P

R

|
\
02052983

P
|

|

)

DRUGMAX, INC. ANNUAL REPORT

PROCESSED

SEP 05 2002

THOMSON
FINANCIAL

Building and Maintaining Mutually Beneficial Relationships




) -
[ T

W CA T

[ oadir
o -

i e en s aet ek rops e

<

M i
L SCLESLCh

R R Y v Y

--u‘d::
v

& ¢/

=

e
<




CORPORATE

DrugMax, Inc. (Nasdaq: DMAX)
is a full-line, wholesale distributor of
pharmaceuticals, over-the-counter
products, health and beauty care
aids, and nutritional supplements.

Headquartered in Largo, Fla,,
DrugMax serves the nation’s
independent and small regional
chain pharmacies, institutions, and
alternate care facilities through its
distribution centers in Pennsylvania,
Ohio, and Louisiana.

DrugMax maintains an inventory in
excess of 20,000 SKU's from over
500 pharmaceutical manufacturers

and companies. DrugMax has -

licenses to ship to all 50 states and
Puerto Rico.

At DrugMax and our subsidiaries,
our mission statement dictates that
you are our top priority every
single day. .

MISSION
Statement

Profile

As a full-line wholesaler, it is our mission to build
and maintain mutually beneficial relationships
with our customers, stockholders, employees,
and community.

HONORING OUR
Mission

Customers....
By providing the highest quality products
and services available at affordable prices.

Stockholders....

By maximizing the value of their investments.

Employees....

By investing in careers and maximizing potential.

Community....
By upholding good corporate citizenship.
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revenues grew 52.7%
earnings per share, $.29
gross profit increased 36.4%

net income, $2 million

William L. LaGamba Jugal K. Taneja Ronald J. Patrick
Chief Operating Officer, Chairman, Chief Executive Chief Financial Officer,
President, & Director Officer, & Director Treasurer, & Director




This has been a year of milestones for DrugMax, Inc. Our growth rate has been remarkable and along
the way, we’ve produced record-setting results in EPS, revenues, gross profit, and net income. In 2002
we continued our commitment to bridging the gaps between manufacturer, retail pharmacy,
and consumer. ==

300 ¢ : $271.3
~ Our 2002 revenues grew 52.7 percent to $271.3 million from $177.7 2580
million in 2001. The substantial growth in revenues is a reflection of fgg 3777
the increased sales by our distribution centers in Pennsylvania, 10
Ohio, and Louisiana. 50 8214
0 = L i
2000 2001 2002

10

7.5

25

== \We also increased gross profit to $7.5 million, a 36.4 percent
improvement over $5.5 million last year. Net income improved to
$2 million compared to a net loss of $7.8 million in 2001. Net income per

§75

share significantly increased to $.29 per basic share and $.28 per diluted
- share compared to a loss of $1.22 per basic and diluted share for the

$5.5

. previous year. Operating income increased to $1.7 million compared to
2 . a loss of $6.9 million in 2001, which was due in part to an impairment of
2000 2001 2002 assets recorded in 2001. Total operating expenses were $5.8 million,

down considerably from $12.5 million in 2001.

The Company had a deferred income tax asset valuation allowance
of approximately $1.5 million at March 31, 2001. The Company
reduced the entire valuation allowance in fiscal year 2002 and
recognized approximately $1.1 million of deferred income tax benefit, $20
net of current year deferred income tax expense of $354,952, which %5)

provided the Company with net income of $.16 per basic and $.15 ]

per diluted share. During the first quarter of fiscal year 2002, the .

Company implemented Statement of Financial Accounting Standard

No. 142, “Goodwill and Other Intangible Assets,” (SFAS No. 142). Goodwill associated with acquisitions

was no longer amortized beginning April 1, 2001. If amortization expense was excluded in fiscal year

2000 2001 2002

2001, as presented in fiscal year 2002 under SFAS No. 142, it would have had the effect of decreasing
the basic and diluted net loss per share by $.40 for the year ended March 31, 2001. These elements
had a positive impact on our bottom line in 2002.
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NP . . . . . .
sNetincome: = Our company-wide adherence to strict financial management is evident
o . Per Common Share o . . . . )

in our rising gross profits, increased operating income, and lower

operating expenses as a percentage of revenues. We continue to

. — increase the return on our investments and expand our gross profit from

3y , year to year. All of our financial and operational objectives were met or
3022 exceeded ahead of schedule.

2000 2001 2002

Quality Without Compromise

Achieving the balance between quality and frugality is a goal that we strive for
every single day. DrugMax implemented additional cost-saving measures in
2002, but not at the expense of our customers. To realize this balance, we
worked hand-and-hand with the manufacturers to supply higher-quality products
at lower prices. At DrugMax, we differentiate ourselves from the pack with
superior products and services. DrugMax also used the same approach when
securing working capital, decreasing our interest rates for more favorable terms
with our financiers. DrugMax also eliminated redundant services resulting from

past mergers.

Strengthening Foundations

Through our subsidiary Discount Rx, we purchased substantially all the assets of Penner & Welsch, a
pharmaceutical distributor located in the greater New Orleans area in fiscal year 2002. This asset
purchase was the best of both worlds for DrugMax. We strengthened the foundation of DrugMax without
assuming any liabilities.

The asset purchase was a tremendous opportunity to stimulate growth within our core business. With this
acquisition, we are now capable of more efficient service to regional pharmacies between Atlanta and
Houston, as well as Puerto Rico. Our efforts sparked the expansion of our operational capabilities, the
assimilation of a loyal customer base throughout the Southeast, and created direct relationships with
new manufacturers.

Besides the obvious assets, DrugMax was also the beneficiary of new employees. These seasoned
professionals, having years of experience in the industry and the area, adapted well and were pivotal in
making our new customers’ transitions as seamless as possible. We are enthusiastic about the capabilities
and efficiencies of this new distribution center and our increased presence throughout
the region.

Not only did we look to fortify our infrastructure in 2002, we also strengthened our Board of Directors.
Martin Sperber, former CEO of Schein Pharmaceuticals, Inc., was appointed to the board last March.
Mr. Sperber brings over 45 years of experience to DrugMax. In addition, Robert Loughrey, formerly the
Senior Vice President and Manager of Mellon Business Credit, Inc., joined the board in June 2002. We
believe their addition, as directors, to our company is a tremendous step forward and the company is more
formidable because of it. We are extremely thrilled to have their presence in the boardroom.
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State of the Industry

Pharmaceutical wholesalers are critical links in the
pharmaceutical supply chain, helping fuel the majority
of the $172 billion in total U.S. prescription drug sales
to retailers and institutions in 2001. U.S. prescription
drug sales increased 16.9 percent from $145 billion in
2000 to $172 billion in 2001. Prescription drug sales
are expected to grow at an annual compound rate of
at least 12 to 14 percent through 2006 according to
IMS Health.
pharmaceutical costs, and increased drug utilization

The aging population, rising

are key elements contributing to the growth of the
pharmaceutical industry as a whole.

As the expense and complexity of the maintenance
and fulfilment of pharmaceutical inventories have
risen, pharmaceutical  manufacturers  have
significantly increased the distribution of their products
through wholesalers. These wholesalers have the
ability to streamline distribution and inventory
pharmacies

According to the

management, offering increased
efficiency and lower expenses.
HDMA (Healthcare
Association), this

healthcare systems over $186 billion each year by

Distribution
distribution

Management

channel saves

maximizing economies of scale, creating efficiencies,
lowering expenses, and simplifying distribution.

Creating New Opportunities

Last year DrugMax set out to create new opportunities
for the Company beyond distribution. The loss of
manufacturers’ exclusive rights to their brand
pharmaceuticals and the rising costs of these
pharmaceuticals have created an immense
opportunity. Management explored several strategies
to capture more of the generic pharmaceutical market.
In November 2001, we entered into an agreement with
India-based Morepen Laboratories Ltd. to form a joint
venture company, MorepenMax, Inc. The mission of
this joint-venture company is to provide low-cost

quality generic pharmaceuticals in the U.S.

This is an exciting long-term prospect because
Morepen is a major international provider of generic
drugs and raw materials used to manufacture generic
drugs. Internationally, the company is known for its
commitment to the research and
development and manufacturing of
the highest
available anywhere in the world.

quality products 1\
|




MorepenMax, the joint venture company, will utilize
Morepen’s 1ISO 9000 certified facilities. These
faciiities already develop and manufacture a vast
range of generic pharmaceuticals. MorepenMax
generics will comply with all USFDA guidelines.
The company will file ANDA’s (Abbreviated New
Drug Application) in the U.S. DrugMax expects to
market and distribute these generic drugs
throughout the U.S. We believe the ability of
MorepenMax to provide timely, quality generic lines
at low production costs, will help both of our
companies increase our economies of scale and

bottom lines.

This partnership affords DrugMax increased
flexibility and differentiates our company from the
local wholesaler that only picks, packs, and ships.
While MorepenMax generated no revenues last
year, we believe that this relationship will eventually
allow DrugMax the ability to provide additional
generic lines and offer raw materials to
manufacturers, allowing greater influence over the
supply chain, diversifying our product line, and

increasing our gross profit margins.

Relationships

DrugMax employees play a significant role in the
success of our company and in the execution of our
business philosophy. All of our employees are
relationship-oriented. DrugMax employees are
seasoned professionals who excel at giving
customers what they want - excellent products and

GL?*/K &. %e

Jugal K. Taneja
Chairman &
Chief Executive Officer

President &

William L. LaGamba

Chief Operating Officer

superior customer
service that goes
above and beyond
the expectations of
our customers.
Relationships are
critical elements of
our success and we
recruit employees i
to cultivate these

long-term relationships and build new ones. Our
knowledgeable employees earn the trust
and confidence of our customers in a highly

competitive environment.

DrugMax is in the business of building and
maintaining mutually beneficial relationships with
our customers, stockholders, employees, and
community. Our strategy is simple; these
relationships are our top priorities every single day
and everything we do must ultimately benefit the
long-term health of these relationships. Fiscal year
2002 was a monumental year for DrugMax and the
beginning of a new chapter in our history. Our
success was made possible by the loyalty of our
customers, stockholders, employees, and
community. We believe that the pharmaceutical
industry will continue to grow exponentially, and
with your continued support, DrugMax will continue
to deliver long-term value to our customers,

stockholders, employees, and community.

ot ) St

Renald J. Patrick
Treasurer &
Chief Financial Officer
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Jugal K. Taneja Ronald J. Patrick

B i\ o
Robert G. Loughrey

i NS
Martin L. Sperber

Board ojf
Directors

JUGAL K. TANEJA
Chairman, Chief Executive Officer, & Director

WILLIAM L. LaGAMBA
Chief Operating Officer, President, & Director

RONALD J. PATRICK
Chief Financial Officer, Treasurer, & Director

DR. HOWARD L. HOWELL
Director

JEFFREY K. PETERSON
Director

STEPHEN M. WATTERS
Director

MARTIN L. SPERBER
Director

ROBERT G. LOUGHREY
Director




MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINARNGCIAL CONDITICN AND RESULTS
OF OPERATIONS.

The following management discussion and analysis should be read in conjunction with the Consolidated
Financial Statements and Notes contained herein.

Overview

DrugMax, Inc. (Nasdag: DMAX) is a full-line, wholesale distributor of pharmaceuticals, over-the-counter
products, health and beauty care aids, and nutritional supplements. The Company is headquartered in Largo,
Florida and maintains distribution centers in Pennsylvania, Ohio, and Louisiana. The Company distributes its
products primarily to independent pharmacies in the continental United States, and secondarily to small and
medium-sized pharmacy chains, alternative care facilities and other wholesalers. The Company maintains an
inventory in excess of 20,000 stock keeping units from leading manufacturers and holds licenses to ship to all
50 states and Puerto Rico.

