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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 September 30, 2007
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 04-341625¢&
(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 registranth@g filed all reports required to be filed by Sewtl3 or 15(d) of the Securities
Exchange Act of 1934 during the preceding 12 modh$or such shorter period that the registrang wejuired to file such reports), and
(2) has been subject to such filing requirementstHe past 90 days. Ye&X] No O

Indicate by check mark whether the registrantler@e 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 fileld] Accelerated filer Non-accelerated filer OJ
Indicate by check mark whether the registrantseell company (as defined in Rule 12b-2 of the BExgje Act). Yes O No

As of November 1, 2007, the registrant had 96,2Z85shares of common stock outstanding.
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Item 1. Financial Statements

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

Net loss

Basic and diluted net loss per sh

PART I—FINANCIAL INFORMATION

DRUGSTORE.COM, INC.

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

Weighted average shares outstanding used to corbpsaie and diluted

net loss per shal

(unaudited)
Three Months Ended Nine Months Ended
September 30, October 1, September 30, October 1,
2007 2006 2007 2006
$ 107,32 $ 100,63« $ 327,50( $ 307,17¢
82,43: 79,012 252,81( 240,84¢
10,57: 9,97¢ 32,20: 30,39¢
7,467 6,517 23,42¢ 21,81¢
4,68( 4,04¢ 13,87( 11,99!
4,767 3,591 14,63: 11,91(
24C 531 99( 1,592
110,15¢ 103,67¢ 337,93 318,55(
(2,839 (3,042 (10,437 (11,379
45¢ 44€ 1,26 1,292
$ (2379 $ (2599 $ (9,169 $ (10,079
$ (0.02 $ 009 $ 010 $ (0.112)
95,664,01 93,488,25 95,056,88 93,198,03

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

CONSOLIDATED BALANCE SHEETS
(in thousands, except share data)

September 3C December 31
2007 2006
(Unaudited) (Note 2)
Assets
Current assett
Cash and cash equivalel $ 9,96C $ 13,39:
Marketable securitie 27,96¢ 27,24¢
Accounts receivable, net of allowanc 35,30¢ 36,68¢
Inventories 22,50( 26,46¢
Prepaid marketing expens 2,29( 2,29(
Other current asse 3,60¢ 2,61°F
Total current asse 101,62¢ 108,70:
Fixed assets, ni 23,73t 18,29:
Other intangible assets, r 4,84: 5,37¢
Goodwill 32,20: 32,20z
Prepaid marketing expenses and o 2,03 3,75(C
Total asset $ 164,44( $ 168,32:
Liabilities and Stockholders’ Equity
Current liabilities:
Accounts payabl $ 55,34¢ $ 57,507
Accrued compensatic 3,99¢ 4,841
Accrued marketing expens 3,29 3,661
Other current liabilitie: 1,14« 1,292
Current portion of lon-term debt obligation 2,69¢ 3,94¢
Total current liabilities 66,47: 71,25(
Long-term debt obligations, less current port 1,61( 1,83¢
Deferred income taxe 94t 94t
Other lon¢-term liabilities 1,39/ 1,61C
Commitments and contingenci
Stockholder equity:
Preferred stock, $.0001 par value, 10,000,000 sterthorized, no shares issued and outstar — —
Common stock, $.0001 par value, stated at amowtsip: 250,000,000 shares authorized, 95,915, 86!

94,335,027 shares issued and outstan 853,52: 843,02t
Accumulated other comprehensive income (i 5 (7)
Accumulated defici (759,509) (750,34))

Total stockholder equity 94,01¢ 92,67¢
Total liabilities and stockholde’ equity $ 164,44 $ 168,32

See accompanying notes to consolidated finan@sstents.
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DRUGSTORE.COM, INC.

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

Operating Activities:
Net loss
Adjustments to reconcile net loss to net cash piexviby (used in) operatir
activities:
Depreciatior
Amortization of marketing and sales agreem
Amortization of intangible asse
Stock-based compensatic
Other
Changes in
Accounts receivabl
Inventories
Prepaid marketing expenses and other current &
Accounts payable, accrued expenses, and othelitleh
Net cash provided by (used in) operating activi
Investing Activities:
Purchases of marketable securi
Sales and maturities of marketable secur
Purchases of fixed asst
Purchases of intangible ass
Net cash used in investing activiti
Financing Activities:
Proceeds from exercise of stock options and emplgy@ck purchase ple
Borrowings on line of cred
Principal payments on capital leases and term ddigations
Net cash provided by financing activiti
Net decrease in cash and cash equiva
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

Three Months Ended

Nine Months Ended

September 3C October 1 September 3C October 1,
2007 2006 2007 2006

$ (2379 $(259) $ (9,167  $(10,079

1,941 1,49 5,74: 4,50(

57z 572 1,715 1,717

24C 531 99( 1,592

2,14; 1,76( 7,11¢ 5,01¢

18 12 12 24

95¢ 1,47¢ 1,38¢ (1,296

2,92¢ (1,800) 3,96¢ 1,512

(76€) 124 (991) 48¢

(1,225) 33¢€ (3,739 (4,457

4,44( 1,91c 7,03; (979)

(5,379 (5,125) (16,54() (18,037

5,30( 1,77¢ 15,82¢ 17,07t

(5,65%) (1,98 (10,789 (5,549
(45€) — (45€) —

(6,18¢) (5,331) (11,959 (6,500)

1,44¢ 78C 3,381 1,391

— 1,00( 30C 1,00(

(795) (781) (2,190 (1,717

652 99¢ 1,491 68C

(1,095 (2,420) (3,431) (6,799

11,057 15,917 13,39 20,29!

$ 9,96: $13,49: $ 9,962 $ 13,49:

$ 12t $ 23¢ $ 407 $ 23¢

$ 104 $ 86 $ 35¢€ $ 282

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

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(unaudited)

1. Description of the Busines:

drugstore.com, inc. is a leading online provideheélth, beauty, vision, and pharmacy productsoffér health, beauty, sexual well-
being, household, and other non-prescription pridad prescription medications through our webeitated atvww.drugstore.come also
offer prestige beauty products through our wellsitated atvww.beauty.corfwhich is also accessible through the drugstore weivsite);
contact lenses through our wholly owned subsidiargrnational Vision Direct Corp. and its subsi@ar collectively referred to as Vision
Direct, through websites locatedvatvw.visiondirect.comwww.lensmart.congndwww.lensquest.coffwvhich are also accessible through the
drugstore.com website); and customized nutritisn@lplement programs through our wholly owned sudsidCustom Nutrition Services, Inc.
(CNS). Our products are also available toll-fregddgphone at 1-800-DRUGSTORE and 1-800-VISIONDIREGnder the terms of an
agreement with Rite Aid Corporation, or Rite Aidistomers are also able to order refill prescrigifor pickup at any Rite Aid store. We
manage our business in four segments: over-theteo(@TC), vision, mail-order pharmacy, and locakpup pharmacy.

2. Basis of Presentation and Principles of Consolidain

We have prepared the accompanying consolidateddiabstatements in conformity with U.S. generalbcepted accounting principles
(GAAP) and the rules and regulations of the Selesriind Exchange Commission (SEC) for interim fai@reporting. These consolidated
financial statements are unaudited but, in ouriopininclude all adjustments, consisting of normealurring adjustments and accruals,
necessary for a fair presentation of the consaulatlance sheets, statements of operations, atetngints of cash flows for the periods
presented. Operating results for the periods ptedare not necessarily indicative of future restdt the fiscal year ending December 30, -
or any other interim period, due to seasonal ahdrdactors. We have derived the consolidated balaheet as of December 31, 2006 from
audited financial statements as of that date, luhawe excluded certain information and footnogegiired by GAAP for complete financial
statements. You should read these consolidateddiabstatements in conjunction with the auditedsaidated financial statements and
accompanying notes included in our annual repofanm 10-K for the fiscal year ended December 8062

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

We operate using a 52/53-week retail calendar yetn,each of the fiscal quarters in a 52-weekdigear representing a 1@ek perioc
Fiscal years 2007 and 2006 are 52-week years.

3.  Significant Accounting Policies
Estimates and Assumptions

The preparation of financial statements in conftymiith GAAP requires management to make estimatesassumptions that affect the
amounts of assets and liabilities, revenues andresgs, and disclosure of contingent assets antitigebat the date of the financial statements.
These estimates include, but are not limited teemee recognition, inventories, goodwill and intidnhgy assets, stock-based compensation,
deferred taxes, and commitments and contingengisal results could differ from our estimates, dinelse differences could be material.

Recent Accounting Pronouncements

In February 2007, the Financial Accounting Standd&dard (FASB) issued Statement of Financial ActiogrStandards (SFAS)
No. 159,The Fair Value Option for Financial Assets and Lliitiles (SFAS 159). SFAS 159 will become effective as eflbeginning of the fir:
fiscal year beginning after November 15, 2007. SRAS provides companies with an option to repdected financial assets and liabilities at
fair value that are not currently required to beaswered at fair value. Accordingly, companies wdbkeh be required to report unrealized gains
and losses on these items in earnings at eachqgudereporting date. The objective is to imprawaricial reporting by providing companies
with the opportunity to mitigate volatility in repged earnings caused by measuring related asst@ailities differently. SFAS 159 also
establishes presentation and disclosure requirentksigned to facilitate comparisons between corepdhat choose different measurement
attributes for similar types of assets and lialetit We are currently in the process of evaluatirgeffects of the adoption of SFAS 159, but do
not expect it to have a material impact on our obdated financial statements.
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In September 2006, the FASB issued SFAS No. E&if,Value Measurement{SFAS 157). SFAS 157 defines fair value, estabtishe
framework for measuring fair value under GAAP, axgands disclosures about fair value measurem®R&S 157 emphasizes that fair value
is a market-based measurement, not an entity-speafasurement, and states that a fair value measnt should be determined based on the
assumptions that market participants would useigirg the asset or liability. SFAS 157 will becomigective for fiscal years beginning after
November 15, 2007, and interim periods within thfiseal years. We are currently evaluating the iotmd adopting SFAS 157 on o
consolidated financial statements, but do not eixipée have a material impact on our consoliddirdncial statements.

In June 2006, the FASB issued Financial Accoun8tandards Interpretation (FIN) No. 48;counting for Uncertainty in Income Taxes —
an interpretation of FASB Statement No. 109 (SF@& (FIN 48), which prescribes a recognition threshold and messent attribute for the
financial statement recognition and measuremeattak position taken or expected to be taken axadturn. FIN 48 also provides guidanct
detecognition, classification, interest and penalteeounting in interim periods, disclosure, amahsition. FIN 48 became effective beginn
in the first quarter of 2007. We did not have anyagognized tax benefits before or after the adopdif FIN 48. Our policy is to recognize
interest and penalties related to the underpayofdntome taxes as a component of income tax expérsdate, we have not incurred charges
for interest or penalties in relation to the undgrpent of income taxes. The tax years 1998 thrdlglpresent remain open to examination by
the major taxing jurisdictions to which we are fadbj

4. Net Loss Per Share

We compute net loss per share using the weightechge number of shares of common stock outstandiiegexclude shares associated
with stock options, warrants, and our employeeksmachase plan, for shares related to the opeminff period, from the calculation of dilut
net loss per share, if their effects are anti-oifut

The following table sets forth the computation agle and diluted net loss per share for the peiindisated:

Three Months Ended Nine Months Ended
September 30 October 1, September 30 October 1,
2007 2006 2007 2006
(in thousands, except share an (in thousands, except share an
per share data) per share data)
Numerator:
Net loss $ (2,379 $ (2,599 $ (9,169 $ (10,079
Denominator:
Weighted average shares outstanding used in cotigpu
of basic and diluted net loss per sh 95,664,01 93,488,25 95,056,88 93,198,03
Basic and diluted net loss per sh $ (0.02) $ (0.09) $ (0.10) $ (0.11)

As of September 30, 2007 and October 1, 2006, there 16,956,957 and 17,052,878 shares, respactafetommon stock subject to
outstanding stock options and 865,000 and 615,0886es, respectively, of common stock subject taavds, all of which we excluded from
computation of diluted net loss per share, as #féct was anti-dilutive. If we had reported na&dme, the calculation of these per share
amounts would have included the dilutive effectrefse common stock equivalents using the treasock snethod.

5.  Stockholders Equity
Stock-Based Benefit Plans

1998 Stock Plar Under the terms of our 1998 Stock Plan, as antk (@98 Stock Plan), our board of directors maygiacentive and
nonqualified stock options to employees, officeisgctors, agents, consultants, and independentasiars of drugstore.com. Options under
this plan generally vest over four years, as foo20% of the shares vest after six months, and the

5



Table of Contents

remaining 80% vest quarterly over the subsequemadi2ths. Option grants generally have exerciseeprégjual to the fair market value of the
common stock on the date of grant and expire tansyleom the date of grant. Our board of directms delegated to the stock option
subcommittee of the compensation committee of tegdthe authority to grant options within boarghagyed guidelines to certain recipients.
In addition, our board of directors has authorieadchief executive officer to grant certain opsan connection with offers of employment or
consulting engagements, of which certain grantsabgect to the board’s subsequent ratification.

