December 3, 2014
Dear Walgreen Co. Shareholder:
On December 29, you will be asked to approve the unnecessary, overvalued and risky takeover of Alliance Boots.
With the bulk of the tangible, low-hanging synergies already realizable from the 2012 joint venture agreement
between the two companies, the board fails to make a compelling case for investing an additional $24 billion to fully
acquire Alliance Boots.
Specifically, the deal is:



Unnecessary: Walgreen’s executives have acknowledged that most – if not all – of the potential benefits
from the full acquisition could be realized on the basis of the existing partnership.



Overvalued: Walgreen is overpaying for Alliance Boots by at least 10% and up to 20%; the fairness
opinions provided by Walgreen’s financial advisors, as well as our own analysis, show that Walgreen’s
shareholders will be paying an implied transaction value of $35.7 billion for a company that would be fairly
priced at approximately $30 billion, including all synergies.



Risky: Walgreen is assuming that Alliance Boots will meet Walgreen’s expectations for its future growth,
which it has not done over the past two years, and Alliance Boots currently faces an increasingly
unfavorable environment in its main European markets.



Poorly negotiated: The deal results from a poorly executed negotiation process which failed to protect the
interests of long-term Walgreen shareholders, and unnecessarily deferred shareholder approval for more
than two years following the initial merger announcement.



Lacking in credible execution and disclosure: The deal presumes effective execution and transparent
disclosure from a management team and board that in August dramatically reduced the key profit targets of
the combined company, refused to disclose information pertinent to that miss, and may have improperly
shared material inside information with select investors.

In other words, Walgreen shareholders are being asked to vote in favor of a high-cost, high-risk transaction that
substantially dilutes their control over the company, with Alliance Boots’ owners achieving more than a 16% stake in
Walgreen, even though the full acquisition may be unnecessary to realizing the promised returns.
Accordingly, we believe you have powerful reasons to vote AGAINST approval of the issuance of shares to
complete the acquisition (Item 2) at the special meeting of shareholders on December 29.

The CtW Investment Group works with union-sponsored pension funds in order to enhance long-term shareholder
value through active ownership. These funds have over $250 billion in assets under management and are substantial
Walgreen shareholders.

Acquisition is Unnecessary: Most Synergies Attainable without Second Step
The unusual, two-step structure of the Alliance Boot (“AB”) acquisition has lent the deal a degree of inevitability, and
the company frequently addresses the transaction as if it is a fait accompli. In August 2012, Walgreen purchased a
45% stake in AB along with the option to acquire the rest of the company 30 months later, the subject of the special
meeting on December 29. The companies subsequently established a procurement joint venture in Switzerland to
achieve economies of scale in purchasing drugs, consumer goods, and other items.
Critically, this joint venture, which added AmerisourceBergen to its roster in 2013, offers the only concrete synergies
articulated in the AB deal – namely purchasing synergies. Walgreen executives have acknowledged that these
purchasing synergies could be achieved without the full acquisition of AB. At an analyst conference in January 2013,
former CFO Wade Miquelon stated that Walgreen could get “a significant, a majority, probably” of the procurement
synergies without step two of the deal, and Divisional Vice President of Investor Relations Rick Hans confirmed that
“the JV is already approaching vendors as a combined buying entity … it’s a combined buying group right
now.”[1] Mr. Hans had previously suggested during an investor presentation that the purchasing synergies would be
realized whether or not the second step is completed.[2]
Rather than treat the acquisition as a fait accompli, shareholders have the opportunity to maintain the status
quo, which would preserve the bulk of the promised synergies while avoiding a $24 billion outlay that will
massively increase Walgreen’s leverage and expose it to a host of new risks.