Critical Accounting Policies And Estimates

Management’s Discussion and Analysis of Financial Condition and Results of Operations {("MD&A”) contains a
discussion of the Company’s consolidated financial statements, which have been prepared in accordance with
accounting principles generally accepted in the United States. The preparation of these financial statements
requires the Company to make estimates and assumptions that affect the reported amounts of assets and
liabilities and the disclosure of contingent assets and liabilities at the date of the financial statements and the
reported amounts of revenues and expenses during the reporting period. On an on-going basis, the Company
evaluates its estimates and judgments, including those related to customer incentives, product returns, bad
debts, inventories, intangible assets, income taxes, and contingencies and litigation. The Company bases its
estimates and judgments on historical experience and on various other factors that are believed to be
reasonable under the circumstances, the results of which form the basis for making judgments about the
carrying values of assets and liabilities that are not readily apparent from other sources. Actual results may differ
from these estimates under different assumptions or conditions.

In December 2001, the SEC requested that all registrants list their three to five most “critical accounting policies”
in MD&A. The SEC indicated that a “critical accounting policy” is one which is both important to the portrayal of
the company’s financial condition and results and requires management’s most difficult, subjective or complex
judgments, often as a result of the need to make estimates about the effect of matters that are inherently
uncertain. The Company's significant accounting policies are more fully described in Note 1 to its consolidated
financial statements. Management, however, believes the following critical accounting policies, among others,
affect the Company’s more significant judgments and estimates used in the preparation of its consolidated
financial statements.

Revenue Recognition. The Company recognizes revenue on its core distribution segment when goods
are shipped and title or risk of loss resides with unaffiliated customers, and at which time the appropriate
provisions are recorded for estimated contractual chargeback credits from the manufacturers based on the
Company’s contract with the manufacturer. Rebates and allowances are recorded in the period they are received
from the vendor or manufacturer unless such rebates and allowances are reasonably estimable at the end of a
reporting period. The Company records chargeback credits due from its vendors in the period when the sale is
made to the customer which is eligible for contract pricing from the manufacturer.

Inventory Yaluation. Inventory is stated at the lower of cost of market. Cost is determined using the first-
in, first-out basis of accounting. Inventories consist of brand and generic drugs, over-the-counter products,
health and beauty aids, and nutritiona! supplements for resale. The inventories of the Company's three
distribution centers are constantly monitored for out of date or damaged products, which if exist, are reclassed
out of saleable inventory to the “morgue” inventory for return to and credit from the manufacturer. However, if
market acceptance of the Company’s existing products or the successful introduction of new products should
significantly decrease, inventory write-downs could be required. As of March 31, 2002 and 2001, no inventory
valuation allowances were necessary.
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Goodwill and Intarngible Assels. The Company has completed several acquisitions which have
generated significant amounts of goodwill and intangible assets and related amoriization. The values assigned
to goodwill and intangibles, as well as their related useful lives, are subject to judgment and estimation by the
Company. In addition, upon adoption of SFAS 142, the Company ceased amortization of goodwill effective Aoril
2001, and reviews goodwill annually for impairment. Goodwill and intangibles related to accuisitions are
determined based on purchase price allocations. Valuation of intangible assets is generally based on the
estimated cash flows related to those assets, while the initial value assigned to goodwill is the residual of the
purchase price over the fair value of all identifiable assets acquired and liabilities assumed. Thereatfter, the value
of goodwill cannot be greater than the excess of the fair value of the Company’s reportable unit over the fair
value of identifiable assets and liabilities, based on the annual impairment test. Useful lives are determined
based on the expected future period of benefit of the asset, the assessment of which considers various
characteristics of the asset, including historical cash flows.

Impairrwent of Long-Lived Assets. Long-lived assets are reviewed for impairment when events or
circumstances indicate that a diminution in value may have occurred, based on a comparison of undiscounted
future cash flows to the carrying amount of the long-lived asset. Periodically, the Company evaluates the
recoverability of the net carrying value of its property and equipment by comparing the carrying values o the
estimated future undiscounted cash flows. A deficiency in these cash flows relative to the carrying amounts is
an indication of the need for a write-down due to impairment. The impairment write-down would be the difference
between the carrying amounts and the fair value of these assets. Losses on impairments are recognized by a
charge to earnings.

Allowance for Deferred Income Tax Asset. The Company had a deferred income tax asset and
valuation allowance at March 31, 2001, which primarily represented the potential future tax benefit associated
with its operating losses through the fiscal year ended March 31, 2001. In assessing the realizability of deferred
income tax assets, management considers whather it is more likely than not that some portion or all of the
deferred income tax assets will not be realized. The ultimate realization of deferred income tax assets is
dependent upon the generation of future taxable income during the periods in which those temporary differences
become deductible. Management evaiuated the scheduled reversal of deferred income tax liability, the
Company’s profitability for the year ended March 31, 2002, reviewed the Company’s business model, and future
earnings projections, and believes the evidence indicates that the Company will be able to generate sufficient
taxable income to utilize the deferred income tax asset. Based upon the evaluations made, management
concluded that realization of the deferred income tax asset was more likely than not; therefore, the valuation
allowance was reversed in fiscal 2002.

Results of Operations

c

Revenues. The Company generated revenues of $271.3 million and $177.7 million for the years ended
March 31, 2002 and 2001, respectively, an increase of $93.6 million or 52.7%. The Pittsburgh distribution center
generated $133.3 million and $97.7 million for the years ended March 31, 2002 and 2001, respectively, for an
increase of $35.6 million or 36.4%. Valley generated revenues of $106.6 million and $60.0 million for the years
ended March 31, 2002 and 2001, respectively, for an increase of $46.5 million or 77.5%. Both warehouse
locations generated double-digit growth and achieved record sales by expanding sales territories, cross selling
to common customers, and aggressive marketing. In the year ended March 31, 2002, Discount generated
revenues of $15.9 million from sales to Penner prior to its acquisition of Penner in October 2001, and generated
revenues of $15.1 million from its acquisition of Penner through the year ended March 31, 2002, for a total
annual revenue of $31 million for the year ended March 31, 2002. Discount generated revenues of $19.2 million
for the year ended March 31, 2001, of which $16.9 million was generated from sales to Penner during the period
which Discount managed the operations of Penner pursuant to the management agreement entered into in
September 2000. Discount realized an increase in gross revenue of $11.8 million in the year ended March 31,
2002 over the year ended March 31, 2001, which is attributable to sales to Penner during the period which
Discount managed Penner, as well as from sales to Penner's customers subseguent to it acquisition. In addition,
approximately $.4 million in revenue was realized in management fees related to the aforementioned
management agreement with Penner.



Gross Profit. The Company achieved gross profits of $7.5 million and $5.5 million for the years ended
March 31, 2002 and 2001, respectively, for an increase of $2.0 million or 36.4%. The Pittsburgh distribution
center recorded gross profits of $2.0 million in the year ended March 31, 2002, an increase of $.6 miliion, or
41.9% over the year ended March 31, 2001. Valley recorded gross profits of $4.1 million for the year ended
March 31, 2002, an increase of $.8 million, or 23% over the year ended March 31, 2001. Discount recorded
gross profits of $1.1 million for the year ended March 31, 2002, an increase of $.9 million, or 448.8% over the
year ended March 31, 2001. The large increase in the gross profit for Discount between the years ended March
31, 2002 and 2001 is attributable to the relatively low profit margin which Discount applied to the sales made to
Penner during the management period, compared to gross profit recorded on revenues from customers after its
acquisition of Penner in October 2001. The Company’s margin, as a percentage of revenue, was 2.8% and 3.1%
for the fiscal years ended March 31, 2002 and 2001, respectively. The decrease in the gross margin percentage
was primarily due to the impact of lower selling margins, as a result of a highly competitive market and a greater
mix of high volume customers where a lower cost of distribution and better asset management enabled the
Company to offer lower selling margins to its customers, coupled with a lower margin on sales to Penner prior
to its acquisition by the Company.

Operating Expens®. The Company incurred operating expenses of approximately $5.8 million and $12.5
million for the years ended March 31, 2002 and 2001, respectively. Operating expenses in the year ended March
31, 2002 include approximately $5.4 million in selling, general, administrative, and other direct operating
expenses, $135,000 in amortization of a contractual agreement and financing costs, and $245,000 in
depreciation expense. For the year ended March 31, 2001, the selling, general, administrative and other direct
operating expenses were approximately $5.2 miliion, amortization of financing costs was $64,300, depreciation
expense was $248,000, and costs for amortization of goodwill was $2.6 million associated with the acquisitions
of Becan, Valley, Desktop and VetMall, and an impairment of assets charge of approximately $4.4 million. The
Company recorded a special charge in the year ended March 31, 2001, for impairment of assets after
management’s assessment of the acquired goodwill and software arising from the acquisitions of Desktop and
VetMall. Selling, general, administrative and other direct operating expenses increased approximately $294,000
in the year ended March 31, 2002 over the year ended March 31, 2001, net of amortization of goodwill and
impairment of assets charge. The increase is due to the acquisition of Penner in October 2001, which added
approximately $183,200 in direct operating expenses each month through the year ended March 31, 2002;
however, the percentage of operating expenses, before amortization and depreciation expense, and asset
impairment write-off, decreased from the year ended March 31, 2001 to March 31, 2002, from 3.0% t0 2.0%, as
compared to revenues, an improvement of 33%. This improvement reflects increased warehouse efficiencies,
economies of scale associated with the Company's growth, cost control efforts, and the elimination of duplicate
services resulting from recent mergers.

Interest expense- Interest expense was approximately $1 million and $1.1 million for the years ended
March 31, 2002 and 2001, respectively. On October 24, 2000, the Company obtained a new revolving line of
credit and term loan with Mellon Bank N.A. (“Mellon™), the proceeds of which were used to satisfy the prior Merrill
Lynch and National City credit facilities. In March 2001, the certificate of deposit with First Community Bank
matured and was used to satisfy the associated outstanding line of credit with First Community Bank. On
October 29, 2001, the Company executed a loan modification agreement modifying its original line of credit with
Standard Federal Bank National Association (“Standard”), formerly Michigan National Bank as successor in
interest to Mellon. The decrease in interest expense is attributable to increased levels of borrowing offset by
lower interest rates under the Company’s current revolving line of credit and term loan.

Net income (loss) per share. The net income per share for the year ended March 31, 2002 amounted
to $.29 per basic and $.28 per diluted share. At March 31, 2001, the Company had a deferred income tax asset
valuation allowance of approximately $1.5 million. During the year ended March 31, 2002, the Company reduced
the entire valuation allowance, and booked approximately $1.1 million of deferred income tax benefit, net of
current year deferred income tax expense of $354,952, which provided the Company with net income of $.16
per basic and $.15 per diluted share. If amortization expense was not included in fiscal 2001 as presented in the
current year under SFAS 142, it would have had the effect of decreasing the basic and diluted net loss per share
by $.40 for the year ended March 31, 2001.

2002 ANNUAL REPORT

Q
Z
%
<
=
Q
D
4
a




2002 ANNUAL REPORT

2

DRUGMAX, INC

3
:
.u
0
0
[}
t
b
)
&

Inceme Taxes. The Company had an estimated gross deferred income tax asset and valuation alfowance
of approximately $1.5 miliion at March 31, 2001, which primarily represented the potential future tax benefit
associated with its operating losses through the fiscal year ended March 31, 2001. Management evaluated the
Company’s profitability for the vear ended March 31, 2002, reviewed the Company’s business model, current
year earnings and future earnings projections, and believes the evidence indicates that the Company will be able
to generate sufficient taxable income to ulilize the deferred income tax asset; therefore, the Company
recognized the full $1.5 million deferred income tax asset, offset by current year deferred income {ax expense,
for a net deferred income tax benefit of $1.1 million for the year ended March 31, 2002.