1999 Employee Stock Purchase Pldinder the terms of our 1999 Employee Stock Puelrian, as amended (1999 ESPP), eligible
employees may purchase common stock for a purgirase=equal to 85% of the fair market value of common stock on the first or last day,
whichever is less, of the applicable six-month pase period, which periods end in January andafudach year. During the three-month
period ended September 30, 2007, employees puiti3ds&92 shares of our common stock under the ESFP in exchange for
approximately $94,000, and during the three-moeettiopl ended October 1, 2006, employees purchas86%8hares of common stock under
the 1999 ESPP in exchange for approximately $126,00ring the ninenonth period ended September 30, 2007, employeebased 92,58
shares of our common stock under the 1999 ESPrRcheage for approximately $224,000, and duringnihe-month period ended October 1,
2006, employees purchased 102,283 shares of corstackiunder the 1999 ESPP in exchange for appra&lyn$266,000.

Warrants

In June 2007, we issued to certain of our finanaiblisors a fully vested warrant to purchase 2@g¥ares of our common stock at $:
per share, which expires in June 2017. The fauevalf the warrant, determined using the Black-Sehaobtion pricing model, totaled $408,000
and is included in general and administrative expenin July 2007, we issued a fully vested wart@purchase 50,000 shares of our common
stock at $2.53 per share, expiring in July 201Zadnjunction with a consulting agreement. The ¥alue of the warrant, determined using the
Black-Scholes option pricing model, totaled $120,@0d is included in general and administrativeceses.

Stock-Based Compensation Expense

We account for the 1998 Stock Plan and the 199%E8®er the recognition and measurement princgflEASB Statement No. 123
(revised 2004)Share-Based Paymef8FAS 123R), which requires measurement of compiemseost for all stock-based awards at fair value
on the date of grant and recognition of compensaticer the service period for awards expected $b. Wee determine the fair value of stock-
based awards using the Black-Scholes option prieindel using the single option award approach. Tdiisvalue is then amortized on a
straight-line basis over the requisite servicequgiof the awards, which is generally the vestiagqa. As required by SFAS 123R,
management made an estimate of expected forfejtanelswe are recognizing compensation costs omlthfise equity awards expected to v
The estimation of stock awards that will ultimatebst requires judgment, and to the extent acasllts or updated estimates differ from our
current estimates, we will record such amount®spiectively as an increase or decrease in stoa@dimsmpensation in the period in which we
revise the estimates. We consider many factors wesgmating expected forfeitures, including histativoluntary termination behavior and
actual option forfeitures. Actual results, and fetahanges in estimates, may differ substantiadignfour current estimates.

The following table summarizes stock-based compenrsly operating function recorded in the StatehwérOperations:

Three Months Ended Nine Months Ended

September 3C October 1 September 3C October 1

2007 2006 2007 2006
Fulfillment and order processit $ 18t $ 264 $ 64€ $ 63¢
Marketing and sale 292 244 1,07¢ 82t
Technology and conte 292 31z 93t 84¢
General and administrati\ 1,37¢ 94( 4,45¢ 2,70¢€
Total $ 2,147 $ 1,76( $ 7,11¢ $ 5,01¢
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Stock Option Activity
The following table summarizes activity under 088& Stock Plan:

Qutstanding Options

Weighted- Weighted-

Average Average

Shares Available Exercise Remaining

Number of Price per Contractual

for Grant Shares Share Term
Outstanding at December 31, 2006 4,493,56: 18,841,84 $ 3.5C
Additional shares authorize 4,700,00! — —

Options grante: (2,823,87) 2,823,87! $ 2.7¢
Options exercise — (1,487,75) $ 2.1z
Options forfeitec 3,221,00: (3,221,009 $ 3.64
Outstanding at September 30, 2( 9,590,69! 16,956,95 $ 3.4i

Vested and expected to vest at September 30, 13,164,23 $ 3.57 7.4¢

Exercisable at September 30, 2( 7,493,08 $ 3.9¢ 6.82

(1) The balance as of December 31, 2006 has bgested for 153,982 shares forfeited during 2006rapbrted in our annual report on KO-
for the year ended December 31, 2C

6. Line of Credit

In April 2007, we entered into an amended and tedtiban and security agreement with our existiagkb This agreement includes a
revolving line of credit allowing for borrowings of to $10.0 million, which accrue interest at phene rate. The revolving line of credit
matures in March 2008. The agreement allows foctrversion of up to $2.5 million of the outstargibalance into a term loan within 60 d
of maturity. For the nine months ended Septembe2B07, borrowings under the existing line of ctédlialed $1.3 million, of which $1.0
million was converted into a term loan in April Z08nd $300,000 remains outstanding as of SepteBh&@007. The term loan totaled $1.5
million at September 30, 2007 and accrues intextetste prime rate plus 0.50% (8.25% at Septembe2@W7) and matures in March 2010.

7. Commitments and Contingencie:
Legal Proceeding:

State Sales Tax Claims$n early 2002, we received an arbitrary assessmaite from the state of New Jersey for pastsste due from
fiscal years 2000 and 2001, based on its best aiof sales revenue numbers during those pefliod¥¥cember 2002, we received a revised
assessment from the state of New Jersey for 200@@®d1 in the amount of $221,626 in tax, plus p@slin the amount of $11,081 and
interest that continues to accrue. We do not ctlgreollect and do not believe that we are requiedollect New Jersey sales tax. In March
2003, we filed an appeal of the revised assesswigémthe Tax Court of New Jersey, based on thetfattthe state of New Jersey is pursuing
its claim specifically against one of our consdléthsubsidiaries that is not a retailing entityhiat state. The appeal is pending, and trial was
held on November 30, and December 1, 2006. Brigfirggpmplete, and oral argument on the legal isausessheld on August 14, 2007. We are
now awaiting the tax court’s decision. If we aresuecessful in our appeal, the state of New Jersaydaprobably expand its assessment to
include other years for which we did not colledesaax. That additional assessment, along wignd#nt interest and penalties, could be
material. We have not accrued any amounts fomtiaiger, as it is not probable and not reasonaldgipte to estimate our liability, if
any. However, the ultimate outcome of this mattarld result in substantial tax liabilities for guaist sales and have a material adverse affect
on our financial position and results of operations

Class Action Laddering LitigationOn and after July 6, 2001, eight stockholderscktion lawsuits were filed in the United States
District Court for the Southern District of New Yofthe “Court”)naming drugstore.com as a defendant, along withutlgerwriters and certa
of our present and former officers and directdne (individual Defendants”), in connection with aluly 27, 1999 initial public offering and
March 15, 2000 secondary offering (together, théféfihgs”). A Consolidated Amended Complaint, which is now dperative complaint, we
filed on April 19, 2002. The suit purports to belass action filed on behalf of purchasers of mammon stock during the period July 28, 1999
to December 6, 2000.
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In general, the complaint alleges that the progses through which we conducted the Offerings weaterially false and misleading
because they failed to disclose, among other thithgs (i) the underwriters of the Offerings alldbyehad solicited and received excessive and
undisclosed commissions from certain investorsxchange for which the underwriters allocated testhimvestors material portions of the
restricted number of shares issued in connectiom the Offerings and (ii) the underwriters allegeehtered into agreements with customers
whereby the underwriters agreed to allocate drugstom shares to customers in the Offerings in @&xgh for which customers agreed to
purchase additional drugstore.com shares in tlee-afarket at predetermined prices. The complaiserds violations of various sections of the
Securities Act of 1933, as amended, and the SexsuEixchange Act of 1934, as amended. The actigkssgamages in an unspecified amount
and other relief. The action is being coordinatétth @pproximately 300 other nearly identical actidited against other companies or their
former officers and directors.

On October 9, 2002, the Court dismissed the IndafidDefendants from the case without prejudice F@bruary 19, 2003, the Court
denied our motion to dismiss the complaint. On Ddoer 5, 2006, the Second Circuit vacated a declsyaine district court granting class
certification in six of the coordinated cases, vhgze intended to serve as test, or “focus,” cales plaintiffs selected these six cases, which
do not include us. On April 6, 2007, the Seconat@irdenied a petition for rehearing filed by pliffis, but noted that plaintiffs could ask the
district court to certify more narrow classes tltawse that were rejected.

Prior to the Second Circuit’s December 5, 2006nylidrugstore.com, the plaintiff class, and thd wagjority of the other issuer
defendants, or, in the case of bankrupt issuees, directors and officers, submitted a settlenagmeement to the Court for approval. In light of
the Second Circuit opinion, the parties agreedttimsettlement could no longer be approved bedhesgefined settlement class, like the
litigation class, could not be certified. On Jurse 2007, the district court approved a stipulafited by the plaintiffs and the issuers
terminating the proposed settlement. On Augus208y, the plaintiffs filed amended complaints ie #ix focus cases. The amended
complaints include a number of changes, such asgesato the definition of the purported class @&stors, and the elimination of the
individual defendants as defendants. On Septenihe2@7, the plaintiffs filed a motion for clasgtifecation in the six focus cases. If the
plaintiffs are successful in obtaining class cerdifion, they are expected to amend the complgainst us and the other non-focus case issuer:
in the same manner that they amended the compkgaisst the focus case issuers and to seek catitifin of a class in our case.

Due to the inherent uncertainties of litigation, @@not accurately predict the ultimate outcomthisf matter. We cannot predict whether
we will be able to renegotiate a settlement thatges with the Second Circuit's mandate, nor canpredict the amount of any such
settlement and whether that amount would be gréladerour insurance coverage. We are unable tmatgtithe potential damages that migt
awarded if we were found liable, there arose a niztémitation with respect to our insurance coage, or the amount awarded were to exceed
our insurance coverage. Because our liabilitynif,aannot be reasonably estimated, no amountsiieame accrued for this matter. An adverse
outcome in this matter could have a material agvefgect on our financial position and results péations.

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

We have four reporting segments: OTC, vision, rmailer pharmacy, and local pick-up pharmacy. The G&@ment is comprised of the
sales and related costs of selling all non-presorigproducts through our websites, including dsbfp arrangements with our vendors,
customized nutritional supplement programs throGgts, and net sales of consignment products. Oiorvisegment is comprised of sales and
the related costs of selling contact lenses thratiglon Direct. The mail-order pharmacy segmerttamprised of sales and the related costs of
selling pharmaceuticals through the drugstore.cahsite for mail-order delivery. The local pick-upgomacy segment is comprised of sales
and the related costs of selling pharmaceuticatsitih the drugstore.com website and the RiteAid.e@hsite for pick-up at a local Rite Aid
store. We operate and evaluate our business segimesed on contribution margin results. We defordrébution margin as net sales
attributable to a segment, less the direct coitese sales and the incremental (variable) codtdfifing, processing, and delivering the order
(labor, packaging supplies, credit card fees, awdlty costs that are variable based on sales v@lum

The information presented below for these segmisritdormation our management uses in evaluatirggating performance.

Three Months Ended Nine Months Ended
September 3C October 1, September 3C October 1,
2007 2006 2007 2006

Ovel-the-Counter (OTC):
Net sales $ 54,62 $ 45,60: $ 168,41: $141,86!
Cost of sale: 38,63( 31,84¢ 119,09: 99,14«
Variable order costs (i 5,232 4,48 15,78( 13,19¢
Contribution margin (b $ 10,76 $ 9,27¢ $ 33,54: $ 29,527
Vision:
Net sales $ 14,85! $ 12,70: $ 42,19¢ $ 37,73¢
Cost of sale: 11,28¢ 9,93: 32,25t 29,34¢
Variable order costs (i 737 60¢ 2,03t 1,915
Contribution margin (b $ 283 $ 2161 $ 7908 $ 6,47/
Mail-Order Pharmacy:
Net sales $ 11,48t $ 17,17¢ $ 37,41 $ 52,88
Cost of sale: 9,41¢ 14,83( 31,19¢ 45,64:
Variable order costs (i 963 1,25¢ 3,03¢ 4,44¢
Contribution margin (b $ 1108 ¢ 1092 $ 318 $ 2,79
Local Pick-Up Pharmacy:
Net sales (c $ 26,36¢ $2515( $ 79,47t $ 74,69:
Cost of sale 23,09¢ 22,40: 70,26¢ 66,71!
Variable order costs (i 1,084 1,03/ 3,27: 3,064
Contribution margin (b $ 2,18C $ 1,71« $ 5,937 $ 4,917
Consolidated:
Net sales $ 107,32 $100,63: $ 327,50( $307,17¢
Cost of sale: 82,43 79,01: 252,81( 240,84¢
Variable order costs (i 8,01¢ 7,38( 24,124 22,62
Consolidated contribution margin ( $ 16,87¢ $ 14,24: $ 50,56¢ $ 43,712
Less:
Fixed fulfilment and order processing | $ 2,57¢ $ 2,621 $ 8,14 $ 7,81¢
Marketing and sales (i 7,44: 6,49t 23,36¢ 21,774
Technology and conte 4,68( 4,04¢ 13,87( 11,99!
General and administrati\ 4,767 3,591 14,63: 11,91(
Amortization of intangible asse 24C 531 99C 1,592
Operating los: $ (283) $ (3,042 $ (10,43) $(11,37)

(@) These amounts include all variable costs dillffakent and order processing, including labor, leeging supplies, credit card fees, and
those royalty costs that are variable based ors saleime. These amounts exclude depreciation, siaskd compensation, and fixed
overhead cost:
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(b) Contribution margin represents a measure of howeeeh segment is contributing to our operatinggo&'e calculate it as net sales |
the direct cost of goods sold, the incrementalif@lde) fulfillment and order processing costs ofvding orders to our customers, and
variable royalty cost:

(c) Netsales in our local pi-up pharmacy segment include co-payments totaling fillion and $5.5 million for the three-monthripels
ended September 30, 2007, and October 1, 200&atdagly, and $17.4 million and $16.6 million fdéret nine-month periods ended
September 30, 2007 and October 1, 2006, respect

(d) These amounts include all fixed costs of fulfillmand order processing that are not discernablausiness segmer

() These amounts exclude variable royalty expens&24000 and $22,000 for the th-month periods ended September 30, 2007,
October 1, 2006, respectively, and $63,000 andd®2for the nine-month periods ended Septembe2@W7 and October 1, 2006,
respectively

ltem 2. Managemen’s Discussion and Analysis of Financial Condition drkResults of Operation

You should read the following discussion and arialysconjunction with the financial statements @edompanying notes included
elsewhere in this quarterly report and in our ahreort on Form 10-K for the fiscal year ended &maber 31, 2006.

