, 2008 (jporated by reference to Exhibit 10.24 to drugstmm, inc.’s Annual
Report on Form 1-K for the fiscal year ended December 28, 2008 (§HNo0. 00(-26137)).
31.1 Certification of Dawn G. Lepore, Chairman of Bodrdesident and Chief Executive Officer of drugstowen, inc., pursuant to
Section 302 of the Sarbar-Oxley Act of 2002
31.2 Certification of Robert P. Potter, Vice Presidemtl &£hief Accounting Officer of drugstore.com, inmursuant to Section 302 of
the Sarban«-Oxley Act of 2002
32.1 Certification of Dawn G. Lepore, Chairman of Bodpdesident and Chief Executive Officer of drugstowen, inc., pursuant to
18 U.S.C. Section 1350, as adopted pursuant tacBe@2®6 of the Sarban-Oxley Act of 2002
32.2 Certification of Robert P. Potter, Vice Presidemtl &£hief Accounting Officer of drugstore.com, inmursuant to 18 U.S.C.

Section 1350, as adopted pursuant to Section 9¢&dbarban-Oxley Act of 2002
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SIGNATURES

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

DRUGSTORE.COM, INC.
(Registrant’

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

Date: May 8, 2009
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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, nigadisg with respect to the
period covered by this repo
3.  Based on my knowledge, the financial statemeamd,other financial information included in théport, fairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amgdtfe periods presented in this rep
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 defined in Exchange Act Rules
13e&15(f) and 15-15(f)) for the registrant and hav
a) Designed such disclosure controls and procedaresused such disclosure controls and procedaoites designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhgbsidiaries, is made known to
us by others within those entities, particularlyidg the period in which this report is being pregzh
b) Designed such internal control over financial réipgr, or caused such internal control over finahaaorting to be designed uni
our supervision, to provide reasonable assuram@ading the reliability of financial reporting attte preparation of financial
statements for external purposes in accordancegeitlerally accepted accounting princip
c) Evaluated the effectiveness of the registratisslosure controls and procedures and presentiisineport our conclusions about
the effectiveness of the disclosure controls adgatures, as of the end of the period coveredibydport based on such
evaluation; ant
d) Disclosed in this report any change in the tegig’s internal control over financial reportirtgat occurred during the registrant’s
most recent fiscal quarter that has materiallycéfe, or is reasonably likely to materially affetie registrant’s internal control
over financial reporting; an
5. The registrant’s other certifying officer anddve disclosed, based on our most recent evaluatiiiernal control over financial
reporting, to the registre’s auditors and the audit committee of the regi¢'s board of director:
a) All significant deficiencies and material weagses in the design or operation of internal corvelr 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 8, 2009

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




Exhibit 31.2

CERTIFICATIONS

I, Robert P. Potter, 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, nigadisg with respect to the
period covered by this repo
3.  Based on my knowledge, the financial statemeamd,other financial information included in théport, fairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amgdtfe periods presented in this rep
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 defined in Exchange Act Rules
13e&15(f) and 15-15(f)) for the registrant and hav
a) Designed such disclosure controls and procedaresused such disclosure controls and procedaoites designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhgbsidiaries, is made known to
us by others within those entities, particularlyidg the period in which this report is being pregzh
b) Designed such internal control over financial réipgr, or caused such internal control over finahaaorting to be designed uni
our supervision, to provide reasonable assuram@ading the reliability of financial reporting attte preparation of financial
statements for external purposes in accordancegeitlerally accepted accounting princip
c) Evaluated the effectiveness of the registratisslosure controls and procedures and presentiisineport our conclusions about
the effectiveness of the disclosure controls adgatures, as of the end of the period coveredibydport based on such
evaluation; ant
d) Disclosed in this report any change in the tegig’s internal control over financial reportirtgat occurred during the registrant’s
most recent fiscal quarter that has materiallycéfe, or is reasonably likely to materially affetie registrant’s internal control
over financial reporting; an
5. The registrant’s other certifying officer anddve disclosed, based on our most recent evaluatiiiernal control over financial
reporting, to the registre’s auditors and the audit committee of the regi¢'s board of director:
a) All significant deficiencies and material weagses in the design or operation of internal corvelr 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 8, 2009

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




Exhibit 32.1

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

In connection with the Quarterly Report of drugstoom, inc. (the “Company”) for the period endingrigh 29, 2009, as filed with the
Securities and Exchange Commission on the dat@h@he “Report”), I, Dawn G. Lepore, President,i€hexecutive Officer and Chairman
of the Board of the Company, certify, pursuant@dLS.C. § 1350, as adopted pursuant to §906 db#inbanes-Oxley Act of 2002, that:

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

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

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

May 8, 2009

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



Exhibit 32.2

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

In connection with the Quarterly Report of drugstoom, inc. (the “Company”) for the period endingrigh 29, 2009, as filed with the
Securities and Exchange Commission on the dat@h@he “Report”), |, Robert P. Potter, Vice Presid and Chief Accounting Officer, of
the Company, certify, pursuant to 18 U.S.C. § 1380adopted pursuant to §906 of the Sarbanes-@xegf 2002, that:

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

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

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

May 8, 2009

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