Inflation; Seasconality. Management believes that there was no material effect on operations or the
financial condition of the Company as a result of inflation for the years ended March 31, 2002 and 2001.
Management also believes that its business is not seasonal; however, significant promotional activities can have
a direct impact on sales volume in any given quarter.

Financial Positien, Liquidity and Capital Resources

The Company’s net income plus non-cash expenses produced positive cash flow for the quarter and year ended
March 31, 2002. The Company’s continued financial improvement is attributable to the growth of the Company’s
core business, control over corporate expenditures and management’s ability to maintain acceptable gross
margins. The Company has working capital and cash and cash equivalents of $4 million and $.2 million,
respectively, including restricted cash of $2 million, at March 31, 2002.

The Company’s principal commitments at March 31, 2002 were leases on its office and warehouse space. There
were no material commitments for capital expenditures at that date.

Net cash used in operating activities was $5,889,785 for the year ended March 31, 2002. The usage of cash is
attributable to an increase in accounts receivable of $385,375 and inventory of $9,270,331, as a result of
increased sales and inventory associated with the acquisition of Penner, increases in prepaid and other current
assets of $29,175, net deferred income tax asset of $1,103,548, deposits of $31,072, and a decrease in accrued
expenses of $3,074, offset by decreases in due from affiliates of $2,363, other assets of $105,662 and accounts
payable of $2,396,293.

Net cash used in investing activities of $603,209 for the year ended March 31, 2002 represents $488,619 cash
paid for the acquisition of Penner, $68,250 for purchases of property and equipment, and $49,000 for an
investment in MorepeniMax.

Net cash provided by financing activities was $6,223,980 for the year ended March 31, 2002, representing the
net change in the Company’s revolving line of credit agreement of $6,985,078, offset by the decrease in due to
affiliates of $46,720, repayments of long-term debt and capital leases of $663,878, and additional financing
costs incurred in connection with the loan modification agreement with Standard of $50,500.

On March 17, 2000, the Company signed a $1,000,000 line of credit agreement with First Community Bank of
America. Terms of the agreement provided for interest to be charged at 1% over the rate of interest paid on the
Company’s $1,000,000 certificate of deposit held by First Community Bank of America and used to collateralize
the loan facility. The balance on the line of credit became due on October 1, 2000. On November 6, 2000,
documents were executed to exiend the line of credit agreement for an additional six-month period with a due
date of April 1, 2001. The First Community Bank of America certificate of deposit matured on March 15, 2001,
and on March 19, 2001, was used to satisfy the line of credit agreement.

Additionally, in March 2000, the Company entered into a iine of credit agreement with Merrill Lynch. The line of
credit enabled the Company to borrow a maximum of $5,000,000 with borrowings limited to 80% of eligible
accounts receivable and 50% of inventory (capped at $1,000,000). The Merrill Lynch line of credit was paid in
full on October 24, 2000, with proceeds from the new Mellon credit facility discussed below.




As part of the acquisition of Valley, the Company agreed to become an additional guarantor of the National City
Bank revolving line of credit and term loan indebtedness of Valley. In October 2000, National City Bank was paid
in full with proceeds from the new Mellon credit facility discussed below.

On October 24, 2000, the Company obtained from Mellon a $15 million line of credit and a $2 million term loan
to refinance its prior bank indebtedness, to provide additional working capital and for other general corporate
purposes. On October 29, 2001, the Company executed a loan modification agreement modifying the original
Mellon line of credit with Standard, increasing the line to $23 million. The credit facility imposes financial
covenants on the Company’s net worth, net income (loss) and working capital ratios on a quarterly basis. On
June 6, 2002, the Company executed a Third Amendment and Modification to Loan and Security Agreement
(the “Amended Agreement”) with Standard modifying the original Melion line of credit executed October 24,
2000. The Amended Agreement permits the Company to exceed the calculated line availability, by an amount
of up to $2,000,000 (the “out-of-formula advance”), for the period commencing June 5, 2002 through August 5,
2002, unless cancelled upon request by the Company prior to August 5, 2002. However, at no time shall the total
line of credit be advanced beyond $23,000,000. The Amended Agreement sets forth that if the Company has
out-of-formula advances outstanding, then it will incur interest on the entire principal balance of the line of credit
at the rate of one percent over the base rate until the out-of-formula advances are paid in full. The Amended
Agreement also provides that the Company’s borrowing base include the excess of the restricted cash account
over the outstanding principal balance of the existing term loan. The Amended Agreement modified the financia!
covenants imposed on the Company’s net income, net worth and working capital ratios through March 31, 2004.
On June 27, 2002, Standard provided an amendment modifying the covenants in the Loan and Security
Agreement to achieve loan compliance at March 31, 2002. The amendment modifies the net income covenant
for the fourth quarter ended March 31, 2002, and the net worth covenant commencing March 31, 2002 through
June 29, 2002. All other loan provisions will remain in effect.

On November 1, 2000, the Company filed a registration statement with the Securities and Exchange
Commission for a proposed secondary offering of 2,000,000 shares of the Company's common stock. Utendahl
Capital Partners, L.P. (*Utendahl”) was contracted to act as lead managing underwriter of the proposed offering.
However, on December 29, 2000, the Company and Utendahi agreed to terminate their agreement and
Utendahl received 50,000 shares of the Company’s common stock, valued at $3.9375 per share, for full release
of the agreement.

On or about January 15, 2001, the Company entered into a Leiter of Intent with Southwest Securities, Inc.
("Southwest”), pursuant to which Southwest proposed to organize, lead and manage a group of underwriters to
represent the Company for the proposed secondary offering. On October 30, 2001, the Company filed Form RW
with the Securities and Exchange Commission requesting consent to withdraw the Company’s Registration
Statement on Form SB-2.

Management believes the Company has sufficient capital resources to fund the Company’s operations for the
next twelve months.

([[1[73) 2002 ANNUAL REPORT
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Safe Harbor Provistons

Certain oral statements made by management from time to time and certain statements contained herein that
are not historical facts are “forward-looking statements” within the meaning of the Private Securities Litigation
Reform Act of 1985. Because such statements involve risks and uncertainties, actual results may differ
materially from those expressed or implied by such forward-looking statements. Forward-looking statements,
including those in MD&A, are statements regarding the intent, belief or current expectations, estimates or
projections of the Company, its Directors or its Officers about the Company and the industry in which it operates,
and assumptions made by management, and include among other items, (2) the Company's straiegies
regarding growth and business expansion, including future acquisitions; (b) the Company’s financing plans; (c)
trends affecting the Company’s financial condition or results of operations; (d) the Company’s ability to continue
to control costs and to meet its liquidity and other financing needs; (e) the declaration and payment of dividends;
and (f) the Company's ability to respond to changes in customer demand and regulations. Although the
Company believes that its expectations are based on reasonable assumptions, it can give no assurance that the
anticipated results will occur. When used in this report, the words “expects,” “anticipates,” “intends,” “plans,’
“believes,” “seeks,” “estimates,” and similar expressions are generally intended to identify forward-looking
statements.

» o

» o

Important factors that could cause the actual results to differ materially from those in the forward-looking
statements include, among other items, (i) changes in the regulatory and general economic environment related
to the healthcare and pharmaceutical industries; (i) conditions in the capital markets, including the interest rate
environment and the availability of capital; (iii) changes in the competitive marketplace that could affect the
Company’s revenue and/or cost bases, such as increased competition, lack of qualified marketing, management
or other personnel, and increased labor and inventory costs; (iv) changes in technology or customer
requirements, which could render the Company’s technologies noncompetitive or obsolete; (v) new product
introductions, product sales mix and the geographic mix of sales and (vi) customers’ willingness to accept the
Company’s Internet platiorm. Further information relating to factors that could cause actual resulis to differ from
those anticipated is included but not limited to information under the headings “Business” and “Risk Factors” in
the Company's Form 10-KSB for the year ended March 31, 2002. The Company discizims any intention or
obligation to update or revise forward-looking statements, whether as a result of new information, future events
or otherwise.
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INDEPENDRDENYT AUDITORS® REPORY

To the Board of Directors and Stockholders of DrugMax, Inc.:

We have audited the accompanying consolidated balance sheets of DrugMax, Inc. and subsidiaries (the
‘Company”) as of March 31, 2002 and 2001, and the related consolidated statements of operations,
stockholders’ equity, and cash flows for the years then ended. These financial statements are the responsibility
of the Company’s management. Cur responsibility is to express an opinion on these financial statements based
on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing
the accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, such consolidated financia! statements present fairly, in all material respects, the financial
position of DrugMax, Inc. and subsidiaries as of March 31, 2002 and 2001, and the resulis of their operations
and their cash flows for the years then ended, in conformity with accounting principles generally accepted in the
United States of America.

/s/ DELOITTE & TOUCHE LLP
Certified Public Accountants

Tempa, Florida
June 27, 2002




DRUGMAX, INC. AND SUBSIDIARIES
CONSOLIDATED BALANGCE SHEETS
MARCH 31, 2002 and 2001

ASSETS 2002 2001
Current assets:
Cash and cash equivalents S 167,373 $ 435,387
Restrictedcash ........... ... . . 2,000,000 2,000,000
Accounts receivable, net of allowance for doubtful accounts
of $340,575 and $381,944 14,001,696 14,864,396
Inventory . . ... .. 20,682,439 10,694,155
Duefromaffiliates . ................ .. ... ... ...... 23,498 25,861
Net deferred income tax asset-current .. . ............... 465,630 -
Prepaid expenses and other currentassets . .............. 624,207 373,928
TJotal current @ssetsS. . .. ... oot e 37,964,843 28,394,727
Property and equipment,net. .. ... ... ... ... L. 989,921 504,906
Goodwill . ... . 25,314,298 25,179,255
Intangible assets, net . ... .. ... 276,914 44
Stockholder notesreceivable. . . ........ ... ... ... . ... 100,000 100,000
Notesreceivable. . . ... ... . . .. .. . . . 607,417 -
Net deferred income tax asset-longterm. ... ......... ... ........ 637,918 - —
Deferred financing costs, net. .. ............ . ... .. ... .. . ... 215,477 284,950 o
Otherassets. . ... ... . . 151,226 159,888 g
DepoSitS . . .. o 44743 7,520 f
=4
TOLal SIS, .+ -\t $ 66,302,757 $ 54,631,200 z
LIABILITIES AND STOCKHOLDERS® EQUITY o
Current liabilities:
Accounts payable. . . ... ... ... $ 13,844,766 $ 11,448,473 T
Accrued expenses and other current liabilities . . ... ........ 421,318 360,911
Creditlinespayable . . ........ ... ... i 18,929,575 11,844,497
Current portion of long-term debt and capital leases. ... ..... 676,365 666,660 g
Duetoaffiliates . ... .......... . ... ... . . . . ... 4,377 51,097 v
<
=
{ Total current liabilities . . . ... ... .. . . . . 33,876,401 24,471,638 g
[i's
Long-term debt and capital I€aSes. . . .. ........uriia . 478,200 1,111,118 @
Other long-term liabilities. . . . . ... ... ... ... ... ... ... . ... ... 501,561 2,470,311
TJotal liabilities . . . . ... .. 34,856,162 28,053,067

Commitments and contingencies (Note 10)

Stockholders’ equity:
Preferred stock, $.001 par value; 2,000,000 shares authorized;
no preferred shares issued or outstanding - -
Common stock, $.001 par value; 24,000,000 shares authorized;

7,119,172 and 6,468,754 shares issued and outstanding 7,120 6,470

Additional paid-incapital .. ........ ... ... . ... ... .. ... 39,342,355 36,481,755
Accumulated deficit . . ....... ... ... (7,902,880) (9,910,002)