Special Note Regarding Forward-Looking Statements

This quarterly report on Form 10-Q includes forwhrdking statements within the meaning of the REV@ecurities Litigation Reform
Act of 1995. All statements made in this quartedport other than statements of historical faaluiding statements regarding our future
financial and operational performance, sourceg&oidity and future liquidity needs, are forwardlong. Words such as “expects,” “believes,”
“targets,” “may,” “will,” “outlook,” “continue,” “remain,” “could,” “would,” “should,” and similar expssions or any variation of such
expressions, are intended to identify forward-logkstatements. Forward-looking statements are b@sedrrent expectations, and are not
guarantees of future performance and involve assany risks, and uncertainties. Actual performameg differ materially from those
contained or implied in such forward-looking stags. Risks and uncertainties that could lead ¢b slifferences could include, among other
things: effects of changes in the economy, chaimgesnsumer spending, fluctuations in the stockketarchanges affecting the Internet, online
retailing and advertising, difficulties establispiaur brand and building a critical mass of custanthe unpredictability of future revenues and
expenses and potential fluctuations in revenuesoaedating results, risks related to business coatinins and strategic alliances, possible tax
liabilities relating to the collection of sales ta@onsumer trends, the level of competition, sealignthe timing and success of expansion
efforts, changes in senior management, risks klatsystems interruptions, possible governmeeglilation, and the ability to manage a
growing business. These factors described in tiiagraph and other risks and uncertainties thdtla@ause our actual results to differ
significantly from management’s expectations aseused in the sections entitl&®Isk Factors” in Part I, Item 1A of this quarterly report
and Part |, Item 1A of our annual report on ForreKLfdr the fiscal year ended December 31, 2006. Stoould not rely on a forward-looking
statement as representing our views as of anyadlaée than the date on which we made the stateémexpressly disclaim any intent or
obligation to update any forward-looking statemegitér the date on which we make it.

” u " u ” o ”ow ”ou ” o« " u

Overview

drugstore.com, inc. is a leading online provideheélth, beauty, vision, and pharmacy products bélieve that we offer a better way for
consumers to shop for these products through obrstares, including those located on the Interhetvav.drugstore.com, www.beauty.com,
www.visiondirect.com, www.lensmart.camdwww.lensquest.com

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

. Over-the-counter (OTC)Our OTC segment includes all non-prescriptiordpats sold online through our web stores at
www.drugstore.com, www.beauty.comww.visiondirect.com, www.lensmart.camdwww.lensquest.coror over the telephone
1-800-DRUGSTORE, including nutritional supplemesiéd through our subsidiary Custom Nutrition Seegicinc., or CNS. We
source our OTC products from various manufactusadsdistributors. We also sell advertising on aimpry OTC site
www.drugstore.comWe believe that continued growth in this segnveilitdepend on our ability to offer customers a stipr
shopping experience and service, including progdirbroad selection of basic necessity items ardHoafind specialty items,
which encourages customers to return to our webaited make repeat, replenishment, and impulse gseshDuring 2007, we ha
focused on improving our customers’ shopping exgrexé by enhancing our internal search technologyabsite conversion,
expanding our category offerings through the inti@bn of our drop ship program, and making keyestments in our prestige
Beauty.com website
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. Vision. The vision segment includes contact lenses sotligh our wholly owned subsidiary Internationasign Direct Corp. an
its subsidiaries, collectively referred to as Visbirect, through websites locatedvatw.visiondirect.com, www.lensmart.caangd
www.lensquest.corror over the telephone at 1-800-VISIONDIRECT. Weghase our contact lens inventory directly fromous
manufacturers and other distributors. During 200& have focused on a strategy of balancing custawcggrisition with net margin
in order to maximize our profits, which has resdlite net sales growth and improved gross mart

. Mail-Order Pharmacy Our mail-order pharmacy segment includes preSorilrugs and supplies, other than prescriptiantact
lenses, sold online through the pharmacy sectigheotirugstore.com web store or over the teleplaodedelivered to customers
through our mail-order facility. We procure our gedption inventory through Rite Aid Corporationart of our ongoing
relationship. We market to both cash-paying andrigxsce-covered individuals, and we also servethsdrparty provider of mail-
order prescription fulfillment services for pharmgdaenefit managers, or PBMs. We sell over 5,008giption drugs, including
many specialty drugs for the treatment of chrowieditions such as cancer, HIV, and multiple sclistoshich are not carried by
brick-and-mortar pharmacies and require speciadilivagnor service. In this segment, we focus ourketing efforts directly on
consumers online and through doctors to maximipgtr in our cash prescription and specialty phagmacsiness. In addition to
the sale of prescription drugs, we sell advertisingpur website, to monetize the more than onaanillinique visitors per month
researching drugs and other healthcare contenidqadwn the site. We anticipate that growth in gg@gment will substantially
depend on our ability to grow prescription voluntte®ugh these efforts. Our decision not to parétégn the low-margin Medicare
Part D prescription drug benefit program offeredisy U.S. government has continued to have a negatipact on our growth but
has had a favorable impact on our gross margimdud07.

. Local Pick-Up Pharmacy Our local pick-up pharmacy business segment @edprescription refills sold online through the
drugstore.com web store or the Rite Aid web storevaw.RiteAid.confwhich is powered by the drugstore.com web storever
the telephone and picked up by customers at Riestdres. In this segment, Rite Aid acts as odillfabnt partner. Our success in
this segment depends on our ability to leverage@ationship with Rite Aid through its marketingedia, including Rite Aid store
receipts, weekly Rite Aid advertising circularsdammail refill reminders. During 2007, our netesain the local pick-up pharmacy
segment have not been a significant source of dyrca#t we focused the majority of our marketing ®éfon our OTC segmer

RevenuesWe generate revenue primarily from product sates shipping fees. For the thremnth period ended September 30, 2007
reported consolidated total net sales of $107.8anjlwhich reflected a $6.7 million, or 7%, inceeeover the three-month period ended
October 1, 2006. For the nine-month period endgde®aber 30, 2007, we reported consolidated nes sdil$327.5 million, which reflected a
$20.3 million, or 7%, increase over the nine-maguehod ended October 1, 2006. Our net sales grasathdriven by a 10% year-over-year
increase in our total order volume for the threed aine-month periods ended September 30, 2007 4tmillion orders and 4.4 million orders,
respectively. Our average net sales per orderratElightly to $75 for the three- and nine-morghigds ended September 30, 2007, from $77
for the three- and nine-month periods ended Octtb2006. Our revenues benefited from strong growtiur OTC segment, in which net
sales grew by 20% and 19%, respectively, year-gear-for the three- and nine-month periods endgdeBeer 30, 2007. Our revenues also
benefited from year-over-year growth of 17% and 188¢pectively, for the three- and nine-month pigiended September 30, 2007 in our
vision segment and 5% and 6%, respectively, inaeal pick-up pharmacy segment. These increases pagtially offset by a year-over-year
decrease in mail-order pharmacy net sales of 33%héothird quarter of 2007 and 29% for the nineathqeriod ended September 30, 2007.

Expenses Our operating expenses, including cost of goott$, semained consistent as a percentage of net aall03% during the three-
month period ended September 30, 2007, when comhpatée three-month period ended October 1, 2806 declined slightly to 103% of net
sales for the nine-month period ended Septembe2@¥, compared 104% for the nine-month period eémetober 1, 2006. During the three-
and nine-month periods ended September 30, 200@veuall cost of goods sold as a percentage ofalet year-oveyear decreased 170 ba
points and 120 basis points, respectively, duefavarable shift in our product mix to higher mar@TC sales, as well as improvement in
pharmaceutical and vision margins. Our improvedgimargins were offset by increased marketing esgeeresulting from increased order
volumes and search advertising costs, increasbddémgy and content expenses as a result of ongwihgncements to our IT infrastructure,
and increased general and administrative expemsaariy due to higher stock based compensatiorergps and consulting fees during the
third quarter of 2007 and the nine-month periodeeh8eptember 30, 2007. We also recognized $38A00@&2.1 million of additional stock-
based compensation in the three- and nine-montbgseended September 30, 2007 compared to the parnoels in 2006.

Net Loss; Cash PositionOur net loss for the thramenth period ended September 30, 2007 decreas@thbgr $219,000 to $2.4 millio
compared to $2.6 million for the three-month perodled October 1, 2006, and decreased by 9%, @31, to $9.2 million, compared to
$10.1 million for the nine-month period ended Oetiob, 2006. We ended the third quarter of 2007 $&%.9 million in cash, cash equivalents
and marketable securities, compared to $40.6 milibpDecember 31, 2006 and at October 1, 2006.
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This balance reflects cash generated from operattigities in the nine-month period ended Septand3Be 2007 of $7.0 million, proceeds
received of $3.4 million from the exercise of emy@e stock options and purchases under our empkigek purchase plan, and $300,000 of
borrowings under our line of credit. These increasere offset by $11.2 million for capital expendés and asset acquisitions and $2.2 million
to repay debt obligations.

Significant Accounting Judgments

The preparation of financial statements in conftymiith U.S. generally accepted accounting priresplor GAAP, requires estimates
assumptions that affect the reported amounts eftassd liabilities, revenues and expenses, aateretlisclosures of contingent assets and
liabilities in the consolidated financial statengeahd accompanying notes. The Securities and Egeh@ommission, or SEC, has defined a
company’s critical accounting policies as the dive$ are most important to the portrayal of the pany’s financial condition and results of
operations and that require the company to makmadtst difficult and subjective judgments, oftereagsult of the need to make estimates of
matters that are inherently uncertain. Based andéfinition, we have identified the significantaanting policies and judgments addressed
below. We also have other key accounting polidies involve the use of estimates, judgments, asdmaptions that are significant to
understanding our results. Additional informatidooat our significant accounting policies is incldda Note 1 of our consolidated financial
statements included in Part | of our annual reporEorm 10-K for the fiscal year ended December2BD6. Although we believe that our
estimates, assumptions, and judgments are reagotiady are based on information presently availabttual results may differ significantly
from these estimates under different assumptiailgments, or conditions. In addition, any significananticipated changes in any of our
assumptions could have a material adverse effeotiobusiness, financial condition, and resultspdrations.

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

We record revenues from sales of OTC (other thait-i&kated CNS sales, as described below), vistom, mail-order pharmacy, net of
promotional discounts, cancellations, rebates,rahdns allowances. We recognize revenue wherollening revenue recognition criteria are
met: (1) persuasive evidence of an arrangementsex® delivery has occurred or services have bepdered; (3) the selling price or fee
earned is fixed or determinable; and (4) collectbthe resulting receivable is reasonably assuMglgenerally require payment by credit card
at the point of sale. We estimate return allowanetsch reduce product sales by our estimate oéetqul product returns, based on our
historical experience. Historically, product retsitmave not been significant and have not differgificantly from our estimates.

We recognize revenues from sales of customizedinitgsold through our fulfillment agreement with MWehen products are shipped
and title passes to the customer. In accordandeBmterging Issues Task Force Issue No. 9REporting Revenue Gross as a Principal
Versus Net as an Agewot, EITF 99-19, we record revenues generated byMeit agreement in our OTC segment on a net bastsause we act
as an agent, based on the fact that we earn adokar amount per customer transaction regardiéfize amount billed to the customer, anc
do not bear general inventory risk associated thigise sales. We recognize non-Weil customized witaales on a gross basis, net of
promotional discounts, cancellations, rebates,rahdns allowances. Net sales in our OTC segmentiatlude consignment service fees
earned under our agreement with General NutritiorpGration, or GNC, and agreements with other ggmaent vendors, which we also
record on a net basis, because we do not takeditlee inventory and do not establish pricing.

We evaluate the criteria of EITF 99-19, in detetimgrwhether it is appropriate to record the graesant of product sales and related
costs in conjunction with our drop ship arrangersavith vendors. Generally, when we are the prinpeanty obligated in a transaction, are
subject to inventory risk, have latitude in eststtilig prices and selecting suppliers, or have sébeit not all of these indicators, we record
revenue on a gross basis.

We recognize revenues from sales of prescriptiodyets ordered online or by telephone through thgstore.com web store or the
RiteAid.com web store (which is powered by the dtage.com web store) for pick-up at a Rite Aid sfancluding co-payments that Rite Aid
receives and collects on our behalf when the custquicks up the product. In these circumstancegjseeRite Aid as our fulfillment partner.
accordance with EITF 99-19, we record revenuesiimaral pick-up pharmacy segment on a gross bbstsuse we act as a principal, based
on the fact that, among other things, we bear lthntory risk and credit and collection risk asated with these sales.

For insured prescriptions in both our local pickar mail-order segments, the co-payment and tgance reimbursement (which
together make up the amount due to drugstore.conmstitute the full value of the prescription drudes and we receive this entire amount as
cash. We therefore recognize the entire amourg\astie when we ship the order to the customemn{tol order prescriptions) or when the
customer picks up the order (for local pick-up prggions).
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From time to time, we provide incentive offers tor customers to encourage purchases. Such offdwglandiscounts on specific current
purchases, or future rebates based on a percevitétge current purchase, as well as other offers ti#at discounts, when our customers ac
them, as a reduction in the sales price of theégelansaction and we present them as a net arimooat sales. We treat rebates as a reduction
in the sales price based on estimated redempttes.d/e estimate redemption rates using our histbeixperience for similar offers.
Historically, our redemption rates have not diftereaterially from our estimates, which we adjusarterly.