Acquisition is Overvalued: Valuation Exercises Suggest it is Overpriced By 10 to 20
Percent
It is clear from our own analysis and the valuation exercises conducted by Walgreen’s financial advisors that the cost
of completing the acquisition substantially exceeds the stand-alone value of AB. Consequently, the attractiveness of
the deal to current Walgreen shareholders depends critically on the expected synergies and their distribution between
Walgreen and AB shareholders.
First, consider the cost of the transaction to Walgreen shareholders. Table 1 breaks out the cash and share
components of the second step, the cost for the second step depending on the share price used, and the implied
overall cost of the AB acquisition for Walgreen’s shareholders:
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The range of share prices included in Table 1 overlaps with, but is generally lower than, the range of prices used by
Walgreen’s financial advisor Goldman Sachs (“GS”) in the fairness opinion provided to Walgreen’s board. We believe
that these share prices provide a fair but conservative basis for evaluating this complex transaction. Based on these
calculations, we find that Walgreen shareholders are being asked to pay AB shareholders between $12.6 and $14.3
billion to complete the second step–or roughly $24 billion, including the cost of AB’s $10.3 billion in debt.
Walgreen’s financial advisors GS and Lazard provide illustrative valuations of AB as a standalone company based on
comparable public company trading multiples, the enterprise value to EBITDA multiples characterizing comparable
past transactions, and discounted cash flow (DCF) analysis of projected financial performance provided by
Walgreen’s management:
TABLE 2A: MID-POINT VALUATIONS OF ALLIANCE BOOTS FROM GOLDMAN SACHS
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TABLE 2B: MID-POINT VALUATIONS OF ALLIANCE BOOTS FROM LAZARD ($BILLIONS, EXCEPT RATIO DATA)
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Bear in mind that while comparisons to other drug retailers or wholesalers and the DCF analysis provide a “stand
alone” valuation for AB, the precedent transactions presumably took place at valuations which reflected the expected
synergies from the various mergers and acquisitions GS and Lazard reviewed. Note that the multiple implied by GS’
transactions-based valuation is well above those of the other methods it employed, and Lazard’s is well above that of
its comparable companies analysis.[1]
With the exception of Lazard’s outlier DCF analysis, taking the midpoint of the midpoints provided by the other
methods it and Goldman Sachs employ suggests that AB on a standalone basis would have an enterprise value
around $25 billion, implying a $15 billion equity value and $8 billion standalone value for a 55% equity stake.
Walgreen shareholders are being asked to pay substantially more than this, nearly $6 billion more based on the
valuation date pricing shown in the second row of Table 1.
This $6 billion acquisition premium would be justified if, in addition to there being few risks to the financial projections
for the stand-alone company, the projected synergies are at least three times this premium. The Boston Consulting
Group has reported that “in successful deals, acquirers do not give more than one-third of estimated synergies to the
target shareholders in the form of acquisition premiums.”[2] Table 3 shows the estimated value of the synergies
according to GS and Lazard, along with the maximum acquisition premium consistent with no more than one-third of
those synergies being captured by AB:
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We note that once again, Lazard’s estimates are well above those of GS, and also that GS includes in its estimate
the value of the clawback (3% of AB’s equity or about $750 million) that Walgreen would owe AB if the merger were
not completed other than as a result of rejection by Walgreen shareholders.
Table 4 summarizes the total cost of completing the second step of the merger to Walgreen shareholders, including
the assumption of $10.3 billion in AB debt, as compared to a “fair price” in which no more than one-third of projected
synergies accrue to AB in the form of an acquisition premium:
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Consequently, the premium appears to be too high and the division of benefits between Walgreen and AB
shareholders appears unfair, even based on the analysis of financial advisors who have every reason to describe this
transaction as positively as possible. In addition to the excessive price tag, the synergies anticipated by management
are subject to substantial risks, making it far from certain that the combined company will be able to achieve the
performance goals used in the fairness opinions valuing AB.

Acquisition is Risky: Threats to AB Performance and Synergies
There are clear reasons to be skeptical of the projected synergies, the future performance of AB, and the
likelihood that these companies can be integrated smoothly.
Walgreen has already experienced a significant set-back with respect to its projection for FY2016 operating income,
originally announced in conjunction with the AB deal in June 2012: Walgreen had initially anticipated operating
income of $9 to $9.5 billion for the combined company (including procurement synergies), but it has now had to
lower that projection to $7.2 billion.[7] While there were apparently multiple reasons for this miss, including
management’s failure to properly anticipate increased prices for certain generic drugs, AB’s performance to date has
not met Walgreen’s expectations when it proposed the two-step transaction in 2012. Walgreen’s initial projection
assumed annual growth in operating income at AB of about 9% from 2012 to 2016, according to a recent Barclay’s
report, but to date its annual growth has been 4.4 %. Barclays attributes one-third of the earnings miss to AB’s
underperformance.[8]
Timing, Likelihood of Synergies Uncertain
The projected synergies from this transaction are substantially back loaded: more than two-thirds of the present value
calculated by Walgreen’s financial advisors represents gains from after FY2018, and more than one-third of the pre2018 synergies are supposed to be realized in FY2018 itself. On this point, Cantor Fitzgerald has written that
Walgreen’s current guidance for the combined company “would imply very aggressive, back-end loaded growth
relative to FY16 objectives.”[9] While Walgreen’s managers have suggested that other benefits will accrue to
shareholders, for instance, from applying “best practices” to the design of store formats or from the sale of Boots
beauty products in the US, these gains seem especially speculative. Walgreen currently provides a very different
product mix than AB, suggesting that the importation of new store formats could be very challenging. Additionally, AB
has had to substantially mark down the prices of its beauty products in the US.
Continuing Headwinds from Europe
The overall economic trajectory of the major European countries where AB operates, including the continued
application of austerity measures to health care spending, creates serious headwinds for the company. A report we
recently commissioned from the Austrian Health Institute on European pharmaceutical pricing policies lays out these
trends in detail, and it concludes that these austerity policies – such as reductions in wholesaler margins and
changes in reference pricing formulas – have reduced drug spending by about 3% a year since 2009.[10] Similarly,
Business Monitor International has projected that pharmaceutical spending growth in AB’s key markets will be
negative or only slightly above zero in the near future.[11] In part for these reasons, analysts at Deutsche Bank
Securities have written that “we estimate that both the Walgreens and AB earnings will deteriorate in F2015 … which
prompts us to question the underlying strength of the respective businesses,”[12] while analysts at Credit Suisse
have argued that “[t]he core underlying U.S. business is clearly challenged, Europe lacks organic growth, and below
the line initiatives are not exciting enough in our view. In fact, we would not be surprised if questions around the
merits of the AB deal arise once again given the eventual valuation, the fact that many of the benefits could have
been had through partnerships, and its secondary revenue synergy focus.”[13]