Total stockholders’equity. . .. ... .. ... . 31,446,595 26,578,223
Total liabilities and stockholders’equity . . .......... ... .. ... .... $ 66,302,757 $ 54,631,290

See accompanying notes to consolidated financial statements.
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DRUGMAZ, ING. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CPERATIONS
For the Years Ended March 31, 2002 and 2001

2002 2001

REVENUES . . . ottt $ 271,287,988  $177,713,064
Costofgoodssold ........ ... .. . i 263,775,382 172,181,663
Gross profit. . ..o 7,512,606 5,531,401
Selling, general and administrative expenses. .. .................. 5,388,633 5,163,124
Amortization exXpense . . . ... .. .. 135,010 2,614,514
Depreciation @Xpense .. .. ... 245,280 247,868
Impairmentof assets. .. ... .. . . . - 4,439,749
Total operating expenses. . . . ... ... . 5,768,923 12,465,255
Operatingincome (1I0SS) . . . ... . i 1,743,683 (6,933,854)
Other income (expense):

Interestincome . ... ... .. 63,553 255,374

Other income and expenses, net . .. .................... 98,612 (13,861)

Interestexpense . ...... ... (1,002,274) (1,124,242)
Total other expense. . . ... ... i (840,109) (882,729)
Income (loss) before income tax benefit. . ...................... 903,574 (7,816,583)
Incometax benefit ....... ... . . . . 1,103,548 -
Net income (IoSS) . .. v vt $ 2,007,122 $ (7,816,583)
Net income (loss) per common share -basic. . ................... $ 0.22 $ (1.22)
Net income (loss) per common share - diluted. . . ................. $ 0.28 $ (1.22)
Weighted average shares outstanding -basic . ................... 7,034,969 6,419,950
Weighted average shares outstanding - diluted . . . ................ 7,234,024 6,419,950

See accompanying notes to consolidated financial statements.




DRUGMAX, INGC, AND SUBSIDIARIES
CONSOLIDATEDR STATEMENTS OF STOCKKHOLRDERS® EQUITY
For the Years Ended March 31, 2002 and 2001

Additional Total
Common Paid-in Accumulated Stockholders’
Stock Capital Deficit Equity

Balances at April 1, 2000 $ 6,202 $ 34,079,957 $ (2,093,419) $ 31,992,740

Issuance of 217,255 shares

for acquisition of Valley Drug Co. 217 2,199,490 - 2,199,707

Issuance of 50,000 shares to

Utendahl Capital Partners LP 50 196,825 - 196,875

Issuance of 1,000 shares 1 5,483 - 5,484

Net loss - - (7,816,583) (7,816,583)

Balances at March 31, 2001 6,470 36,481,755 (9,910,002) 26,578,223

Issuance of 500,000 shares to £

Dymanic Health Products, Inc. 500 1,968,250 - 1,968,750 Q
i
x

Issuance of 125,418 shares for =

acquisition of Penner & Welsch, Inc. 125 749,875 - 750,000 2
zZ
<L

Issuance of 25,000 shares for §

non-compete agreement 25 142,475 - 142,500 N

Net income - - 2,007,122 2,007,122

Balances at March 31, 2002 $ 7,120 $ 39,342,355 $ (7,902,880) $ 31,446,595 @

See accompanying notes to consolidated financial statements.

DRUGMAX, INC




m 2002 ANNUAL REPOIT

o
=
3
=
&}
=2
ha
&

DRUECMASL, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASKE FLOWS
For the Years Ended March 31, 2002 and 2001

2002 2001
Cash flows from operating activities:
Netincome (I0SS) ... ... $. 2,007,122 $ (7,816,583)
Adjustments to reconcile net income (loss) to net cash used
in operating activities:
Depreciation and amortization. .. .......... ... .. ... ... ... ..., 380,290 2,862,382
Impairmentofassets. ......... ... . ... ... . .. - 4,439,749
Baddebtexpense. ... ........... . 35,757 99,044
Lossondisposalofassets ............ ... ... ... ... ... ..., 5,303 13,8561
Increase in net deferred income taxasset . .. ................... (1,103,548) -
Expense on issuance of commonstock. .. ..................... - 202,359
Changes in operating assets and liabilities:
Increase in accounts receivable ... ......... ... ... ........ (385,375) (7,378,704)
Increase ininventory. .. ........ ... ... .. ... .. . ... (9,270,331) (2,587,278)
Decrease / (increase) in due from affiliates .. ............... 2,363 (12,297)
Increase in prepaid expenses and other current assets .. .... .. (29,175) (671,211)
Decrease / (increase) inotherassets .. ................... 105,662 (159,888)
Decrease in shareholder notes receivable . . ... ............. - 70,000
Decrease in notes receivable . .............. ... ... ..... - 37,614
(Increase) / decrease indeposits . ............ ... . ..... (31,072) 2,222
Increase in accounts payable . .......................... 2,396,293 4,317,028
Decrease in accrued expenses and other current liabilities . . . . . (3,074) (262,579)
Net cash used in operating activities .. ........................ (5,889,785) (6,844,281)
Cash flows from investing activities:
Purchase of property and equipment . .. ................... (68,250) (111,576)
Proceeds from sale of property and equipment .. ............ 2,660 -
investment in MorepenMax, Inc. ......................... (49,000) -
Cash paid for acquisitions, net . ............ ... ... . ...... (488,619) (1,757,481)
Net cash used in investing activities . .. ........................ (603,209) (1,869,057)
Cash flows from financing aciivities:
Increase inrestrictedcash .. .......... ... ... .. .. ... .. - (2,000,000)
Net change under revolving line of credit agreements ......... 6,985,078 5,339,402
Increased in deferred financing costs . .................... (50,500) (276,4585)
Payments of long-term debt and capital leases .............. (663,878) (1,974,281)
Proceeds from issuance of note payable . .................. - 2,000,000
(Payments to) / proceeds from affiliates -net ... ............. (46,720) 40,941
Net cash provided by financing activities ... .................... 6,223,980 3,129,586
Net decrease in cash and cash equivalents . .................... (269,014) (5,583,742)
Cash and cash equivalents at beginning ofyear ................. 436,387 6,020,129
Cash and cash equivalents atend ofyear .. .................... 3 167,373 $ 436,387

(continued)




DRUGHMAX, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS
For the Years Ended March 31, 2002 and 2001

2002

2001

Supplemental disclosures of cash flows information:
Cashpaidforinterest ......... ... ... .. ... ... .. ...... $ 996,276

§__ 1,045,062

Cash paid forincome taxes ............ ... ... ... ... ..... $ -

Supplemental schedule of non-cash investing and
financing activities:

In April 2000, DrugMax, Inc., purchased all of the capital stock
of Valley Drug Company for $1,757,481 in cash and 217,255 shares
of Company common stock (fair value of $2,199,707). in
conjunction with the acquisition, liabilities were assumed
as follows:
Fair value of assetsacquired . ..........................
Cash and stock issued for Valley capital stock . ..............

Liabilities assumed . ....... ... ... ... .

In December 2000, DrugMax, Inc. issued 50,000 shares
of Company common stock to Utendahl Capital Partners,
L.P, in connection with the termination agreement as lead
managing underwriter for a proposed offering. . ... ... ... ... ..

In January 2001, DrugMax.com, Inc. issued 1,000 shares of
Company common stock ... ... . .

In July 2001, the Company released from escrow 500,000 shares
of common stock (fair value of $1,968,750) due to Dynamic
Health Products, Inc., earned through the contingent consideration
clauses in conjunction with the acquisition of
Becan Distributors, Inc. . . ... $ 1,968,750

In October 2001, the Company purchased substantially all the

assets of Penner & Welsch, inc. for $488,619 cash, 125,418

shares of the Company's common stock (fair value of $750,000),

and $1,604,793 in forgiveness of debt owed to the Company.

The Company also issued 25,000 shares of stock (fair value

of $142,500) in conjunction with a non-compete

agreement. In conjunction with the acquisition, liabilities

were assumed as follows:
Fair value of assets acquired . .......................... $ 3,090,058
Cash and stock issued for acquisition .. ................... 1,381,119
Forgiveness of debt owed to the Company ................. 1,604,793

Liabilities assumed . . . ... ... . . $ 104,146
Conversion of accounts receivable to notes receivable . ... ... .. ... $ 740,281

See accompanying notes to consolidated financial statements.

$ 14,059,822

3,957,188

5_ 10102634

$ 196,875

(concluded)

5,484
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DRUGMAZ, ING. AND SUBSIDIARIES
NOTES TC CONSOLIDATED FINANCIAL STATENMERTS
For the Years Ended March 31, 2002 and 2001

NOTE 1 - BUSINESS

The Company is primarily a full-line, wholesale distributor of pharmaceuticals, over-the-counter products, health
and beauty care aids, and nutritional supplements. The Company serves the nation’s independent and small
regional chain pharmacies, institutions, and alternate care facilities through its distribution centers in
Pennsylvania, Ohio, and Louisiana, and has licenses to ship to all 50 states and Puerio Rico.

NOTE 2 - SUMMARY OF SIGNIFICANT AGCOUNTING POLIGIES
Princinles of Consolidation

The accompanying consolidated financial statements include the accounts of DrugMax, inc. (formerly known as
DrugMax.com, Inc., Nutriceuticals and NuMed) and its wholly-owned subsidiaries, Discount Rx, Inc.
{("Discount”), Valley Drug Company (“Valley”) and its wholly-owned subsidiary Valley Drug Company South
(“Valley South”), Desktop Ventures, Inc., and Deskiop Media Group, Inc. (“Deskiop”); and its 70% owned
subsidiary VetMall, Inc. (*VetMall”), (collectively referred to as the “Company”). All significant intercompany
accounts and transactions have been eliminated.

Use of Estimates

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

Fiseal Year

The Company’s fiscal year end is March 31. References to years relate to fiscal years rather than calendar
years, unless otherwise stated.

Cash and Cash Equivalents

The Company considers cash on hand and amounts on deposit with financial institutions which have original
maturities of three months or less to be cash and cash equivalents.

Restricted Cash

Restricted cash includes amounts restricted as collateral for the credit facility with Standard Federal Bank
National Association (“Standard”), formerly Michigan National Bank as successor in interest to Mellon Bank N.A.
(“Mellon”).

Accounts Receivable

Accounts receivable are due primarily from independent pharmacies from traditional distribution channels and
from companies and pharmacies through e-commerce business.

[nvestments

On August 31, 2001, the Company reached an initial agreement with India-based Morepen Laboratories Ltd.
("Morepen”), to form a joint venture company, and on September 10, 2001, MorepenMax, Inc, (“Morepeniviax”),
a Florida corporation, was formed. Morepen is the 51% majority shareholder of MorepenMax. On March 22,
2002, the Company funded its investment of $48,000 in MorepenMax, represeniing its 49% interest.




MorepenMax plans to utilize the Morepen facilities to develop low-cost generic pharmaceuticals in the United
States. The Company will be the exclusive distributor throughout the United States of the products developed by
MorepenMax. This investment is accounted for under the equity method and is included in other assets.

Inventery

Inventory is stated at the lower of cost of market. Cost is determined using the first-in, first-out basis of
accounting. Inventories at March 31, 2002 and 2001 consist of legend and generic drugs and nutritiona!
supplements for resale.

Property and Equipment

Property and equipment is stated at depreciated cost. A provision for depreciation is computed using the
straight-line method over the estimated useful lives ranging from three to fifteen years.

Maintenance and repairs are charged to operations. Additions and betterments which extend the useful lives of
property and equipment are capitalized. Upon retirement or disposal of the operating property and equipment,
the cost and accumulated depreciation are eliminated from the accounts and the resulting gain or loss is
reflected in operations.