Inventories

We value our inventories at the lower of cost (ggime weighted-average cost method) or the cuastithated market value. We
regularly review inventory quantities on hand adjust our inventories for shrinkage and slowving, damaged, and expired inventory, wt
we record as the difference between the cost ohtrentory and the estimated market value basedamagement’s assumptions about future
demand for the products we offer and market comsti We use a variety of methods to reduce thetipaf slow-moving inventory,
including reducing sales prices on our websitegptiating returns to vendors, and liquidating inen through third parties. If our estimate:
future product demand or our assumptions about ehadnditions are inaccurate, we could understateerstate the provision required for
excess and obsolete inventory. Historically, ineentreserves have not differed materially from estimates.

Goodwill and Other Intangible Assets

In accordance with Statement of Financial Accounttandards No. 142ccounting for Goodwill and Other Intangiblesr SFAS 142,
we test for impairment of goodwill at the beginniigthe fourth quarter and whenever indicatorsngbairment occur. The first phase of the
screens for impairment. If we determine impairmém, second phase measures the amount of impaibyemparing the fair value of the
applicable reporting unit to its carrying value. \d&termine fair value using either a discountedh ¢ksv methodology or methodology based
on comparable market prices.

We review our indefinite-lived intangible assetsifapairment when indicators of impairment occud amnually at the beginning of the
fourth quarter. We compare the carrying value efahset to its estimated fair value and recorargairment charge when the carrying valu
the asset exceeds the estimated fair value.

In accordance with Statement of Financial Accountitandards No. 14#4ccounting for the Impairment or Disposal of Longdd
Assets, or SFAS 144, we review the carrying values of amortized long-lived assets, including definiteetl intangible assets, whenever an
indicator of impairment occurs. When facts andwinstances indicate that the carrying values of-loregl assets may be impaired, we perf
an evaluation of recoverability. We determine wieetiimpairment exists based on any excess of thgicgrvalue over the expected future c
flows, as estimated through undiscounted cash flewsluding interest charges. We measure any neguthpairment charge based on the
difference between the carrying value of the aasdtits fair value, as estimated through expeaitdd discounted cash flows, discounted at a
rate of return for an alternate investment.

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

Stock-Based Compensation

We account for our stock-based awards under thagions of SFAS 123R, which requires measuremegbofpensation cost for all
stock-based awards at fair value on the date oftgnad recognition of compensation over the serparéod for awards expected to vest. We
calculate the fair value of our stock options geario employees using the Black-Scholes optiorimgimodel using the single-option
approach. This fair value is then amortized orraigiitdine basis over the requisite service periods efatvards, which is generally the vest
period. We base our computation of expected valath our historical volatility, adjusted for chges in capital structure and corporate
changes, information available that may indicatarivolatility, and observable mean reversion &mies of historical volatility. We compute
expected life using the simplified method outlirgdSEC Staff Accounting Bulletin No. 108hare-Based Paymenor SAB 107. Under this
method, our expected term is equal to the sumeofbighted average vesting term plus the originatractual term divided by two, which
results in a six-year expected term. We base #hefrée interest rate on the implied yield curng@tvailable on U.S. Treasury zero-coupon
issues with an equivalent remaining term. Whereettpgected term of our stock-based awards doeson@spond with the terms for which
interest rates are quoted, we average the ratasdjtar the closest available term maturities. ¥dknd yield of 0% is considered appropriate
as we have not issued and do not anticipate issaunigglividends in the near future. When estimatintgitures, we consider historical
voluntary termination behavior in addition to adtoption forfeitures. In conjunction with this agals, we identified distinct subgroups: non-
management employees, management employees, efiegkcutive officer, board members, and other employees. We apply an estimated
forfeiture rate of approximately 35% to non-managatrand management employee subgroups, based aritjigted average
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termination behavior of those subgroups. We apgdbrfeiture rate of 0% to our chief executive officboard members, and non-employees. If
our estimated forfeiture rate changes, we retrdgspy increase or decrease stock-based compendatibe period of change. Any such
revisions to the estimates we use to calculatéaih@alue of our stock-based awards could haveaterial impact on our results of operations
and financial position. See Note 5 of our consaéiddinancial statementStockholders’ Equityincluded in Part |, of Item 1 of this quarterly
report.

Legal Proceedings

We are currently involved in various claims andalggroceedings. Periodically, we review the stafusach significant matter and assess
our potential financial exposure. If the potentiss from any claim or legal proceeding is consgdgsrobable and the amount can be estim
we accrue a liability for the estimated loss. Besgaof uncertainties related to these matters, atare based only on the best information
available at the time. As additional informatiorcbmes available, we reassess the potential liabéiated to our pending claims and legal
proceedings and may revise our estimates. Any swikions in the estimates of the potential ligigiti could have a material impact on our
future results of operations and financial positibar a description of our material legal procegdjrsee Note 7 of our consolidated financial
statementsCommitments and Contingencies — Legal Proceedimgduded in Part |, of Item 1 of this quartergport.

Results of Operations

Net Sales
Three Months Ended Nine Months Ended
September 3C October 1, September 3C October 1,
2007 % Change 2006 2007 % Change 2006
(in thousands, except per order data (in thousands, except per order data
Total net sale $ 107,32 6.€% $100,63: $ 327,50( 6.€% $307,17¢
Total customer orders shipp 1,43¢ 10.1% 1,30¢ 4,38¢ 10.2% 3,97:
Average net sales per orc $ 75 2.6% $ 77 $ 75 2.6% $ 77

Net sales include gross revenues from sales olugtahd related shipping fees, net of discountspaadision for sales returns, and other
allowances. Net sales also include consignmenicgefges earned from our arrangement with GNC dhera@onsignment vendors, under
which we do not take title to the inventory andmatrestablish pricing. We record on a net basisigmment service fees, which constitute
approximately 1% of total net sales in each pepiabsented. We bill orders to the customer’s crealitl or, in the case of prescriptions covered
by insurance, we bill the co-payment to the custtsr@edit card and the remainder of the presaiptirice to insurance. We record sales of
pharmaceutical products covered by insurance asuimeof the amounts received from the custometlaadhird party.

Total net sales increased year-over-year primasla result of a 16% increase in order volumelferthree-month period ended
September 30, 2007, and a 17% increase in ordemefor the nine-month period ended September@7,2n our OTC segment. Revenues
from repeat customers represented 82% of net sathe three-and nine-month periods ended SepteBhe2007, compared to 84% of net
sales in the third quarter of 2006 and 83% of akdssin the nine-month period ended October 1, 2006 year-over-year decrease in average
net sales per order for the three- and miranth periods ended September 30, 2007 resulteddrbigher mix of OTC orders, which have lo)
average net sales per order. Compared to thegbader and the nine-month period ended Octob2006, net sales in our OTC segment
increased by $9.0 million and $26.5 million, ndesan our vision segment increased by $2.2 milhod $4.5 million, and net sales in our Ic
pick-up pharmacy segment increased by $1.2 milinc $4.8 million, respectively, all of which werarpally offset by a decrease in net sales
in our mail-order pharmacy segment of $5.7 milleord $15.5 million, respectively.
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OTC Net Sales

Three Months Ended Nine Months Ended
September 3C October 1, September 3C
October 1,

2007 % Change 2006 2007 % Change 2006

(in thousands, except per order data (in thousands, except per order data
OTC net sale $ 54,62 19.¢% $45,60¢ $ 168,41 18.7% $141,86!
Segmented net sales informatis

% of total net sales from OT 50.% 45.2% 51.4% 46.2%

Average net sales per orc $ 57 3€% $ 55 $ 57 18% $ 56

Net sales in our OTC segment increased year-ovarfpe the three-month period ended September @07 ,2as a result of an increase in
order volume. The number of orders in our OTC sagrgeew year-over-year by 16% to 966,000 for thedthuarter of 2007, compared to
830,000 for the third quarter of 2006 with the ager net sales per order for the third quarter 67dfcreasing year-ovegrear to $57 from $5!
During the nine-month period ended September 307 28e number of OTC orders grew year-over yeat% to 3.0 million compared to
2.5 million in the same period of 2006, and therage net sales per order also increased to $57$&8nThe number of customer orders
includes new and repeat orders made through thgstime.com website and websites of our subsidianésorders generated through our
fulfilment agreement with Weil. The increase in ©®6rder volumes in 2007 as compared to 2006 wasmlfy increased orders from both
new and repeat customers as a result of our iriogeastive customer base and our continued efforisiprove customer retention and
conversion resulting from our ongoing website emeaments. The slight year-over-year increase inageenet sales per order for the thraed
nine-month periods ended September 30, 2007 isapitinthe result of increased sales of higher gtipeestige beauty products.

Vision Net Sales

Three Months Ended Nine Months Ended
September 3C October 1 September 3C October 1,
2007 % Change 2006 2007 % Change 2006
(in thousands, except per order data (in thousands, except per order data
Vision net sale: $ 14,85 16.%  $12,70: $ 42,19¢ 11.8%  $37,73¢
Segmented net sales informatis
% of total net sales from visic 13.8% 12.€% 12.<% 12.2%

Average net sales per orc $ 101 9.8% $ 92 $ 99 10% $ 90

Net sales in our vision segment increased year-pear in the three- and nine-month periods endgdeBeber 30, 2007 as a result of an
increase in average net sales per order drivergpititby selling a greater proportion of highereerdl, newer-technology contact lenses, and to
a lesser extent, an increase in the average nuofilitems per order and price increases for ce®&itus (none of which were individually
material). Net sales per order increased to $10thfothree-month period ended September 30, 26@ipared to $92 for the three-month
period ended October 1, 2006 and increased to&3®é nine-month period ended September 30, 2606pared to $90 for the nine-month
period ended October 1, 2006. The number of oridettis segment increased to 146,000 for the timeath period ended September 30, 2(
compared to 138,000 for the three-month period @@iober 1, 2006, and increased to 428,000 fonite>-month period ended
September 30, 2007, compared to 421,000 for theemianth period ended October 1, 2006 as a resitgases in orders from repeat
customers.

Mail-Order Pharmacy Net Sales

Three Months Ended Nine Months Ended
September 3C October 1 September 3C October 1,
2007 % Change 2006 2007 % Change 2006
(in thousands, except per order data) (in thousands, except per order data)
Mail-order pharmacy net sal $ 11,48t -33.1%  $17,17¢ $ 37,41 -29.2%  $52,88:
Segmented net sales informatis
% of total net sales from m- order
pharmacy 10.7% 17.1% 11.4% 17.2%

Average net sales per orc $ 151 -14.2%  0$ 17¢€ $ 157 3.7% 0 $ 168
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Net sales in our mail-order pharmacy segment deerkegear-over-year for the three- and nine-montloge ended September 30, 2007
as a result of decreases in order volume. Inclideet sales of our mail-order pharmacy segmenthferthree- and nine-month periods ended
September 30, 2007 were wholesale orders to oitge @iab71,000 and $1.0 million, respectively, andliided in net sales for the three- and
nine-month periods ended October 1, 2006 were wghtdeorders to one party for $2.0 million. The vesalle orders increased our average net
sales per order by $1 and $4 for the three- anelmianth periods ended September 30, 2007, respbgtand increased our net sales per order
by $21 and $6 for the three- and nine-month perédked October 1, 2006, respectively. The numberdsrs in this segment decreased 22%
year-over-year to 76,000 for the three-month periodegh8eptember 30, 2007, compared to 98,000 foraitme period in 2006, and decreased
27% year-over-year to 238,000 for the nine-monttiogeended September 30, 2007, compared to 324¢00QBe same period in 2006, as a
result of a year-over-year decrease of 49% and i838tders from PBMs, due to our decision to exiprafitable partnerships, in the three- and
nine-month periods ended September 30, 2007, régplgcand decreases in new and repeat orders.

Local Pick-up Pharmacy Net Sales

Three Months Ended Nine Months Ended
September 3C October 1, September 3C October 1,
2007 % Change 2006 2007 % Change 2006
(in thousands, except per order data (in thousands, except per order data
Local pick-up pharmacy net sal $ 26,36« 4.8%  $25,15( $ 79,47¢ 6.4% $74,69:
Segmented net sales informatis
% of total net sales from local pi-up
pharmacy 24.% 25.(% 24.2% 24.5%

Average net sales per orc $ 10€ 19% $ 104 $ 10€ — $ 10€

The increase in net sales in our local pick-up plzery segment for the three-month period ended 8dyee30, 2007 reflects a 3% year-
over-year increase in the number of orders ingbgment, to 249,000, compared to 241,000 for tiné tfuarter of 2006, as a result of an
increase in orders from repeat customers. In adgithe segment experienced a slight increaseeiavkrage net sales per order to $106 during
the three-month period ended September 30, 200pa@d to $104 for the three-month period ended légctt, 2006, primarily due to
increased prices of brand name drugs as a resal4®§ average increase in prescription costs, toffightly by a greater number of
prescriptions filled with lower priced generic deugompared to higher priced brand name drugs. fidrease in net sales for the nine-month
period ended September 30, 2007 reflects a 7% qearyear increase in the number of orders ingbgment, to 753,000 for the nine-month
period ended September 30, 2007 compared to 7080 nine-month period ended October 1, 208&, eesult of increases in orders from
repeat customersThe average net sales per order remained cons&t&t06 for the nine-month period ended Septerd@e2007 and
October 1, 2006. Orders in this segment are dibyeRite Aid through its marketing media, includiRge Aid store receipts, weekly Rite Aid
advertising circulars, and e-mail refill reminders.