Uncharted Territory for Walgreen
Finally, it is worth noting that up until Greg Wasson became CEO in 2009, Walgreen had become the second largest
US drug retailer almost entirely through organic growth. The company has limited experience integrating acquisitions,
and is now undertaking not only a major integration project, but one whose international scope is far outside the
company’s prior experience. Cantor Fitzgerald has stated that “[t]he recent trajectory of financial performance of
Walgreen and AB has been disappointing and the combined operations could generate integration challenges and
negative synergies. Walgreen’s management has little direct experience with international operations.”[14]In order to
support the approval of the second step, shareholders would have to believe that despite this lack of experience both
with large-scale corporate integration and with international operations, Walgreen’s management will be able to
complete this undertaking with essentially no further disappointments.

Acquisition was Poorly Negotiated
From its inception, this transaction has been pursued by Walgreen’s management and board in a manner
that has unduly and unnecessarily attenuated shareholder influence and accountability.
The decision to divide the transaction into two steps, whatever its possible justifications, deprived shareholders of the
ability to approve or disapprove of the AB merger at the outset; shareholders instead are only able to decide if the
second step of the transaction should be completed for consideration negotiated over two years ago. Given what
Walgreen management describes as a significant degree of integration between the companies since the adoption of
the first step, the two-step process has made the eventual complete merger of the companies appear to be a fait
accompli, whether or not Walgreen’s shareholders would have approved the proposed transaction had they been
given a vote in 2012.
Moreover, Walgreen’s management and board failed to negotiate terms that were in the interests of Walgreen
shareholders. For instance, while the merger agreement provides a floor for the total value of shares to be issued to
AB’s shareholders, protecting them against a decline in Walgreen’s share price, it contains no ceiling to protect
Walgreen shareholders from overpaying as a result of appreciation in the company’s share price. Such a provision
would likely have resulted in a much lower cost for Walgreen shareholders and a more attractive proposition.
Moreover, at the time the two-step transaction was first announced in 2012 Walgreen was trading at approximately
14% below its median value over the prior five years and 35% below its peak value immediately prior to the Express
Scripts conflict. Given the negative impact of this conflict, the fact that Walgreen announced its resolution only one
month after announcing the merger, and the reasonable expectation that this resolution would have a significant and
positive effect on Walgreen’s share price, the board’s failure to secure a ceiling on the value of the consideration to
be paid by Walgreen shareholders seems inexplicable.

Acquisition Comes at Time of Significant Internal Challenges
Recent developments at Walgreen do not give us confidence that either the ongoing integration is
proceeding according to plan or that Walgreen’s management is capable of successfully integrating the
companies.

Current management’s account of the revisions to projected FY2016 operating income emphasizes its own failure to
anticipate or effectively manage price spikes for generic drugs and compressed Medicare Part D margins, both of
which Walgreen’s competitors appear to have handled much more smoothly, as well as inadequate communication
between key internal departments. Nor are we reassured by the addition of JANA Partners’ Barry Rosenstein to the
board: while Mr. Rosenstein has led a number of successful activist engagements, these have generally been on a
very short time horizon (our analysis finds JANA exits from its public targets within a year of initiating a position), and
Mr. Rosenstein himself does not appear to bring either corporate integration, retail, or international operating
experience to the board. While we support opening the board to direct shareholder participation, we believe that the
appropriate way to do so would be through adoption of the proxy access proposal which received support from half of
non-insider Walgreen shareholders at the last annual meeting.

Summary: An Unnecessary, Overvalued and Risky Acquisition
Walgreen’s shareholders have every reason to oppose the second step of the AB merger. They are paying an
excessive premium even assuming that the company’s projected performance targets, including synergies, are
achieved. This prospect that looks increasingly dim as the reality of both Walgreen’s and AB’s current performance
becomes clear. Worse still, the successful integration of these companies rests in the hands of an executive team
with little relevant experience and a recent track record of embarrassing errors.
Instead, we urge Walgreen shareholders vote AGAINST approval of the issuance of shares to complete the
acquisition (Item 2) at the special meeting of shareholders on December 29, and to urge the board to engage
constructively with long-term shareholders.
For more information please contact Michael Pryce-Jones at 202-721-6079 or visit
www.ctwinvestmentgroup.com/walgreen.
Sincerely,

Dieter Waizenegger
Executive Director
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