Goodwill

The excess of cost over the fair value of net assets acquired (goodwill) relates to the acquisitions discussed in
Note 3. Prior to April 1, 2001, the excess of cost over net assets acquired was amortized over 15 years for
acquisitions of Becan, Discount, and Valley using the straight-line method. Accumulated amortization totaled
approximately $2,225,000 at March 31, 2001. Goodwill relating to the acquisitions of Desktop and VetMall was
assigned a life of 5 years and amortized for eleven months of the fiscal year ended March 31, 2001 on straight-
line method. An impairment of goodwill was recorded in March 2001 relative to the remaining goodwill for both
Desktop and VetMall (see Note 4).

As of April 1, 2001, the Company adopted Statement of Financial Accounting Standards (*SFAS") No. 142,
“Goodwill and Other Intangible Assets” (“SFAS No. 142"), which addresses the financial accounting and
reporting standards for the acquisition of intangible assets outside of a business combination and for goodwill
and other intangible assets subsequent to their acquisition. This accounting standard requires that goodwill be
separately disclosed from other intangible assets in the statement of financial position and no longer be
amortized, but tested for impairment on a periodic basis. The provisions of this accounting standard also require
the completion of a transitional impairment test within six months of adoption, with any impairments identified
treated as a cumulative effect of a change in accounting principle. Upon adoption, the Company performed the
transitional impairment test and determined that no impairment of goodwill existed. Management will perform
the required annual impairment test during the second quarter in conjunction with its budgeting process, unless
indicators of impairment are present and suggest earlier testing is warranted.

In accordance with SFAS No. 142, the Company discontinued the amortization of goodwill effective April 1,
2001. A reconciliation of previously reported net income (loss) and earnings {loss) per share to the amounts
adjusted for the exclusion of goodwill amortization, net of the related income tax effect, follows:

For the Year Ended For the Year Ended

March 31, 2002 March 31, 2001

Reported netincome (loss) . ......... ... ...... $ 2,007,122 $ (7,816,583)
Add: Goodwill amortization, net of income tax . ... .. — 2,550,166
Adjusted netincome (loss). . . ... ... .. . $ 2,007,122 $ (5,266,417)
Basic earnings (loss) per common share

Reported net income (loss). . ................ $ 0.29 $ (1.22)

Goodwill amortization, net of income tax. . ... ... — 40

Adjusted netincome (loss) . .. ........ . ... ... $ 0.29 $ (.82)
Diluted earnings (loss) per common share

Reported net income (loss). .. ............... $ 0.28 $ (1.22)

Goodwill amortization, net of income tax. . ... ... — 40

Adjusted netincome (loss) . ................. $ 0.28 $ (.82)
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DRUGMAX, INC

Deferred Financing Costs

In conjunction with the closing of the Mellon credit facility in October 2000, and the loan modification agreement
executed Cctober 2001 with Standard (see Note 9), the Company capitalized approximately $320,000 in
financing costs incurred in obtaining the loans. These costs are being amortized over three years, the life of the
term loans, under the effective interest rate method. Amortization of deferred financing costs was $119,857 and
$64,254 for the years ended March 31, 2002 and 2001, respectively. Accumulated amortization of deferred
financing costs was $174,948 and $54,991 at March 31, 2002 and 2001, respectively.

Impairment of Long-Lived Asseis

Periodically, when indicators of impairment are present, the Company evaluates the recoverability of the net
carrying value of its property and equipment and its amortizable intangible assets by comparing the carrying
values to the estimated future undiscounted cash flows. A deficiency in these cash flows relative to the cairying
amounts is an indication of the need for a write-down due to impairment. The impairment write-down would be
the difference between the carrying amounts and the fair value of these assets. Losses on impairment are
recognized by a charge to earnings. As a result of management's analysis, and using the best information
available, in the fourth quarter of the fiscal year ended March 31, 2001, the Company recorded an impairment
of assets comprised of goodwill and software associated with the acquisitions of Deskiop and VetMall in March
2000 (see Note 4.) Additionally, during the fourth quarter of 2001, management determined that approximately
$457,000 of costs, incurred and capitalized, relative to the secondary offering of common stock which was
cancelled by the Company, had no future value. As such, a charge related o the write off of these asseis is
included in impairment of assets in the consolidated statement of operations for the year ended March 31, 2001.

Income Taxes

The Company has adopted SFAS No. 109, “Accounting for Income Taxes” (“SFAS No. 109"). Under the asset
and liability method of SFAS No. 109, deferred income tax assets and liabilities are recognized for future tax
consequences attributable to differences between the financial statement carrying amounts of existing assets
and liabilities and their respective tax basis. Deferred income tax assets and liabilities are measured using
enacted tax rates expected to apply to taxable income in the years in which those temporary differences are
expected to be recorded or settled. Valuation allowances are established when necessary to reduce deferred
income tax assets to amounts expected to be realized.

Barnings Per Share

Basic earnings per share (“EPS”) is calculated by dividing the net income (loss) by the weighted average number
of shares of common stock outstanding for the year. Diluted EPS is calculated by dividing net income (loss) by
the weighted average number of shares of common stock outstanding for the year, adjusted for the dilutive effect
of options and warrants, using the treasury stock method. Diluted EPS for the year ended March 31, 2002
includes the effect of 198,055 dilutive common stock options. At March 31, 2002 and 2001, the Company had
705,500 and 290,300 options, respectively, to purchase shares of the Company’s common stock, in addition to
warrants to purchase 350,000 shares of the Company’s common stock, which were anti-dilutive and not included
in the computation of diluted EPS for the years ended March 31, 2002 and 2001. These anti-dilutive shares couid
potentially dilute the basic EPS in the future.

Stock Based Compensation

in October 1995, the Financial Accounting Standards Board (“FASB”) issued SFAS No. 123, “Accounting for
Stock-Based Compensation” (“SFAS No. 123"), which was effective for fiscal years beginning after December
15, 1995. Under SFAS No. 123, the Company may elect to recognize stock-based compensation expense based
on the fair value of the awards or to account for stock-based compensation under Accounting Principles Board
(“APB") Opinion No. 25, “Accounting for Stock Issued to Employees” (“APB Opinion No. 25"), and disclose in ihe
consolidated financial statements the effects of SFAS No. 123 as if the recognition provisions were adopted. The
Company has adopted the recognition provisions of APB Opinion No. 25.



Fair Value of Financial Instruments

The estimated fair value of amounts reported in the consolidated financial statements has been determined by
using available market information and appropriate valuation methodologies. The carrying value of all current
assets and current liabilities approximates fair value because of their short-term nature. The fair value of long-
term obligations approximates the carrying value, based on current market prices.

Adveriising and Sales Prometion Costs

Advertising costs are charged to expense as incurred. Advertising expense totaled approximately $59,000 and
$131,000 for fiscal years ended March 31, 2002 and 2001, respectively.

Revenue Recognition

The Company recognizes revenue on its core distribution segment when goods are shipped and title or risk of
loss resides with unaffiliated customers or when services are provided. Rebates and allowances are recorded
in the period they are received from the vendor or manufacturer unless such rebates and allowances are
reasonably estimable at the end of a reporting period. The Company records chargeback credits due from its
vendors in the period when the sale is made to the customer which is eligible for contract pricing from the
manufacturer.

Reclassifications

Certain amounts in the 2001 consolidated financial statements have been reclassified to conform to 2002
presentation.

New Accounting Standards

SFAS No. 133, “Accounting for Derivative Instrument and Hedging Activities” (*SFAS No. 133", is effective for
all fiscal years beginning after June 15, 2000. SFAS No. 133, as amended, establishes accounting and reporting
standards for derivative instruments, including certain derivative instruments embedded in other contracts, and
for hedging activities. Under SFAS No. 133, certain contracts that were not formerly considered derivatives may
now meet the definition of a derivative. The Company adopted SFAS No. 133 effective Aprii 1, 2001. The
adoption of SFAS No. 133 did not have an impact on the financial position, results of operations, or cash flows
of the Company.

On June 29, 2001, SFAS No. 141, “Business Combinations” ("SFAS No. 1417) was approved by the FASB. SFAS
No. 141 requires that the purchase method of accounting be used for all business combinations initiated after
June 30, 2001. Goodwill and certain intangible assets with indefinite lives will remain on the balance sheet and
not be amortized. On an annual basis, and when there is reason to suspect that their values have been
diminished or impaired, these assets must be tested for impairment, and write-downs may be necessary. The
Company implemented SFAS No. 141 on July 1, 2001. The adoption of SFAS No. 141 did not have an impact
on the results of operations or financial position of the Company.

In August 2001, the FASB issued SFAS No. 144, "Accounting for the Impairment or Disposal of Long-Lived
Assets” (“SFAS No. 144"), which addresses the financial accounting and reporting for the impairment or disposal
of long-lived assets. This statement supercedes SFAS No. 121, *Accounting for the Impairment of Long-Lived
Assets and Long-Lived Assets to be Disposed Of” and will be effective for the Company on April 1, 2002. The
Company is assessing the impact, if any, SFAS No. 144 will have on the consolidated financial statements.

NOTE 3 - ACQUISITIONS

On April 19, 2000, DrugiMax Acquisition Corporation (“Buyer”), a wholly owned subsidiary of the Company,
Valley, Ronald J. Patrick (*Patrick”) and Raiph A. Blundo (“Blundo” and together with Patrick, the “Sellers”) signed
a Merger Purchase Agreement (the “Agreement’). In connection with the merger, the Sellers received an
aggregate of 226,666 shares of the Company’s common stock and cash in the amount of $1.7 million. In
addition, the Sellers deposited 22,666 shares of the Company’s common stock with an escrow agent (the
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“Holdback Shares”). Based on audited financiai statements of Valley as of April 18, 2000, the stockholders’
equity amounted to $400,667, which was $141,160 less than the threshold amount of $541,827. Therefore,
9,411 of the Holdback Shares have been returned to the Company. Afier consideration of the return of the
Holdback Shares, a total of 217,255 shares at $10.125 per share were issued for the acquisition. The acquisition
was accounted for using the purchase method of accounting and accordingly $3.6 million of goodwill was
recorded. Prior to April 1, 2001, goodwill was amortized over a fifieen (15) year period.

On April 18, 2000, Valley loaned the Sellers $170,000, of which $100,000 is outstanding at March 31, 2002, to
pay for a portion of the flow through effects of their S Corporation taxable income resulting from the sale of
Valley. These interest-free notes receivable are to be repaid upon the Seliers’ sale of Company common stock,
which is restricted stock subject to a holding period that ended on April 19, 2001.

On October 25, 2001, Discount purchased substantially all of the net assets of Penner & Welsch, Inc. (“Penner”),
a wholesale distributor of pharmaceuticals based in Louisiana, pursuant to an Agreement for the Purchase and
Sale of Assets dated October 12, 2001 (“the Agreement”). Penner was a Chapter 11 debtor which had voluntarily
filed for Chapter 11 protection in the US Bankruptcy Court Eastern Division of Louisiana. Prior to this acguisition,
commencing in September 2000, the Company managed the day-to-day operations of Penner, in exchange for
a management fee equal to a percentage of the gross revenues of Penner each month. The Company recorded
management fees of approximately $364,000 and $550,000 from Penner for the years ended March 31, 2002
and 2001, respectively. During the management period, the Company provided Penner with a collateralized
revolving line of credit for the sole purpose of purchasing inventory from the Company. Pursuant fo the
Agreement, Penner received an aggregate of 125,418 shares of restricted common stock of the Company,
valued at $5.98 per share, cash in the amount of $488,619, and forgiveness of $1,604,793 in trade accounts
payable and management fees owed to Discouni. The Agreement, including the nature and amount of ihe
consideration paid to Penner, was negotiated between the parties and, on October 15, 2001, was approved by
the US Bankruptcy Court, Eastern Division of Louisiana.