Customer Data

Approximately 326,000 and 1.0 million new customaeced orders during the three-and nine-monttodsrended September 30, 2007,
increasing our total customer base to approxim&dymillion customers since inception. Orders fi@peat customers as a percentage of total
orders decreased slightly to 76% for the third terasf 2007, compared to 77% in the same peri@D06, and remained consistent at 76%
year-over-year for the nine-month period ended SepterB0e2007 and October 1, 2006. Our active custdrased increased 12% to
2.4 million year-over-year for the nine-months esh&eptember 30, 2007, compared to the same peri@ddi6, and the average annual spend
per active customer was $180. Active customer badedes those customers who have purchased atdees within the last 12 months. Both
the active customer base (a trailing 12-month nujrdoed average annual spend per active customérdenet sales and orders generated by
our CNS fulfillment relationship with Weil, and te€t only the activity of customers making purctafeough the web sites of drugstore.com
and its subsidiaries.
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Cost of Sales and Gross Margin

Three Months Ended Nine Months Ended
September 3C October 1, September 3C
October 1,
2007 % Change 2006 2007 % Change 2006
($ in thousands) ($ in thousands)

Cost of sale: $ 8243 4.3% $79,01: $ 252,81( 5.C% $240,84¢
Gross margin dollar $ 24,89: 15.1% $21,62: $  74,69( 12.6% $ 66,33:
Gross margin percenta 23.2% 21.5% 22.&% 21.€%

Cost of sales consists primarily of the cost ofdueis sold to our customers, including allowanceshrinkage and damaged, slow-
moving, and expired inventory, outbound and inbosinighping costs, and expenses related to promdatieventory included in shipments to
customers. Payments that we receive from vendarsrinection with volume purchase or rebate allowarand payment discount terms are
netted against cost of sales.

Total cost of sales increased in absolute doltatke three- and nine-month periods ended SepteBth@007, compared to the threc
nine-month periods ended October 1, 2006, as d fsgrowth in order volume and net sales. Totalsg margin percentage increased year-
over-year for the three- and nine-month periodsdrsieptember 30, 2007, primarily as a result afgelr proportion of net sales in our OTC
segment, which is our highest-margin segment, disasémproved gross margins in all of our othegraents.

Shipping
Three Months Ended Nine Months Ended
September 3C October 1, September 3C
October 1,
2007 % Change 2006 2007 % Change 2006
($ in thousands) ($ in thousands)
Shipping activity:
Shipping revenu $ 3,851 15.6% $ 3,331 $ 11,58: 15.2% $ 10,05¢
Shipping cost: ($6,059) 18.(% ($5,13)) ($18,13) 15.7% ($15,679)
Net shipping los: ($2,2079) 22.2% ($1,800) ($6,54%) 16.€% ($5,619
Percentage of net sal¢
Shipping revenu 3.€% 3.2% 3.5% 3.2%
Shipping cost: -5.€% -5.1% -5.5% -5.1%
Net shipping los: -2.1% -1.8% -2.% -1.8%

Our net shipping loss for the three- and nine-m@amattiods ended September 30, 2007 increased inuabsimllars and as a percentage of
net sales compared to the same periods ended @dtop@06 due to a higher mix of OTC orders, whielwve a higher net shipping loss than
orders in our other segments. We include in netssalir revenues from shipping charges to custoaretsve include in cost of sales outbound
shipping costs. We expect to continue to subsidipertion of customershipping costs for the foreseeable future, throegytain free shippin
options, as a strategy to attract and retain custem

OTC Cost of Sales and Gross Margin

Three Months Ended Nine Months Ended
September 3C October 1, September 3C October 1,
2007 % Change 2006 2007 % Change 2006
($ in thousands) ($ in thousands)

OTC cost of sale $ 38,63( 21.2% $31,84¢ $ 119,09: 20.1% $99,14«
Segmented cost of sales informati
OTC gross margin dolla $ 15,99: $13,757 $ 49,32 $42,72:
OTC gross margin percenta 29.2% 30.2% 29.% 30.1%
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The year-over-year increase in cost of sales if@E segment in absolute dollars for the three-rand-month periods ended
September 30, 2007 resulted from increased ordam@and net sales. The year-over-year decregg®®s margin percentage for the three-
and nine-month periods ended September 30, 200priraarily a result of higher per-order net shigposts.

Vision Cost of Sales and Gross Margin

Three Months Ended Nine Months Ended
September 3C October 1, September 3C October 1,
2007 % Change 2006 2007 % Change 2006
($ in thousands) ($ in thousands)

Vision cost of sale $ 11,28¢ 13.6% $ 9,93 $ 32,25t 9.9%  $29,34¢
Segmented cost of sales informati
Vision gross margin dollai $ 3,56 $ 2,76¢ $ 9,94 $ 8,391
Vision gross margin percenta 24.(% 21.8% 23.€% 22.2%

The year-over-year increase in cost of sales invisimn segment both in absolute dollars and im&of gross margin percentage for the
three- and nine-month periods ended September08J, @as primarily as a result of a shift in prodonix to sales of higher cost, newer
technology contact lenses, an increase in ordemve] and higher per order net shipping revenuetafha offset by increased promotional
activity in both the three- and nine-month periods.

Mail-Order Pharmacy Cost of Sales and Gross Margin

Three Months Ended Nine Months Ended
September 3C October 1 September 3C October 1,
2007 % Change 2006 2007 % Change 2006
($ in thousands) ($ in thousands)

Mail-order pharmacy cost of sal $ 9,41¢ -36.5%  $14,83( $ 31,19¢ -31.€%  $45,64:
Segmented cost of sales informati
Mail-order pharmacy gross margin doll; $ 2,06¢ $ 2,34¢ $  6,21¢ $ 7,24(
Mail-order pharmacy gross margin percent 18.(% 13.7% 16.6% 13.7%

The year-over-year decrease in cost of sales imailrorder pharmacy segment in absolute dollarshe three- and nine-month periods
ended September 30, 2007 resulted from a decrea@sder volume and net sales. The year-gar increase in gross margin percentage i
segment for three- and nine-month periods endete8dyer 30, 2007 resulted from improved margins fexiting unprofitable partnerships
with certain PBMs in 2006 and our ongoing reviewn€ing and profitability of pharmaceutical prodsic

Local Pick-up Pharmacy Cost of Sales and Gross Marg

Three Months Ended Nine Months Ended
September 3C October 1, September 3C October 1,
2007 % Change 2006 2007 % Change 2006
($ in thousands) ($ in thousands)

Local pick-up pharmacy cost of sal $ 23,09¢ 3.1% $22,40: $ 70,26¢ 5.3%  $66,71:
Segmented cost of sales informati
Local pick-up gross margin dollai $  3,26¢ $ 2,74¢ $ 9,21( $ 7,981
Local pick-up gross margin percentag 12.4% 10.9% 11.€% 10.7%

The year-over-year increase in cost of sales idamal pick-up pharmacy segment in absolute doilatee three- and ninetonth period:
ended September 30, 2007 resulted from an inciraséer volume and net saleShe year-over-year increase in gross margin peagent
this segment for the three- and nine-month peréted September 30, 2007 was primarily a resudellihg a higher proportion of higher
margin generic drugs compared to lower margin braarde drugs.
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Fulfillment and Order Processing Expenses

Three Months Ended Nine Months Ended
September 3C October 1, September 3C October 1,
2007 % Change 2006 2007 % Change 2006
($ in thousands) ($ in thousands)
Fulfillment and order processing expen $ 10,57: 59% $ 9,97¢ $ 32,20: 5.9%  $30,39¢
Percentage of net sal 9.8% 9.9% 9.8% 9.%

Fulfillment and order processing expenses incluggll and related expenses for personnel engagpdrchasing, fulfilment,
distribution, and customer care activities (inchglivarehouse personnel and pharmacists engageescription verification activities),
distribution center equipment and packaging suppper-unit fulfilment fees charged by Rite Aid farescriptions ordered through the
drugstore.com website and picked up at a Rite &itkes credit card processing fees, and bad delgresgs. These expenses also include rent
and depreciation related to equipment and fixturesur distribution center and call center fadgi Variable fulfillment costs represent the
incremental (variable) costs of fulfilling, procesg and delivering the order that are variablecdasn sales volume.

Fulfillment and order processing expenses for tineet- and nine-month periods ended September 80, ig6luded $8.0 million of
variable costs and $2.6 million of fixed costs, &2d.1 million of variable costs and $8.1 milliohfixed costs, respectively, compared to $7.4
million of variable costs and $2.6 million of fixedsts and $22.6 million of variable costs and $7ilion of fixed costs for the three- and
nine-month periods ended October 1, 2006. Varialifdiment and order processing expenses incregsed-over-year for the three-month
period ended September 30, 2007, compared to tee-thonth period ended October 1, 2006, due teases in order volume in our OTC
segment, partially offset by a decrease in ordé&rne in our mail-order pharmacy segment. FixedlfoiEnt and order processing expenses
were flat year-over-year for the third quarter 602 compared to the third quarter of 2006, andeiased for the nine-month period ended
September 30, 2007, compared to the nine-montlgended October 1, 2006, as a result of incredspreciation expense of $258,000 and
increased personnel costs of $107,000, partiafsebby a decrease in other operational costsillméht and order processing expenses as a
percentage of net sales decreased in both the #mdenine-month periods ended September 30, 20@veater order volumes resulted in
improved utilization of our primary distribution rier.

Marketing and Sales Expenses

Three Months Ended Nine Months Ended
September 3C October 1, September 3C October 1,
2007 % Change 2006 2007 % Change 2006
($ in thousands) ($ in thousands)
Marketing and sales expen: $ 7,46 14.€% $ 6,517 $ 23,42¢ 74%  $21,81¢
Percentage of net sal 7.0% 6.5% 7.2% 7.1%

Marketing and sales expenses include advertisipgreses, promotional expenditures, and payroll ateded expenses for personnel
engaged in marketing and merchandising activifielvertising expenses include our obligations un@gious advertising contracts.
Advertising and promotional costs were $5.2 milland $16.3 million for the three- and nine-monthigas ended September 30, 2007,
respectively, and were $4.3 million and $15.2 miillfor the three-and nine-month periods ended @ctbp2006, respectively.

The year-over-year increase in marketing and sadpsnses in absolute dollars and as a percentaw séles for the three-month period
ended September 30, 2007 was primarily due to as&@ search advertising costs and other promotimsés of $851,000, and to a lesser
extent an increase in expenses from third-partyiceproviders and stock-based compensation exp®feteting and sales expenses
increased year-over-year in absolute dollars aral@eycentage of net sales for the nine-month genmled September 30, 2007, primarily due
to increased search advertising and other promaltimosts of $2.9 million, offset by $1.8 million fimal costs related to our brand advertising
campaign that we incurred in the first quarter @@, and increased employee related expenses 6f@Band stock based compensation of
$253,000. The increase in search advertising eeasssprimarily due to increased OTC order volume ianteased advertising to drive new
customer orders. Marketing and sales dollars peraustomer remained consistent at $23 in the tpiater of 2007 compared to the third
quarter of 2006, but declined in the nine-monthqaeended September 30, 2007 to $23, from $24hisame period in 2006.
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Technology and Content Expenses

Three Months Ended Nine Months Ended
September 3C October 1, September 3C October 1,
2007 % Change 2006 2007 % Change 2006
($ in thousands) ($ in thousands)
Technology and content expen: $ 4,68( 15.%  $ 4,04¢ $ 13,87( 15.%  $11,99:
Percentage of net sal 4.4% 4.C% 4.2% 3.8%

Technology and content expenses consist primafihagroll and related expenses for personnel erdyagdeveloping, maintaining, and
making routine upgrades and enhancements to owitesbTechnology and content expenses also in¢hideet access and hosting charges,
depreciation on hardware and IT structures, wgsitand website content and design expenses.

The year-over-year increase in technology and abmbepenses both in absolute dollars and as amege of net sales for the three- and
nine-month periods ended September 30, 2007 respftmarily from increased depreciation expens$3#0,000 and $1.0 million,
respectively, related to acquisitions of computadivare and software enhancements to our IT iméretstre in 2006, and increased
maintenance costs related to acquired softwars,taold to a lesser extent, an increase in otheatipeal costs to support our growth in our IT
infrastructure.

General and Administrative Expenses

Three Months Ended Nine Months Ended
September 3C October 1, September 3C October 1,
2007 % Change 2006 2007 % Change 2006
($ in thousands) ($ in thousands)
General and administrative expen $ 4,761 32.7% $ 3,591 $ 14,63 22.%  $11,91(
Percentage of net sal 4.4% 3.6% 4.5% 3.9%

General and administrative expenses consist ofoflamd related expenses for executive and admétige personnel, corporate facility
expenses, professional service expenses, andgsheral corporate expenses.

The year-over-year increase in general and admatiige expenses both in absolute dollars and asa@eptage of net sales for the three-
and nine-month periods ended September 30, 200kedgrimarily from an increase in stock-based pensation of $438,000 and $1.7
million, respectively, as a result of increasedapgrants and related option fair values, warrésgsed in connection with certain advisory .
consulting agreements, as well as increased camg@kpenses related to improved operational efficies, and to a lesser extent, an increase
in employee related expenses of $49,000 and $49&0the three- and nine-month periods ended SdpeR0, 2007, respectively, compared
to the same periods ended October 1, 2006.

Amortization of Intangible Assets

Three Months Ended Nine Months Ended
September 3C October 1, September 3C October 1
2007 % Change 2006 2007 % Change 2006
($ in thousands) ($ in thousands)
Amortization of intangible asse $ 24C -54.8% $ 531 $ 99C -37.&% $ 1,597

Amortization of intangible assets includes the dimation expense associated with assets acquirednnection with our acquisitions of
CNS and Acumins, Inc., and assets acquired in aiimmewith our agreements with Rite Aid and GNCd ather intangible assets, including a
technology license agreement, domain names, addnvarks. In the third quarter of 2007, we acquice$456,000 certain trademarks and
intangibles associated with our new, private latgeluxe™ brand of natural, spa quality personal care praduct

The year-over-year decrease in amortization expfemgaree- and nine-month periods ended Septe@®e2007 resulted from certain
intangible assets being fully amortized in 2006 2047.

20



Table of Contents

Interest Income and Expense

Three Months Ended Nine Months Ended
September 3C October 1, September 3C October 1
2007 % Change 2006 2007 % Change 2006
($ in thousands) ($ in thousands)
Interest income, ne $ 45¢ 2.2% $ 44c¢ $ 1,26t -2.1% $ 1,292

Interest income consists of earnings on our caadh equivalents, and marketable securities, ardeisit expense consists primarily of
interest associated with capital lease and deligatibns. Net interest income increased slightlthia third quarter of 2007 compared to the
third quarter of 2006, and decreased year overfgedihe nine-month period ended September 30, 280% result of lower average invested
balances, partially offset by increases in averatggest rates.

Income Taxes

There was no provision or benefit for income taieeghe three- and nine-month periods ended SemeRl 2007 and October 1, 2006
due to our ongoing operating losses.

Off-Balance Sheet Transactions
We have not entered into any off-balance shees#@tions.

Liquidity and Capital Resources

We have incurred net losses of $759.5 million sinception. We may continue to incur net losseglernext year, and possibly longer.
From our inception through September 30, 2007, axetiinanced our operations primarily through thke ®f equity securities, including
common and preferred stock, yielding net cash mos®f $419.7 million.

Discussion of Cash Flows

The following table provides information regardiogr cash flows for the nine-month periods endedeeper 30, 2007 and October 1,
2006.

Nine Months Ended

September 3C October 1,
2007 $ Change 2006
(in thousands)
Cash provided by (used in) operating activi $ 7,03 $ 8,011 ($979)
Cash used in investing activiti ($11,95¢) ($5,45) ($6,500)
Cash provided by financing activiti $ 1,49 $ 811 $ 68C
Net decrease in cash and cash equiva ($3,43) $ 3,36¢ ($6,799

Net cash provided by operating activities for theeamonth period ended September 30, 2007 reféentst loss of $9.2 million offset
primarily by non-cash expenses related to depiieci@nd amortization of $8.5 million, and stock ésompensation expense of $7.1 million,
and to a lesser extent $623,000 in cash for opeyassets and liabilities. Net cash used in opryaictivities for the nine-month period ended
October 1, 2006 primarily reflects a net loss dd.&1million and the use of $3.7 million in cash égerating assets and liabilities, partially
offset by $12.8 million of non-cash activities. Tyear-over-year improvement in cash provided byrajiey activities was primarily driven by
a $4.4 million change related to operating acesiti$2.7 million increase in non-cash activitiegngrily stock based compensation expense
and depreciation, and a $0.9 million change inlos.

Net cash used in investing activities for the ninenth periods ended September 30, 2007 and Oc1ol2806 was primarily attributable
to the purchase of marketable securities and theisition of fixed assets and intangibles, offsgthe sales and maturities of marketable
securities. The year-over-year increase in net uasH in investing activities was primarily as suteof increased purchases of fixed assets anc
intangibles.

Net cash provided by financing activities for theeamonth periods ended September 30, 2007 and@cig 2006 was primarily
attributable to proceeds received from exercisesngfloyee stock options and purchases under oulogegstock purchase plan and
borrowings under our revolving bank line of cregaytially offset by the repayment of debt obligas.
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Until required for other purposes, our cash andh eaglivalents are maintained in deposit accounksginly liquid investments with
remaining maturities of 90 days or less at the tihpurchase. Our marketable securities, whichuishelcommercial paper, auction rate
securities, corporate notes, and government ba@mds;onsidered short-term as they are availatfieni current operations.

Liquidity Sources, Requirements and Contractual ®aRequirements and Commitments

Our principal sources of liquidity are our caststtaquivalents, and marketable securities. Hisatlyicour principal liquidity
requirements have been to meet our working capitdlcapital expenditure needs.

Our primary source of cash is sales made throughvebsites, for which we collect cash from creditccsettlements or insurance
reimbursements. Our primary uses of cash are pseshaf inventory, salaries, marketing expensespaathead and fixed costs. Any
projections of our future cash needs and cash flEowsubject to substantial uncertainty for thsoea discussed in the sections entitlé&isk
Factors” in Part Il, Item 1A of this quarterly report afart I, Item 1A of our annual report on Form 10eK the year ended December 31,
2006.

In April 2007, we entered into an amended and tedtan and security agreement with our existiaigkb This agreement includes a
revolving line of credit allowing for borrowings of to $10.0 million, which accrue interest at phene rate. The revolving line of credit
matures in March 2008. The agreement allows foctrversion of up to $2.5 million of the outstargilmalance into a term loan within 60 d
of maturity. For the nine months ended Septembg2B07, borrowings under the existing line of crédtialed $1.3 million, of which $1.0
million was converted into a term loan in April Z08nd $300,000 remains outstanding as of SepteBh&@007. The term loan totaled $1.5
million at September 30, 2007 and accrues intextetste prime rate plus 0.50% (8.25% at Septembe?@W7) and matures in March 2010.

As of September 30, 2007, we did not have any éutoaterial non-cancelable commitments to purchasdgjor services.

We believe that our cash and marketable secudtigsand plus our sources of cash will be sufficterfund our operations and
anticipated capital expenditures. However, anyqmtipns about our future cash needs and cash #ioevsubject to substantial uncertainty. /
result, we may need to raise additional moniesital four operating activities or for strategic flakty (if, for example, we decide to pursue
business or technology acquisitions) or if our exatons regarding our operations and anticipaggital expenditures change. We have
assessed in the past, and will continue to assppsytunities for raising additional funds by sadliequity, equity-related or debt securities,
obtaining additional credit facilities, or obtaigiother means of financing for strategic reasorts @urther strengthen our financial position.
We cannot be certain that additional financing Wwélavailable to us on acceptable terms when redjuar at all. Furthermore, if we were to
raise additional funds through the issuance ofrétes; such securities may have rights, preferengeprivileges senior to those of the right
our common stock and our stockholders may expegiedditional dilution.

Management Outlook

For the fourth quarter of fiscal year 2007, wetargeting net sales in the range of $120.0 miltm$125.0 million and a net loss of $0.5
million to net income of $0.5 million.

ltem 3. Quantitative and Qualitative Disclosures about MakRisk

We have assessed our vulnerability to certain ntaisles, including interest rate risk associatethwiarketable securities, accounts
receivable, accounts payable, capital lease omiggtbank line of credit, and cash and cash etprit® Due to the short-term nature of these
investments and our investment policies and praesjuve have determined that the risk associatédimierest rate fluctuations related to
these financial instruments is not material to us.

We have interest rate exposure arising from owarfaing facilities, which have variable rates. Themsgable interest rates are affected by
changes in short-term interest rates. We managatmrest rate exposure by maintaining a consesmatebt-toequity ratio. We believe that t
effect, if any, of reasonably possible néamm changes in interest rates on our financiaitipos results of operations, and cash flows wilt be
material. Our financing facilities expose our natrengs to changes in short-term interest rateauserinterest rates on the underlying
obligations are variable. Borrowings outstandindenthe variable interest-bearing financing faieifittotaled $1.5 million at September 30,
2007, and the highest interest rate attributabtbitooutstanding balance was 8.25% at Septemhe&C8F. A change in net earnings resulting
from a hypothetical 10% increase or decrease erést rates would not be material.
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We have investment risk exposure arising from ouestments in marketable securities. As of Septe®®e2007, we had $28.0 million
of securities classified as “marketable securitigée regularly review the carrying value of our inwesnts and identify and record losses w
events and circumstances indicate that declingseifiair value of such assets below our accouriagis are other-than-temporary.

Iltem 4. Controls and Procedure

We have performed an evaluation under the supervisnd with the participation of our managemerdiuiding our chief executive
officer, chief financial officer, and chief accoant of the effectiveness of our disclosure contanid procedures (as defined in Rules 13a-15(e)
and 15d-15(e) under the Securities Exchange AtB8#l, as amended, or the Exchange Act). Basedabretaluation, our management,
including our chief executive officer, chief findatofficer, and chief accountant concluded thatphSeptember 30, 2007, our disclosure
controls and procedures were effective in ensutiagjall material information required to be disad in reports filed or submitted by us under
the Exchange Act is made known to them in a tinfizpion.

During the quarter ended September 30, 2007, there no changes in our internal controls over famgreporting that have materially
affected, or are reasonably likely to materiallieaf, our internal controls over financial repogtin
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PART Il—OTHER INFORMATION

Item 1. Legal Proceeding:

See Note 7 of our consolidated financial statemér@®mmitments and Contingencies—Legal Proceedinigsluded in Part I, Item 1 «
this quarterly report, for a discussion of the matdegal proceedings to which we are a party.

Item 1A. Risk Factors

The risk factor disclosure included under Item ¥Awr annual report on Form 10-K for the fiscal yead December 31, 2006, filed with
the Securities and Exchange Commission on MarcR0®/ (the “Form 10-K") has not materially changeler than as set forth below.

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

We have incurred net losses of $759.5 million thfo&eptember 30, 2007. To date, we have not bepoofieable, and we may never
achieve profitability. We may continue to incur tetses for the next year, and possibly longera Assult, our stock price may decline and
investors may lose all or a part of their investtierour common stock.

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

Item 2. Unregistered Sales of Equity Securities and UseéPobceeds

On July 19, 2007, we issued to certain consultaritdly vested warrant to purchase 50,000 sharesio€ommon stock at $2.53 per
share, expiring in July 2017, in conjunction witle tperformance of services under a consulting aggae The issuance of this warrant was
exempt from registration under the Securities Ac983, as amended, as a private offering undetid®e4(2) of the Securities Act.

Item 3. Defaults Upon Senior Securitie:
None.

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

Iltem 5. Other Information.
None.
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Item 6. Exhibits
Exhibit
No. Exhibit Description
3.1 Amended and Restated Certificate of Incorporatiodrogstore.com, inc. (incorporated by referencEshibit 3.2 to drugstore.col
inc.’s registration statement on Fori-1 filed February 9, 2000 (Registration No. -96441)).
3.1a Certificate of Designation of Series 1 Preferredc&tof drugstore.com, inc. (incorporated by refegeto Exhibit 3.1a to
drugstore.com, in’s quarterly report on Form -Q for the Quarter Ended July 2, 2000 (SEC File 00£-26137)).
3.2 Amended and Restated Bylaws of drugstore.comdiaied January 7, 2005 (incorporated by referené&siibit 3.2 to
drugstore.com in’s annual report on Form -K for the Fiscal Year Ended January 1, 2006 (SHE Wo. 00(-26137)).
4.1 Form of Warrant issued July 19, 201
31.1 Certification of Dawn G. Lepore, President, ChigkEutive Officer and Chairman of the Board of dtogs.com, inc., pursuant
Section 302 of the Sarbal-Oxley Act of 2002
31.2 Certification of Eleuthére I. du Pont, Senior VResident of Operations and Chief Financial Offiaedrugstore.com, inc
pursuant to Section 302 of the Sarbi-Oxley Act of 2002
32.1 Certification of Dawn G. Lepore, President, ChigkEutive Officer and Chairman of the Board of ditogs.com, inc., pursuant to
18 U.S.C. Section 1350, as adopted pursuant tadBe2®6 of the Sarban-Oxley Act of 2002
32.2 Certification of Eleuthére 1. du Pont, Senior Vieeesident of Operations and Chief Financial Officledrugstore.com, inc.,

pursuant to 18 U.S.C. Section 1350, as adoptedipnt$o Section 906 of the Sarbe-Oxley Act of 2002
25
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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

the undersigned thereunto duly authorized.

Date: November 7, 2007
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DRUGSTORE.COM, INC.
(Registrant,

By: /s/ Eleuthére I. du Pol
Eleuthére I. du Por
Senior Vice President of Operations and Chief
Financial Officer




Exhibit 4.1

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

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

EFFECTIVE DATE: July 19, 2007

EXPIRATION DATE: July 19, 2017

This certifies that or its transferees or assigns (each individualtig,‘tHolder ") for the agreed upon value $2.53and for other
good and valuable consideration, the receipt afficgncy of which is hereby acknowledged, shalldrgitled to purchase froDRUGSTORE .
com INC ., aDelawarecorporation (the ‘Company”), having its principal place of business4dtl 108" Ave NE, Suite 1400, Bellevue, WA
98004, a maximum of fully paid and nonassessable shares of the Comp&ugrmmon Stock (Common StocK) for cash at a price
equal to$2.53per share (the Exercise Pric€’) at any time, or from time to time, up to andlinting 5:00 p.m. Pacific time on the Expiration
Date, upon the surrender to the Company at itciéh place of business (or at such other loca®the Company may advise the Holder in
writing) of this Warrant properly endorsed, a Farh&ubscription in substantially the form attacedeto duly filled in and signed and, as
applicable, upon payment in cash or by check obtigregate Exercise Price for the number of sHareghich this Warrant is being exercised
determined in accordance with the provisions hermmothe surrender of the right to acquire the nemndd shares of Common Stock determined
in accordance with Section 1.2. The Exercise Raimktthe number of shares of Common Stock purchasedeunder are subject to adjustment
as provided in Section 3 of this Warrant.