On October 19, 2001, the Company entered into an Employment Agreement with Gregory M. Johns (“Johns”),
former owner of Penner, for an annual salary of $125,000, payable bi-weekiy for an initial term of three years,
through October 18, 2004, renewable for subsequent terms of one year thereafier. In accordance with the
Employment Agreement, the Company agreed o issue a total of 100,000 employee non-qualified stock options
(the “Options”) to Johns at a price of $8.00 per share contingent upon the attainment of gross profit goals by
Discount over the three year term of the Employment Agreement. The Options, provided the goals are attained,
would be issued one third of the total 100,000 each year for three years, and would be issued within sixty days
of each anniversary date of the Employment Agreement. In conjunction with the Employment Agreement, on
October 19, 2001, Johns executed a Restrictive Covenants Agreement and Agreement Not to Compete (“Non
Compete Agreement”) with the Company. The Non Compete Agreement corstrains Johns during the minimum
three year term of the Employment Agreement in addition to a period of one year foliowing his termination. in
consideration for Johns’ execution of the Non Compete Agreement, the Company issued to Johns 25,000 shares
of common stock of the Company, with a fair market value of $142,500. The cost of the Non Compete Agreement
was recorded as an intangible asset and is being amortized over a four year period.

The business combinations of Valley and Penner were accounted for by the purchase method of accounting. The
results of operations of the above named businesses are included in the consolidated financial statements from
their respective purchase dates. The Company acquired the following assets and liabilities (net of cash received
from Valley of $53,207 for fiscal year ended March 31, 2001) in the above business combinations:

For the Year Ended For the Year Ended

March 31, 2002 iviarch 31, 2001

Accountsreceivable . ... .. . $ 1,180,756 $ 3,478,537
NVeNtOTY. . . e e 717,954 8,690,636
Property and equipment . .. ... ... oL 670,000 67,146
Otherassels. . ...... ... i 04,391 266,380
Intangible assets. . ... ... . 291,914 —
GoodWill . . . e 135,043 3,557,023
Assumption of liabilities. . . . .............. ... ... . ... (104,146) (10,102,634)
Net value of purchased assets ... ................... 2,985,912 3,957,188
Forgiveness of trade payables and management fees . . . .. (1,604,793) —
Value of common stockissued ... ......... ... ...... (892,500) (2,199,707)

Cash paid foracquisitions . . ........... ... .. u.. $ 488,619 $ 1,757,481




The unaudited pro forma effect of the acquisitions of Valley and Penner on the Company’s revenues, net income
(loss) and net income (loss) per basic and diluted share, had the acquisitions occurred on April 1, 2000 is
as follows:

For the Year Ended  For the Year Ended

March 31, 2002 March 31, 2001
Revenue. . ... ... . e $ 273,944,559 $ 217,364,674
Netl10SS .. ($22,483) ($11,610,772)
Basic and diluted netlosspershare ... .................. ($0.00) ($1.77)

The proforma information for the fiscal years ended March 31, 2002 and 2001 has been presented after the
elimination of revenues and net income derived from the sales to Penner by Discount prior to the acquisition. In
addition, the proforma information for the fiscal years ended March 31, 2002 and 2001 has been presented after
the elimination of non-recurring charges from the Penner operations as follows:

For the Year Ended  For the Year Ended

March 31, 2002 March 31, 2001
Managementfees. . ........ ... ... ... . ... .. $ 547,220 $ 824,288
Trusteefees .. ... ... 25,000 25,000
Legalfees .. ... ... . . 160,577 174,605

NOTE 4 - INPAIRMENT OF ASSETS

Since the acquisitions of Desktop and VetMall, management has been faced with substantial changes to the
original business plans. The offices of Desktop and VetMali were relocated from Dallas, Texas to the Company’s
corporate office facilities in Largo, Florida during August 2000. The primary function of Desktop is to design and
develop customized Internet solutions for businesses and to a greater extent to continue to design, develop and
maintain the VetMall web site. The amount of transition expense, loss of customer base, and problems with the
web site and the delay of its startup, are all factors which contributed to a negative cash flow for the twelve
months ending March 31, 2001. Although management has made improvements to the VetMall web site, there
are no current plans for operations which would generate a positive cash flow.

During the fourth quarter of the fiscal year ended March 31, 2001, the Company reassessed the value of the
goodwill and property, equipment and software recorded by the Company as a result of the acquisitions of
Desktop and VetMall. Prior to that reassessment, the unamortized balances of the goodwill and real assets
consisted of $4,748,100 of goodwill, and $462,300 of acquired property, equipment and software. Management
assessed the value of the related goodwill and property, equipment and software and concluded that the
carrying value exceeded the fair value of the assets. In determining the fair value of the impaired assets,
management assumed that there would be no future cash flows from the acquired Desktop and VetMall
businesses. Based on the lack of future cash flows and an estimated fair value of zero, management concluded
that an impairment of goodwill and certain software existed. Management determined that the remaining
acquired property, equipment and software would be deployed within the Company; therefore, no impairment of
these assets existed. The economic factors indicated above caused management to revise downward its
estimates of future cash flows from current and future revenues associated with the Desktop and VetMall
businesses. As a result of management’s analysis, and using the best information available, management
recorded impairment of asset charges of $3,877,580 in goodwill and $105,424 for software, during the fourth
quarter of fiscal 2001. Additionally, the Company determined that approximately $456,700 capitalized in fiscal
year 2001, which related to a delayed secondary offering of securities, had no future value and because market
conditions were not conducive to a successful secondary offering of securities (see Note 12), the Company
wrote off these costs in the fourth quarter of fiscal 2001.

The Company’s analysis of the information available has not identified any impairment losses with respect to
long-lived assets for the fiscal year ended March 31, 2002.
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; NOTE % - PROPERTY AND EQUIPNIENT

' At March 31, 2002 and 2001 property and equipment consist of the following:

: 2002 2001
Furniture, equipmentand vehicles . ... ........ .. ... ... .. .. $ 733,620 $ 245,848
COMPULEr SORWAIE . . . . ot 646,561 411,808
Leasehold improvements . .. .. .. ...t 67,928 68,301
TOtEl e 1,448,179 727,055
Accumulated depreciation and amortization . ................. (458,258) (222,149)
Property and equipment, net . ......... . ... . . . $ 989,921 $ 504,905

Depreciation expense for the years ended March 31, 2002 and 2001 was $245,280 and $247,868,
respectively.

NOTE 6 - GOORPWILL AND OTHER INTANGIBLE ASSETS

Changes in the carrying amount of goodwill for the fiscal year ended March 31, 2002, are as follows:
Balanceas of March 31,2001 . ............ ... ... ... ..... $ 25,179,255
Goodwill acquired .. ... .. . e e 135,043
Balance asof March 31,2002 ........... ... . ... ... ..... $ 25,314,298

The Company has determined that it has one reporting unit in the distribution business. Management further
has determined that the distribution reporting unit should be reported in the aggregate based upon similar
economic characteristics within each company within that segment.
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The following table reflects the components of other intangible assets:

March 31, 2002 March 31, 2001
Gross Gross
! Carrying Accumulated Carrying Accumulated
% Amount Amortization Amount Amoriization
X
= Amortizable intangible assets:
g Non compete agreement . . ... ... $ 142,500 $ 15,000 $ — $ —
g Domain name .. .............. 200 200 200 156
EoTotal $ 142,700 $ 15200 $ 200 % 156
ﬂ Non-amortizable intangible assets:
' Domain name ................ $ 149,414 3 — $ — $ —

Amortization expense for the fiscal years ended March 31, 2002 and 2001 was $15,044 and $2,550,260,
respectively.

Estimated amortization expense for each of the five succeeding fiscal years is as follows:

Year Ending March 31 Amount

2003 ... $36,000

i 2004 ... 38,000
2005 ... e 36,000




NOTE 7 - NOTES RECEIVABLE

On March 28, 2002, the Company arranged a note maturing on March 31, 2007 with one of its customers for
an account receivable. The note bears interest at 6%, is collateralized by the customer's accounts receivable
and inventory, and requires any subsequent charges after the date of the note to be paid currently in addition to
the repayment of the note balance. The outstanding balance on the note at March 31, 2002 was $329,012, of
which $65,520, representing the portion due within one year, is included in other current assets.

On March 28, 2002, the Company arranged a note maturing on March 31, 2007 with one of its customers for
an account receivable. The note bears interest at 6%, is unsecured, and requires any subsequent charges after
the date of the note to be paid currently in addition to the repayment of the note balance. The outstanding
balance on the note at March 31, 2002 was $411,269, of which $67,344, representing the portion due within
one year, is included in other current assets.

NOTE 8 - INCORIE TAXES

The provision for income taxes (benefit) consists of the following for the year ended March 31, 2002:

Federal State Total
Current. . ... $ - $ - 3 -
Deferred. .. ..... ... ... . . . {950,084) (153,464) (1,103,548)
Total . ... ... . . . $ (950,084) $ (153,464) $ (1,103,548)

The provision for income taxes (benefit) differs from the amount computed by applying the U.S. federal income
tax rate of 34% to income (loss) before income taxes for 2002 as follows:

Rate Reconciliation Amount Effective Rate
Statutory federalrate. .. ............ ... .. ... .. 3 307,215 34.00%
State income taxes . ... . i 33,656 3.72%
Other. . e e 14,081 1.56%
Change in valuation allowance. . . ................. .......... (1,458,500) (161.41%)

$ (1,103,548) (122.13%)

Deferred income taxes reflect the net tax effects of temporary differences between the carrying amounts of
assets and liabilities for financial reporting purposes and the amounts used for income tax purposes. The
components of deferred income tax assets and liabilities, net of valuation allowance, as of March 31, 2002 and
2001 are as follows:

2002 2001

Netoperating 10Sses . . . ... ... . . $ 607,258 $ 926,000
Net operating losses —acquired . . ... ... ... ... . . 190,384 416,000
Use of cash basis method of accounting for

INCOME taX PUMPOSES . o v i it et e e e e e e en s (128,500) (193,500)
Uniform capitalization of inventory cost . ...................... 244,306 -
Basis difference in property and equipment . ... ......... .. ... .. (32,627) -
Bad debtandotheraccruals . ........... .. ... ... ... ... . ... 222,726 310,000
Net deferred income taxes assets ........................... 1,103,548 1,458,500
Valuation allowance. . ....... ... ... ... - (1,458,500)
Net deferred income tax asset after valuation allowance .......... $ 1,103,548 $ -

The net operating loss and acquired tax loss carry forward benefits expire in various years beginning 2020. Due
to the Company’s acquisition of Desktop, the Company’s ability to utilize the acquired net operating loss carry
forward of $500,000 will be limited by IRS Section 382 to $113,000 per year.
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SFAS No. 109 requires a valuation allowance to reduce the deferred income tax assets reported, if based on the
weight of the evidence, it is more likely than not that a portion or all of the deferred income tax assets will not
be realized. As such, 2 valuation allowance of $1,458,500 was established at March 31, 2001.

In assessing the realizability of deferred income tax assets, management considers whether it is more likely than
not that some portion or all of the deferred income tax assets will not be realized. The ultimate realization of
deferred income tax assets is dependent upon the generation of future taxable income during the periods in
which those temporary differences become deductible. Management evaluated the scheduled reversal of
deferred income tax liability, the Company's profitability for the year ended March 31, 2002, the Company’s
business model, and future earnings projections, and believes the evidence indicates that the Company will be
able o generate sufficient taxable income to utilize the deferred income tax asset; therefore, the Company
recognized the full $1,458,500 deferred income tax asset, offset by current year deferred income tax expense
of $354,952, for a net deferred income tax benefit of $1,103,548 for the year ended March 31, 2002.