The Warrant is being issued pursuant to the Agre¢imetween the Company and the Holder dated dsred 19, 2001the “Purchase
Agreement”). The Holder of this Warrant is subjectertain restrictions, and entitled to certaghts as set forth in the Purchase Agreement.
This Warrant is referred to as the “Warrant” in fherchase Agreement.

This Warrant is subject to the following terms axwditions:

1. EXERCISE ; | SSUANCE OFC ERTIFICATES ; P AYMENT FOR SHARES .

1.1 General.This Warrant is exercisable at the option of thiglioof record hereof at any time or from timetitoe, up to the
Expiration Date for all or any part of the sharé€ommon Stock (but not for a fraction of a shave)ich may be purchased hereunder.
This Warrant may be exercised by the holder of ietb@reof by tendering to the Company at its ppatoffice a completed notice of
exercise in the form attached heretExhibit A (the



“ Notice of Exercis€). The Company agrees that the shares of Commack$turchased under this Warrant shall be and eeendd to

be issued to the Holder hereof as the record owhsuch shares as of the close of business ordtieeoth which this Warrant, properly
endorsed, and appropriate payment for such shhafishave each been delivered to the Company gtiitsipal place of business.
Certificates for the shares of Common Stock solmsed, together with any other securities or ptggerwhich the Holder is entitled
upon such exercise, shall be delivered to the Hdiglehe Company at the Company’s expense withigaaonable time after the rights
represented by this Warrant have been so exer@sedn any event, within ten (10) business daysuch exercise. In case of a purchase
of less than all the shares which may be purchasddr this Warrant, the Company shall cancel thisféht and execute and deliver a
new Warrant or Warrants of like tenor for the bakof the shares purchasable under the Warramralered upon such purchase to the
Holder hereof within a reasonable time. Each stmkificate so delivered shall be in such denonndmatof Common Stock as may be
requested by the Holder hereof and shall be regidte the name designated by such Holder.

1.2 Net Issue ExerciseHolder agrees that it cannot “net issue exerdisis’"Warrant in accordance with the provisionshig
section, except in connection with or following@rganic Change (as defined in Section 3.3 belowjwihstanding any provisions
herein to the contrary, if the fair market valueook share of the Company’s Common Stock is gréfagerthe Exercise Price (at the date
of calculation as set forth below), in lieu of esising this Warrant for cash, the Holder may efetilet Issue Exercisgiursuant to whic
it will receive shares equal to the value (as aeteed below) of this Warrant (or the portion thdreeing exercised) by surrender of this
Warrant at the principal office of the Company tibge with the properly endorsed Form of Subscripiad notice of such election in
which event the Company shall issue to the Holdauraber of shares of Common Stock computed usiadalfowing formula:

X= Y (A-B)
A

Where X = the number of shares of Common Stocletssued to the Holder

Y =the number of shares of Common Stock purchasabdler the Warrant or, if only a portion of thervdat is being exercised,
the portion of the Warrant being exercised (atdate of such exercise)

A = the fair market value of one share of the ConyymCommon Stock
B = Exercise Price (as adjusted to the date of suelcise).

For purposes of the above calculation, the fairketavalue of one share of Common Stock shall berdehed by the Company’s Board of
Directors in good faith, as of the date of exercifthe Warrant; provided, however, that whereghisra public market for the Company’s
Common Stock, the fair market value per share $feathe average of the closing prices of the Colyipadommon Stock quoted on the
Nasdaq National Market (or similar system) or oy exchange on which the Common Stock is listedcivver is applicable, over the five |
trading day period commencing on the trading dapédiately following the day on which the Warraneigercised.
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2. SHARES TO BE F ULLY P AID ; R ESERVATION OF SHARES . The Company covenants and agrees that all shaf@smmon Stock which
may be issued upon the exercise of the rights septed by this Warrant will, upon issuance, be dulthorized, validly issued, fully paid and
nonassessable and free from all preemptive rigrasy shareholder and free of all taxes, liens@ratges with respect to the issue thereof.
Company further covenants and agrees that, dunmgéeriod within which the rights represented by Warrant may be exercised, the
Company will at all times have authorized and resey for the purpose of issue or transfer uponasenf the subscription rights evidencec
this Warrant, a sufficient number of shares of atited but unissued Common Stock, or other seesrénd property, when and as required to
provide for the exercise of the rights represeigthis Warrant. The Company will take all suchi@tias may be reasonably necessary to
assure that such shares of Common Stock may bedissuprovided herein without violation of any dgadble law or regulation, or of any
requirements of any domestic securities exchange upich the Common Stock may be listed; providenyever, that the Company shall not
be required to effect a registration under Fedar&8tate securities laws with respect to such éserdhe Company will not take any action
which would result in any adjustment of the Exezdisice (as set forth in Section 3 hereof) if tht@altnumber of shares of Common Stock
issuable (i) upon exercise of the Warrant wouldeexic10% of the total number of shares of CommonkStatstanding on the Effective Date
or (ii) after such action upon exercise of all tansling warrants, together with all shares of Comi&tock then outstanding and all shares of
Common Stock then issuable upon exercise of alboptand upon the conversion of all convertibleusities and other equity purchase rights
then outstanding, would exceed the total numbehafes of Common Stock then authorized by the Caogip@rticles/Certificate of
Incorporation (the “Company Charter”).

3. A DJUSTMENT OF E XERCISE P RICE AND N UMBER OF SHARES . The Exercise Price and the number of shares puablespon the
exercise of this Warrant shall be subject to adjesit from time to time upon the occurrence of ¢ertaents described in Sections 3.1 and 3.2
below. Upon each adjustment of the Exercise PtieeHolder of this Warrant shall thereafter betdito purchase, at the Exercise Price
resulting from such adjustment, the number of shal#ained by multiplying the Exercise Price ireeffimmediately prior to such adjustment
by the number of shares purchasable pursuant hiematediately prior to such adjustment, and dividihg product thereof by the Exercise
Price resulting from such adjustment.

3.1 Subdivision or Combination of Stock In case the Company shall at any time subdiugleutstanding shares of Common
Stock into a greater number of shares, the ExeRuige in effect immediately prior to such subdimisshall be proportionately reduced,
and conversely, in case the outstanding shareswin@@n Stock of the Company shall be combined irgamaller number of shares (by
reverse stock split or otherwise), the Exercisedrin effect immediately prior to such combinatsivall be proportionately increased.

3.



3.2 Dividends in Common Stock, Other Stock, Propeyt Reclassification. If at any time or from time to time the Holdeffs o
Common Stock (or any shares of stock or other #&siat the time receivable upon the exercisdisf\Warrant) shall have received or
become entitled to receive, without payment therefo

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

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

(c) Common Stock or additional stock or other secugitieproperty (including cash) by way of spinofilisup,
reclassification, combination of shares or simdarporate rearrangement, (other than shares of @on8tock issued as a stock
split or adjustments in respect of which shall besred by the terms of Section 3.1 above),

then, and in each such case, the Holder heredf spain the exercise of this Warrant, be entitledetceive, in addition to the number of shares
of Common Stock receivable thereupon, and withaybpent of any additional consideration therefog, &imount of stock and other securities
and property (including cash in the cases refetiwead clauses (b) and (c) above) (collectivel\pther Property’) which such Holder would

hold on the date of such exercise had he beendlderhof record of such Common Stock as of the daterhich holders of Common Stock
received or became entitled to receive such Othmpd?ty. Notwithstanding the foregoing, the Comparay, in lieu of delivering such Other
Property to the Holder, adjust the Exercise Pricd® Warrant or the number of shares of CommoglSto be delivered upon exercise of the
Warrant as the Board of Directors, in its reasoa@ldigment, deems appropriate and equitable, ierdaodtake into account the value of such
Other Property.

3.3 Reorganization, Consolidation, Merger or Salelf any recapitalization or reorganization of ttepital stock of the Company
other than pursuant to Section 3.2(c) above, orcamgolidation or merger of the Company with anotteeporation, or the sale of all or
substantially all of its assets shall be effecteduch a way that holders of Common Stock shadiriled to receive stock, securities, or
other assets or property as consideration for Botiters’ shares of Common Stock (a@®rganic Change’), then, as a condition of such
Organic Change, lawful and adequate provisiond bleainade by the Company whereby the Holder heslealf thereafter have the right
to purchase and receive (in lieu of the shareh@flommon Stock of the Company immediately theoetopurchasable and receivable
upon the exercise of the rights represented bywssant) such shares of stock, securities or aiksets or property as may be issued or
payable with respect to or in exchange for a numbeutstanding shares of such Common Stock equakt number of shares of such
stock immediately theretofore purchasable and vabée upon the exercise of the rights represengatib Warrant. In the event of any
Organic Change, appropriate provision shall be nigdde Company with respect to the rights andréstis of the Holder of this Warrant
to the end that the provisions hereof (includinghwut limitation, provisions for adjustments oktkxercise Price and of the number of
shares purchasable and receivable upon the exefdisis Warrant) shall thereafter be applicahterglation to any shares of stock,
securities or assets thereafter deliverable upemxercise hereof. Prior to the consummation ofsarth consolidation, merger or sale,
successor entity (if other than the Company) rasyfrom such consolidation or the corporation pasing such assets shall assume by
written instrument reasonably



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

3.4 Certain Events.If any change in the outstanding Common Stock ef@ompany or any other event occurs as to whiclottie
provisions of this Section 3 are not strictly apgable or if strictly applicable would not fairlygtect the purchase rights of the Holder of
the Warrant in accordance with such provisions the Board of Directors of the Company shall makedjustment in the number and
class of shares available under the Warrant, tleedise Price or the application of such provisi@usas to protect such purchase righ
aforesaid. The adjustment shall be such as wit ¢fie Holder of the Warrant upon exercise for aes aggregate Exercise Price the
number, class and kind of shares as the Holderdumate owned had the Warrant been exercised pritvetevent and had the Holder
continued to hold such shares until after the ewemtiring adjustment.

3.5 Notices of Change.

(a) Immediately upon any adjustment in the number as<bf shares subject to this Warrant and/or oEdtezcise Price, the
Company shall give written notice thereof to thddéo, setting forth in reasonable detail and cgirtd the calculation of such
adjustment.

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

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

4.1 ssUeT Ax . The issuance of certificates for shares of CommntookSupon the exercise of the Warrant shall be nvatteout charge to
the Holder of the Warrant for any issue tax (othan any applicable income taxes) in respect tligpeovided, however, that the Company
shall not be required to pay any tax which may &gaple in respect of any transfer involved in gmiance and delivery of any certificate in a
name other than that of the then Holder of the Wfdrbeing exercised.

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

6. NoV OTING OR D IVIDEND R IGHTS ; L IMITATION OF L IABILITY . Nothing contained in this Warrant shall be constras conferring
upon the Holder hereof the right to vote or to @mr to receive notice as a shareholder of theg2my or any other matters or any rights
whatsoever as a shareholder of the Company. Ndetids or interest shall be payable or accruedsipee of this Warrant or the interest
represented hereby or the shares purchasable keraumtil, and only to the extent that, this Watrstmall have been exercised.

5.



No provisions hereof, in the absence of affirmatedon by the holder to purchase shares of Com&tock, and no mere enumeration hel
of the rights or privileges of the holder heredfal give rise to any liability of such Holder ftive Exercise Price or as a shareholder of the
Company, whether such liability is asserted byGoenpany or by its creditors.

7. W ARRANTS T RANSFERABLE . Subject to compliance with applicable federal atatiessecurities laws and the provisions of Sectio(t)
below, this Warrant and all rights hereunder amadferable, in whole or in part, without chargéhte holder hereof (except for transfer taxes),
upon surrender of this Warrant properly endorsedhBaker and holder of this Warrant, by takinpalding the same, consents and agrees
this Warrant, when endorsed in blank, shall be ggkenegotiable, and that the holder hereof, whenWhrrant shall have been so endorsed,
may be treated by the Company, at the Companyismmmnd all other persons dealing with this Watremthe absolute owner hereof for any
purpose and as the person entitled to exerciseghts represented by this Warrant, or to the fearisereof on the books of the Company any
notice to the contrary notwithstanding; but untitk transfer on such books, the Company may theatetgistered owner hereof as the owner
for all purposes.

8. RiGHTS AND O BLIGATIONS S URVIVE E XERCISE OF W ARRANT . The rights and obligations of the Company, of thiér of this
Warrant and of the holder of shares of Common Sissiked upon exercise of this Warrant, shall sertihe exercise of this Warrant.

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

(a) Articles and Bylaws. The Company has made available to Holder truspdete and correct copies of the Company
Charter and Bylaws, as amended, through the datehe

(b) Due Authority . The execution and delivery by the Company of Yarrant and the performance of all obligationshef
Company hereunder, including the issuance to Halfldre right to acquire the shares of Common Stbeke been duly authoriz
by all necessary corporate action on the part@fQbmpany, and the Warrant is not inconsistent thighCompany Charter or
Bylaws and constitutes a legal, valid and bindiggeament of the Company, enforceable in accordaitbeits terms.

(c) Consents and Approvals No consent or approval of, giving of notice tegistration with, or taking of any other action in
respect of any state, federal or other governmeiidlority or agency is required with respect ®eecution, delivery and
performance by the Company of its obligations unitler Warrant, except for any filing required bypépable federal and state
securities laws, which filing will be effective lilge time required thereby.

(d) Issued SecuritiesAll issued and outstanding shares of capital stddcke Company have been duly authorized and we
issued and are fully paid and nonassessable. Adtamding shares of capital stock were issuedlicéumpliance with all federal
and state securities laws.



(e) Exempt Transaction.Subject to the accuracy of the Holders represemtsiin Section 10 hereof, the issuance of the
Common Stock upon exercise of this Warrant willstdote a transaction exempt from (i) the regigtratequirements of Section 5
of the Securities Act of 1933, as amended (th®33 Act”), in reliance upon Section 4(2) thereof, andtig qualification
requirements of the applicable state securities law

(f Compliance with Rule 144. At the written request of the Holder, who proposesell Common Stock issuable upon the
exercise of the Warrant in compliance with Rule pddmulgated by the Securities and Exchange Conmwnisthe Company shall
furnish to the Holder, within thirty (30) days afreceipt of such request, a written statementiooirig the Company’s compliance
with the filing requirements of the Securities d&hdthange Commission as set forth in such Ruleyets Rule may be amended
from time to time.

10. REPRESENTATIONS AND C OVENANTS OF THE H OLDER .

This Warrant has been entered into by the Compangliance upon the following representations ameeoants of the Holder:

(a) Investment Purpose The Warrant and the Common Stock issuable upercise of the Warrant will be acquired for
investment and not with a view to the sale or thistion of any part thereof, and the Holder hagpresent intention of selling or
engaging in any public distribution of the sameeptgursuant to a registration or exemption pursteathe 1933 Act.

(b) Private Issue. The Holder understands (i) that the Warrant fied@ommon Stock issuable upon exercise of this &darr
is not registered under the 1933 Act or qualifieder applicable state securities laws on the grabatthe issuance contemplated
by this Warrant will be exempt from the registratiand qualifications requirements thereof pursta@ection 4(2) of the 1933 Act
and any applicable state securities laws, andh@) the Company'’s reliance on such exemptionédipated on the representations
set forth in this Section 10.

(c) Disposition or Transfer of Holders Rights. In no event will the Holder make a disposition @f otherwise transfer, the
Warrant or the Common Stock issuable upon exeofilee Warrant unless and until (i) it shall hawified the Company of the
proposed disposition, and (i) if requested by @mnpany, it shall have furnished the Company witlopinion of counsel (which
counsel may either be inside or outside counstilad-older) satisfactory to the Company and itsnselto the effect that
(A) appropriate action necessary for compliancéwie 1933 Act has been taken, or (B) an exemtan the registration
requirements of the 1933 Act is available. Notwitingling the foregoing, the restrictions imposedruthe transferability of any of
its rights to acquire Common Stock or Common Steslkable on the exercise of such rights do notyajepiransfers from the
beneficial owner of any of the aforementioned sidiesrto its nominee or from such nominee to itsdfieial owner, and shall
terminate as to any particular share of CommonkStdten (1) such security shall have been effectivegistered under the 1933
Act and sold by the holder thereof in accordandé wsiich registration or (2) such security shallehbgen sold without registration
in compliance with Rule 144 under the 1933 Act(3)ra letter shall have been issued to the Holtli#s aequest by
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the staff of the Securities and Exchange Commissianruling shall have been issued to the Holtiés aequest by such
Commission stating that no action shall be reconttedrby such staff or taken by such Commissionhasase may be, if such
security is transferred without registration unther 1933 Act in accordance with the conditionsfegth in such letter or ruling and
such letter or ruling specifies that no subsequesttictions on transfer are required. Whenevergltrictions imposed hereunder
shall terminate, as hereinabove provided, the Hald@older of a share of Common Stock then outBtanas to which such
restrictions have terminated shall be entitleceteive from the Company, without expense to sudtkeinpone or more new
certificates for the Warrant or for such share€ofmmon Stock not bearing any restrictive legend.

(d) Financial Risk . The Holder has such knowledge and experienceaméial and business matters as to be capable of
evaluating the merits and risks of its investmant] has the ability to bear the economic riskssoiivestment.

(e) Risk of No Registration. The Holder understands that if the Company doéseyister with the Securities and Exchange
Commission pursuant to Section 12 of the 1933 dxctile reports pursuant to Section 15(d), of tleBities Exchange Act of 19.
(the “1934 Act”), or if a registration statement covering thewgétes under the 1933 Act is not in effect whedesires to sell
(i) the Warrant, or (i) the Common Stock issualgb®n exercise of the Warrant, it may be requirelddid such securities for an
indefinite period. The Holder also understands #mt sale of the Warrant or the Common Stock idsuaton exercise of the
Warrant which might be made by it in reliance upane 144 under the 1933 Act may be made only im@ance with the terms
and conditions of that Rule.

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

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

12. NorTices . Any notice, request or other document requiredesmitted to be given or delivered to the holdeebéor the Company
shall be delivered or shall be sent by an estaddisivernight service provider (e.g., Federal Exg)rew registered or certified mail, postage
prepaid, to each such holder at its address asrsbhowhe books of the Company or to the Compatlyeatddress indicated therefor in the first
paragraph of this Warrant or such other addregdtlasr may from time to time provide to the otheratcordance with this Section.

13. BINDING E FFECT ON S uccessors. This Warrant shall be binding upon any corporatanceeding the Company by merger,
consolidation or acquisition of all or substantiall of the Company’s assets. All of the obligagaf the Company relating to the Common
Stock issuable upon the exercise of this Warraail shrvive the exercise and termination of thisri&at. All of the covenants and agreements
of the Company shall inure to the benefit of thecessors and assigns of the holder hereof.

14. DescrIPTIVE H EADINGS AND G OVERNING L Aw . The description headings of the several sectiodgpanagraphs of this Warrant are
inserted for convenience only and do not constitupart of this Warrant. This Warrant shall be ¢aresd and enforced in accordance with, and
the rights of the parties shall be governed byahes of theState of Washingtomithout giving effect to principles of conflicts tdws.

8.



15. L osTW ARRANTS . The Company represents and warrants to the Hoketeohthat upon receipt of evidence reasonablgfsatory tc
the Company of the loss, theft, destruction, orilatiin of this Warrant and, in the case of anytslass, theft or destruction, upon receipt of an
indemnity reasonably satisfactory to the Companyn ¢the case of any such mutilation upon surreaher cancellation of such Warrant, the
Company, at its expense, will make and deliverva Warrant, of like tenor, in lieu of the lost, sal destroyed or mutilated Warrant.

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

9.



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

ATTEST:

Secretary

ACCEPTED AND AGREED:

By:

Name:

Title:

DRUGSTORE . COM INC .
aDelawarecorporatior

By:

Name: Dawn G. Lepor
Title: Chief Executive Office



EXHIBIT A
NOTICE OF EXERCISE
Date: , 200

drugstore.com inc.
411 108" Ave NE, Suite 1400
Bellevue, WA 98004

Attn: President

Ladies and Gentlemen:
O The undersigned hereby elects to exercise the mtassued to it by drugstore.com inc. (* Company”) and dated

(the “Warrant™) and to purchase thereunder shares of the Common Stock of the Coynm
“ Shares”) at a purchase price of Dollars ($ ) per Shraae@ aggregate
purchase price of Dollars ($ ) (theExercise Price’). Pursuant to the terms of the

Warrant the undersigned has delivered the ExeRiige herewith in full in cash or by certified chear wire transfer

O The undersigned hereby elects to convert percent ( %) of the value of tlaerét into shares of Comm
Stock, pursuant to the net exercise provisionsectiSn 1.2 of the Warran

The undersigned represents that is acquiring theran Stock for its own account, to hold for invesit) and the undersigned will not make
any sale, transfer or other disposition of the Camr8tock in violation of the Securities Act of 19338 amended (the “Securities Act”), or in
violation of any applicable state securities law.

The undersigned has been advised that the Comnock Bas not been registered under the SecuritiesrAgtate securities laws on the ground
that this transaction is exempt from registratemg that reliance by the Company on such exempisopiedicated in part on the undersigned’s
representations set forth in this Notice of Exercis

The undersigned has been informed that under tberfies Act, the Common Stock must be held indedin unless it is subsequently
registered under the Act or unless an exemptiom sach registration is available with respect tp proposed transfer or disposition by the
undersigned of the Common Sto



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

Name:

Address;
Very truly yours,
By:
Title:




Exhibit 31.1
CERTIFICATIONS

I, Dawn G. Lepore, certify that:

1.
2.

| have reviewed this quarterly report on Forn-Q of the registrant, drugstore.com, ir

Based on my knowledge, this report does notaiomny untrue statement of a material fact or améttate a material fact necessary to
make the statements made, in light of the circunt&ts . under which such statements were made, nk#adisg with respect to the period
covered by this repor

Based on my knowledge, the financial statements$ aéimer financial information included in this repdairly present in all materi
respects the financial condition, results of operst and cash flows of the registrant as of, amgdtf@ periods presented in this rep

The registrar's other certifying officer and | are responsibledetablishing and maintaining disclosure contamid procedures (i
defined in Exchange Act Rules 13a-15(e) and 15&))}%(nd internal control over financial reportirg @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 procedotes designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhtibsidiaries, is made known to us
by others within those entities, particularly dgyithe period in which this report is being prepa

b) Designed such internal control over financial réjpgr; or caused such internal control over finahetporting to be designed unc
our supervision, to provide reasonable assurargadang the reliability of financial reporting atite preparation of financial
statements for external purposes in accordancegeitierally accepted accounting princip

c) Evaluated the effectiveness of the regis’s disclosure controls and procedures and presémtlis report our conclusions abc
the effectiveness of the disclosure controls andguiures, as of the end of the period coveredibyeport based on such
evaluation; ant

d) Disclosed in this report any change in the tegit’s internal control over financial reportifgat occurred during the registrant’s
most recent fiscal quarter that has materiallycéfe, or is reasonably likely to materially affette registrans internal control ove
financial reporting; an

The registrar's other certifying officer and | have disclosedsdrhon our most recent evaluation of internal @mver financia
reporting, to the registre’s auditors and the audit committee of the regi¢’'s board of directors

a) All significant deficiencies and material weaknessethe design or operation of internal contraéiofinancial reporting which a
reasonably likely to adversely affect the regig’s ability to record, process, summarize and refpmahcial information; ant

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

November 7, 200

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




Exhibit 31.2
CERTIFICATIONS

[, Eleuthére I. du Pont, certify that:

1.
2.

| have reviewed this quarterly report on Forn-Q of the registrant, drugstore.com, ir

Based on my knowledge, this report does notaiomny untrue statement of a material fact or améttate a material fact necessary to
make the statements made, in light of the circunt&ts . under which such statements were made, nk#adisg with respect to the period
covered by this repor

Based on my knowledge, the financial statements$ aéimer financial information included in this repdairly present in all materi
respects the financial condition, results of operst and cash flows of the registrant as of, amgdtf@ periods presented in this rep

The registrar's other certifying officer and | are responsibledetablishing and maintaining disclosure contamid procedures (i
defined in Exchange Act Rules 13a-15(e) and 15&))}%(nd internal control over financial reportirg @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 procedotes designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhtibsidiaries, is made known to us
by others within those entities, particularly dgyithe period in which this report is being prepa

b) Designed such internal control over financial réjpgr; or caused such internal control over finahetporting to be designed unc
our supervision, to provide reasonable assurargadang the reliability of financial reporting atite preparation of financial
statements for external purposes in accordancegeitierally accepted accounting princip

c) Evaluated the effectiveness of the regis’s disclosure controls and procedures and presémtlis report our conclusions abc
the effectiveness of the disclosure controls andguiures, as of the end of the period coveredibyeport based on such
evaluation; ant

d) Disclosed in this report any change in the tegit’s internal control over financial reportifgat occurred during the registrant’s
most recent fiscal quarter that has materiallycéfe, or is reasonably likely to materially affette registrans internal control ove
financial reporting; an

The registrar's other certifying officer and | have disclosedsdrhon our most recent evaluation of internal @mver financia
reporting, to the registre’s auditors and the audit committee of the regi¢’'s board of directors

a) All significant deficiencies and material weaknessethe design or operation of internal contraéiofinancial reporting which a
reasonably likely to adversely affect the regig’s ability to record, process, summarize and refpmahcial information; ant

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

November 7, 200

/s/ Eleuthere I. du Pol

Sr. Vice President of Operations and Chief Findncia
Officer




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 endirgp&mber 30, 2007, as filed with
the Securities and Exchange Commission on thehdatof (the “Report”), |, Dawn G. Lepore, Presidehief Executive Officer and
Chairman of the Board of the Company, certify, parg to 18 U.S.C. § 1350, as adopted pursuant@6 §9the Sarbanes-Oxley Act of 2002,
that:

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

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

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

November 7, 200

A signed original of this written statement reqdif®y Section 906 has been provided to drugstore.ommand 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 endirgp&mber 30, 2007, as filed with
the Securities and Exchange Commission on thetdatof (the “Report”), I, Eleuthére I. du Pont, @ice President of Operations and Chief
Financial Officer, of the Company, certify, pursugm18 U.S.C. § 1350, as adopted pursuant to 89@ite Sarbanes-Oxley Act of 2002, that:

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

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

Eleuthére I. du Por

Sr. Vice President of Operations and Chief Findncia
Officer

November 7, 200

A signed original of this written statement reqditgy 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