NOTE 9 - DEBT

On March 17, 2000, the Company signed a $1,000,000 line of credit agreement with First Community Bank of
America. Terms of the agreement provided for interest to be charged at 1% over the rate of interest paid on the
Company’s $1,000,000 certificate of deposit held by First Community Bank of America and used to collateralize
the loan facility. The balance on the line of credit became due on October 1, 2000. On November 8, 2000,
documents were executed to extend the line of credit agreement for an additional six-month period with a due
date of April 1, 2001. The First Community Bank of America certificate of deposit matured on March 15, 2001,
and on March 18, 2001, was used o satisfy the line of credit agreement.

In March 2000, the Company entered into a line of credit agreement with Merrill Lynch. The line of credit enabled
the Company to borrow a maximum of $5,000,000 with borrowings limited to 80% of eligible accounts receiveble
and 50% of inventory (capped at $1,000,000). The Merrill Lynch line of credit was paid in full on October 24,
2000, with proceeds from the new Mellon credit facility.

On October 24, 2000, the Company obtained from Mellon a $15 million line of credit and a $2 million term loan
to refinance its prior bank indebtedness, to provide additional working capital and for other general corporate
purposes. The line of credit enabled the Company to borrow a maximum of $15 million, with borrowings limited
to 85% of eligible accounts receivable and 65% of eligible inventory. On Cctober 28, 2001, the Company
executed a loan modification agreement modifying the original Mellon line of credit with Standard, increasing the
line to $23 million. The term loan is payable over a 36-month period with interest at 0.75% per annum over the
base rate, which is the higher of Mellon’s prime rate or the effective federal funds rate plus 0.50% per annum.
The interest rate on the term loan at March 31, 2002 was 6.0%. The revolving credit faciiity bears interest at the
floating rate of 0.25% per annum above the base rate. The interest rate on the revolving credit facility at March
31, 2001 was 4.75%. Loan costs of approximately $380,000 were capitalized and are being amortized over the
life of the term loan. The outstanding balances on the revolving line of credit and term loan were $18,929,575
and $1,117,866, respectively, as of March 31, 2002. The availability on the line of credit at March 31, 2002 was
approximately $.6 million. in conjunction with the closing of the credit facility, the Company deposited $2 million
in a restricted account with Meilon. The credit facility prohibits the payment of dividends.

On June 8, 2002, the Company executed a Third Amendment and Modification to Loan and Security Agreement
(the "Amended Agreement”) with Standard modifying the original Mellon line of credit. The Amended Agreement
permits the Company to exceed the calculated line availability, by an amount of up to $2,000,000 (the “out-of-
formula advance”), for the period commencing June 5, 2002 through August 5, 2002, unless cancelled upon
request by the Company prior to August 5, 2002. However, at no time shall the total line of credit be advanced
beyond $23,000,000. Loan modification costs of approximately $40,000 will be capitalized and amortized over
the remaining life of the note. The Amended Agreement sets forth that if the Company has out-of-formula
advances outstanding, then it will incur interest on the entire principal balance of the line of credit at the rate of
one percent over the base rate until the out-of-formula advances are paid in full. The Amended Agreement also
provides that the Company’s borrowing base include the excess of the restricted cash account over the
outstanding principal balance of the existing term loan. The Amended Agreement modified the financial
covenants imposed on the Company’s net income, net worth and working capital ratios through March 31, 2004,



After the Amended Agreement, the Company was in compliance with the fiscal year net income and ratio
covenants; however, the Company was not in compliance with the net income for the fourth quarter and net
worth covenants at March 31, 2002. On June 27, 2002, Standard provided an amendment modifying the
covenants in the Loan and Security Agreement to achieve loan compliance at March 31, 2002. The amendment
modifies the net income covenant for the fourth quarter ended March 31, 2002, and the net worth covenant
commencing March 31, 2002 through June 29, 2002. All other loan provisions will remain in effect.

On June 12, 2002, Jugal K. Taneja (*Taneja”), Chairman of the Board, CEO and a Director of the Company,
executed an Amended and Restated Continuing Unconditional Guaranty (the “guaranty”) in favor of Standard,
which replaced a Continuing Unconditional Guaranty dated May 30, 2002. The guaranty provides Standard with
Taneja’s unconditional guaranty for any out-of-formula advances against the line of credit.

NOTE 10 - COMMITMENTS AND CONTINGENCIES

On February 15, 2000, the Company entered into an Agreement with Purchasepro.com, Inc. (*PPRO") wherein
PPRO was to design and develop a “sell-side” private e-marketplace, powered by PPRO, labeled to include the
marks and logos of the Company. PPRO’s development and unlimited buyer license fee for private
e-marketplace was to be issued in the form of 200,000 of the Company’s warrants. The “sell-side” private
e-marketplace project with PPRO is inactive; a termination agreement has been drafted and no warrants will be
issued.

Leases

The Company has operating leases for facilities that expire at various dates through 2007. Certain leases
provide an option to extend the lease term. Certain leases provide for payment by the Company of any increases
in property taxes, insurance, and common area maintenance over a base amount and others provide for
payment of all property taxes and insurance by the Company.

The Company leases computer and office equipment with original lease terms ranging from three to five years.
These leases expire at various dates through fiscal 2007.

The Company leases vehicles for delivery and sales purposes with original lease terms ranging from one to five
years. These leases expire at various dates through fiscal 2006.

The Company has capital leases on office and warehouse equipment each with original lease terms of five
years. These capital leases expire at various dates during fiscal 2006.

Future minimum lease payments, by year and in aggregate under non-cancelable leases that have initial or
remaining terms in excess of one year, are as follows:

Year Ending March 31 Operating Leases Capital Leases
2003 ... $ 314,027 % 14,163
2004 ... 287,393 14,163
2005 ... .. 202,142 14,163
2006 ... ... 184,729 3,835
2007 and thereafter ............ 97,995 -
Total payments ... ............. $ 1,086,286 46,324
Less amount representing interest . (9,306)
Total present value of minimum
lease payments . ............ $ 37,018

Total rent expense for the years ended March 31, 2002 and 2001 was approximately $226,000 and $177,700,
respectively.
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Litlgation

: The Company previously executed an engagement letter with GunnAllen Financial (“GAF") with an effective date
: of August 20, 2001, for consulting services over a three month period from the effective date, and renewable
: month to month thereafter until terminated by either party with a thirty day notice. The GAF agreement required
: that the Company pay to GAF, for consulting services performed, $5,000 per month plus expenses capped at
$2,000 per month, and further required the Company to issue a warrant to GAF exercisable for a period of five
years to purchase 100,000 shares of the Company’s common stock at an exercise price of $5.80 per shere.
However, on October 12, 2001, the Company terminated the agreement with GAF and informed GAF that GAF
was in breach of contract under the Agreement and that, accordingly, no warrants would be issued to GAF and
no further fees would be paid to GAF. The Company alsc demanded the return of all fees previously paid to GAF.
At March 31, 2002, no warrants had been issued to GAF. As of June 27, 2002, GAF had not instituted any legal
: proceedings against the Company, and the Company has made no provision in the accompanying consolidated
; financial statements for resolution of this matter.

In March 2000, the Company acquired all of the issued and outstanding shares of common stock of Deskiop
Corporation, a Texas corporation located in Dallas, Texas, pursuant to an Agreement and Plan of Reorganization
by and among the Company, K. Sterling Miller, Jimmy L. Fagala and HCT Capital Corp. (the “Reorganization
Agreement”). On February 7, 2002, Messrs. Miller and Fagala filed a complaint against the Company in the
Circuit Court of the Sixth Judicial Circuit in and for Pinellas County, Florida, alleging, among other things, that
the Company had breached the Reorganization Agreement by failing to pay 38,809 shares of the Company’s
common stock to plaintiffs. The complaint also includes & count of conversion and further alleges that the
Company breached its employment agreements with Messrs. Miller and Fagala, for which the plaintiffs seek
monetary damages. On March 11, 2002, the Company filed its answer, affirmative defenses and counterclaim
against plaintiffs and HCT Capital Corp., in which it alleged, among other things, that plaintiffs had breached the
Reorganization Agreement by misrepresenting the state of the acquired business, that the Company was
entitled to set off its damages against the shares which the plaintifis are seeking and further seeking contractual
indemnity against the plaintiffs. On April 16, 2002, HCT Capital Corp. filed its answer, counterclaim against the
Company and cross-claim against the plaintiffs. The Company intends to vigorously defend the actions filed
against it and to pursue its counterclaim. The Company has made no provision in the accompanying
consolidated financial statements for resolution of this matter.
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The Company is, from time to time, involved in litigation relating to claims arising out of its operations in the
ordinary course of business. The Company believes that none of the claims that were outstanding as of March
31, 2002 should have a material adverse impact on its financial position, results of operations, or cash flows.

T

NOTE 11 - EMPLOYEE BENEFIT PLARN

in January 2002, the Company adopted the DrugMax, Inc. 401(k) Plan (the “401(k) Plan”). Full time employees
are eligible to participate in the 401(k) Plan beginning the next quarterly enrolliment date after completion of one
year of employment with the Company. Eligible employees may contribute up to $11,000 of their annual
compensation on a pre-tax basis for the 2002 401 (k) Plan year. Participant contributions are immediately vested.
In addition, under the terms of the 401(k) Plan, for each plan year, the Company may contribute an amount of
matching contributions determined by the Company at its discretion. Participants become vested in the
Company matching contributions over a six-year period. The Company made no contributions in the fiscal year
ended March 31, 2002.
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NOTE 12 - STOCK AND BENERIT PLANS
Offering

Cn November 1, 2000, the Company filed a registration statement with the Securities and Exchange
Commission for a proposed secondary offering of 2,000,000 shares of the Company’s common stack. Utendahl
Capital Partners, L.P. (*Utendahl”) was contracted to act as lead managing underwriter of the proposed offering.
However, on December 29, 2000, the Company and Utendahl agreed to terminate their agreement and
Utendah! received 50,000 shares of the Company's common stock, valued at $3.9375 per share, for full release
of the agreement.




The total costs incurred by the Company were approximately $456,700, and were capitalized during the third
quarter of 2001. During the fourth quarter of 2001, management determined that market conditions were not
conducive to a successful secondary offering of securities and cancelled the registration. As such, all costs
incurred and capitalized, relative to this offering, were expensed as an impairment of assets during 2001. On
October 30, 2001, the Company filed Form RW with the Securities and Exchange Commission requesting
consent to withdraw the Company’s Registration Statement on Form SB-2.

Warrants

In connection with an offering on November 22, 1999, and as additional compensation to the underwriters, the
Company issued warrants for the purchase of 150,000 shares of common stock. The warrants are exercisable,
in whole or in part, between the first and fifth years, at an exercise price of $16.50. The underwriters shall have
the option to require the Company to register the warrants and/or the common stock underlying the warrants.
The warrants had an estimated fair market value of approximately $839,000 on the date of issuance, determined
under the Black-Scholes Model, assuming an expected life of 5 years, a risk-free interest rate of 6.56%,
expected volatility of 75%, and no dividends. This amount is included in additional paid in capital along with other
issuance costs of the offering.

On January 23, 2000, the Company granted a director of the Company, a three-year warrant to purchase
200,000 shares of common stock at an exercise price of $15.98, which approximates the 30-day weighted
average of the stock price from January 23, 2000 to February 22, 2000. The warrants were immediately vested
on January 23, 2000. The grant was made as a result of the director acting as a guarantor of the $5,000,000
Merrill Lynch line of credit. The warrants had an estimated fair value of approximately $1,625,000, which was
determined using the Black-Scholes Model, assuming an expected life of 3 years, a risk-free interest rate of
6.63%, expected volatility of 75%, and no dividends. No compensation expense was recognized because the
warrants were issued to a director.

Stock Options

In August 1999, the Company’s Board of Directors adopted a stock option plan (the “Plan”™), which was approved
by the Company’s shareholders at its annual meeting in August 2000. The Plan provides for the grant of incentive
and nonqualified stock options to key employees, including officers, directors and consultants of the Company.
Under the provisions of the Plan, all options, except for incentive options granted to “greater-than-10%-
stockholders,” have an exercise price equal to the fair market value on the date of the grant and expire no more
than ten years after the grant date. The exercise price of incentive options issued to “greater-than-10%-
stockholders” shall not be less than 110% of the fair market value of the common stock on the date of the grant,
and such options shall expire five years after the date of the grant. During the years ended March 31, 2002 and
2001, no stock options were issued to consultants. At March 31, 2002, options to acquire up to 1,400,000 shares
of common stock may be granted pursuant to the Plan.

Stock option activity is summarized as follows:

Weighted

Average

Number of Exercise
Incentive and Non-Qualified Stock Options Shares Price
QOutstanding March 31,2000. ................ 261,800 $ 13.08
Granted ........ ... ... . ... .. 75,000 11.69
Forfeited . . .......... .. ... ... ... ... ... ... (46,500) 13.53
Outstanding March 31,2001, .. .............. 290,300 12.65
Granted ....... .. . . .. e 950,700 413
Forfeited ... ........ ... .. ... ... .. ... .... (21,900) 6.05

Qutstanding March 31,2002. ................ 1,219,100 6.13
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Outstanding options under the Plan vest over a one- to three-year period. As of March 31, 2002, 636,533 options
with a weighted average exercise price of $7.13 were exercisable. The following is a summary of stock options
outstanding and exercisable as of March 31, 2002.

Weighted Average

Options Remaining Contractual Options

Exercise Price Cutstanding Life (years) Exercisable
$ 10.00 10,000 7.59 10,000
13.00 178,800 7.76 126,533
14.30 50,000 2.76 50,000
14.38 7,500 8.09 2,500
10.88 30,000 8.18 10,000
7.00 7,500 8.43 2,500
3.50 613,600 8.01 187,500
5.70 S00 9.29 -
5.00 207,500 9.44 207,500
5.75 40,000 4.55 40,000
8.05 73,300 9.67 -
1,219,100 636,533

Remaining non-exercisable options as of March 31, 2002 become exercisable as follows:

2003 ... 234,040
2004 ... 181,764
2005 ... 166,763

582,567

in January 2000, the Company granted 50,000 options to Stephen M. Watters, a greater-than-10%-stockholder
and director of the Company, at an exercise price of $14.30, which was 110% of the fair market value of the
stock on the date of the grant. Such options expire 5 years from the date of the grant.

The Company applies APB Opinion No. 25 in accounting for its warrants and stock options. Accordingly, no
compensation cost has been recognized for the warrants and options granted to employees and directors
because the exercise price equaled or exceeded the fair market value on the date of the grant. Had
compensation cost been determined on the basis of fair value pursuant to SFAS No. 123, net income (loss) and
net income (loss) per share would have been as follows for the years ended March 31, 2002 and 2001

2002 2001

Net income (loss), asreported . . ... ....... . ... i $ 2,007,122 $ (7,816,583)
Netloss, proforma . ......... ... . $ (573,497) $ (9,174,766)
Net income (loss) per common share-basic,

asTepOrted . ... $ 0.2¢ 3 (1.22)
Net loss per common share-basic, proforma . .. ................. $ (0.08) $ 1.43)
Net income (loss) per common share-diluted,

asrenorted . ... 3 0.28 $ (1.22)
Net loss per common share-diluted,

PrOfOrME . . . . $ (0.08) $ (1.43)




The weighted-average fair value of options granted for the years ending March 31, 2002 and 2001 was $2.77 and
$10.11, respectively. The estimated fair value for the above options and warrants was determined using the Black-
Scholes method with the following weighted-average assumptions used for grants in 2002 and 2001:

2002 2001
DividendYield. .......................... 0.00% 0.00%
Optionterm ............ ... ..o, 5-10 years 10 years
Expected volatility . . .......... ... ... . ..., 67% 85%
Risk-free interestrate .. ................... 3.94%-5.31% 5.38%

NOTE 13 - RELATED PARTY TRANSACTIONS

GO2 Pharmacy, Inc., a publicly traded company, formerly Innovative Health Products, Inc. (*GO2"), is a supplier
of manufactured dietary supplements and heaith and beauty care products. Taneja is a Director and Chairman
of the Board of GO2 and of the Company. In the fiscal years ended March 31, 2002 and 2001, the Company
purchased approximately $5,200 and $220,000, respectively, of products for resale from GO2.

In April 2000, in connection with the acquisition of Valley, the Company loaned the sellers of Valley a total of
$170,000 to pay for a portion of the flow through effects of their S Corporation taxable income resulting from the
sale of Valley. These are interest-free notes receivable and are to be repaid by Patrick, Chief Financiat Officer of
the Company, and Blundo, the President of Valley, upon their sale of the Company stock, which is restricted
stock subject to a holding period which ended on April 19, 2001. At March 31, 2002 and 2001, the outstanding
balance on the notes was $100,000.

Blundo, the President of Valley, and Patrick, the Chief Financial Officer of the Company, together are 2/3 owners
of Professional Pharmacy Solutions, LLC (“PPS”), a pharmacy management company. Valley sells products to
PPS under normal terms and conditions. During the fiscal years ended March 31, 2002 and 2001, the Company
generated revenues of approximately $1.1 million for each year from PPS. The receivable balance due from PPS
at March 31, 2002 and 2001 was approximately $590,000 and $200,000, respectively.

In October 2001, the Company executed a Commercial Lease Agreement (the “Lease”) with River Road Real
Estate, LLC ("River Road"), a Florida limited liability company, to house the operations of Discount in St. Rose,
Louisiana. The officers of River Road are Taneja, a Director, Chief Executive Officer, Chairman of the Board and
a majority shareholder of the Company; William L. LaGamba, a Director, Chief Operating Officer, and the
President of the Company; Stephen M. Watters, a Director of the Company; and Johns, an employee of the
Company and the former owner of Penner, The Lease is for an initial period of five years with a base monthly
lease payment of $15,000, and an initial deposit of $15,000 made to River Road by the Company. In the fiscal
year ended March 31, 2002, the Company paid $30,000 to River Road, which was a charge to rent expense, in
addition to the $15,000 security deposit.

NOTE 14 - SEGWENT INFORMATION

The Company has adopted SFAS No. 131, “Disclosures About Segments of Enterprise and Related
Information,” which established standards for reporting information about a Company's operating segments.
Operating segments are defined as components of an enterprise for which separate financial information is
available that is evaluated on a regular basis by the chief operating decision maker, or decision making group,
in deciding how to allocate resources to an individual segment and in assessing performance of the segment.

During the fiscal year ended March 31, 2001, the Company operated two industry segments: wholesate
distribution and computer software development. During the fiscal year ended March 31, 2002, the Company did
not operate the software development segment and has made the determination to concentrate on the
Company’s core wholesale distribution businesses. The Company has determined that is has one reportable
segment because all distribution subsidiaries have similar economic characteristics, such as margins, products,
customers, distribution networks and regulatory oversight. The distribution line of business represents 100% of
consolidated revenues in fiscal year 2002, and substantially all of consolidated revenues in fiscal year 2001.
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The Company distributes product both within and outside the United States. Revenues from distribution within
the United States represented approximately 99.8% and 100.0% of gross revenues for the years ended March
31, 2002 and 2001, respectively. Foreign revenues were generated primarily from distribution to customers in
Puerto Rico.

The following table presents distribution revenues from the Company’s only segment for each of the Company’s
three primary product lines for the fiscal years ended March 31:

2002 2001
Revenue from:
Branded pharmaceuticals. . . ... ... $ 252,526,812 $ 166,185,219
Generic pharmaceuticals . . . ... ..o 12,525,736 .6,470,828
Overthe counterand general .. ... oo 6,235,440 5,057,017
TOMAI FEVEIMUBS - . o oo veee ot v e e e e $ 271,287,988 $ 177,713,064

NOTE 98 - MAJOR CUSTONER CONGENTRATION

During the years ended March 31, 2002 and 2001, the Company's 10 largest customers accounted for
approximately 37% and 39%, respectively, of the Company'’s net sales. The Company’s largest customer during
fiscal 2002 accounted for approximately 13% of the Company's net sales, and the Company's largest customer
in fiscal 2001, which was a different customer, accounted for approximately 16% of net sales.

NOTE 16 - SUBSEQUENT EVENTS

On May 1, 2002, the Company filed suit against an established customer of the Company's Pittsburgh
distribution center for collection of past due accounts receivable. The customer accounted for approximately $4.1
million, or 1.5%, of the gross revenue of the Company in the fiscal year ended March 31, 2002. The Company
has an unconditional personal guaranty signed by the customer's owner. On March 31, 2002, the outstanding
accounts receivable balance from the customer was approximately $1 million, of which approximately $806,000
has subsequently been paid by the customer. Sales subsequent to March 31, 2002, and prior to the voluntary
filing, created an accounts receivable balance of approximately $.9 million. On May 23, 2002, the cusiomer filed
a voluntary petition in bankruptcy in the U.S. Bankruptcy Court, under Chapter Eleven of the United States
Bankruptcy Act, subsequent to which the customer failed to file the proper financial data with the court, causing
the voluntary bankruptcy filing to be withdrawn. Management believes the customer nas adequate assets for the
Company to recover the net ouistanding debt of approximately $200,000 as of March 31, 2002. Management
has made no provision in fiscal year 2002 for possible write down of the remaining accounis receivable.
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Corporate

Locations

DrugMax, Inc. — Corporate Headquarters
12505 Starkey Rd., Ste. A

Largo, FL 33773

Phone: (727) 533-0431

DrugMax, Inc. — Pittsburgh
203 Parkway Dr.
Pittsburgh, PA 15205
Phone: (412) 490-4980

Valley Drug Company
318 W. Boardman St.
Youngstown, OH 44503
Phone: (330) 744-0283

Discount Rx

10016 River Rd.

St. Rose, LA 70087
Phone: (504) 471-0945

Additional Information

Additional information about the Company can
be found in the Form 10-KSB or 10-QSB filed
with the Securities Exchange Commission.
These documents can be found on our website
www.drugmax.com or by calling the Company at
1-888-550-4312 to request a copy.

Information

Stock Listing

DrugMax, Inc. common stock is listed on the
NASDAQ under the ticker symbol: “DMAX”.
As of July 21, 2002, there were 7,119,172
shares outstanding and there were 564
shareholders of record. The number of record
holders was determined from the records of the
Company'’s transfer agent and does not include
beneficial owners of common stock whose
shares are held in the name of various securities
brokers, dealers and registered clearing agencies.

Annual Meeting

The 2002 Annual Meeting of Stockholders will
be held September 20, 2002 at 10:00 am
eastern standard time at the Bayou Club, 7979
Bayou Club Rd., Largo, FL 33777. Information
concerning the meeting is in the Notice of
Annual Meeting of Stockholders and Proxy
Statement.

Auditors

Deloitte & Touche, LLP

201 E. Kennedy Blvd., Ste. 1200
Tampa, FL 33602

Legal Counsel

Shumaker, Loop & Kendrick, LLP
101 E. Kennedy Bivd., Ste. 2800
Tampa, FL 33602

Transfer Agent & Registrar
Computershare Investor Services
350 Indiana St., Ste. 800

Golden, CO 80401

Phone: (800) 962-4284
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