Sean LeBreque,

Store Manager
Oxnard, California
Consolidated Statements of Cash Flows
Walgreen Co. and Subsidiaries for the Years Ended August 31, 2001, 2000 and 1999 (In Millions)
Fiscal Year 2001 2000 1999
Cash Flows from Net earnings $ 885.6 $ 776.9 $624.1
Operating Activities Adjustments to reconcile net earnings to net
cash provided by operating activities —
Depreciation and amortization 269.2 230.1 210.1
Deferred income taxes 46.9 21.0 (9.4)
Income tax savings from employee stock plans 67.3 38.5 26.8
Other 2.1 13.6 12.2
Changes in operating assets and liabilities —
Inventories (651.6) (368.2) (435.7)
Trade accounts payable 182.8 233.7 223.4
Accounts receivable, net (177.3) (135.4) (106.0)
Accrued expenses and other liabilities 82.2 101.2 103.7
Income taxes (5.4) 28.6 8.6
Other 17.4 31.7 (5.8)
Net cash provided by operating activities 719.2 971.7 652.0
Cash Flows from Additions to property and equipment (1,237.0) (1,119.1) (696.3)
Investing Activities Disposition of property and equipment 43.5 22.9 41.7
Net proceeds from corporate-owned life insurance 59.0 58.8 9.1
Net cash used for investing activities (1,134.5) (1,037.4) (645.5)
Cash Flows from Proceeds from short-term borrowings 440.7 - -
Financing Activities Cash dividends paid (140.9) (134.6) (128.6)
Proceeds from employee stock plans 126.1 79.2 105.0
Other (6.5) (7.9) 14.5
Net cash provided by (used for) financing activities 419.4 (63.3) (9.1)
Changes in Cash and Net increase (decrease) in cash and cash equivalents 4.1 (129.0) (2.6)
Cash Equivalents Cash and cash equivalents at beginning of year 12.8 141.8 1444
Cash and cash equivalents at end of year $ 16.9 $ 12.8 $141.8

The accompanying Statement of Major Accounting Policies and the Notes to Consolidated Financial Statements are integral parts of these statements.
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Statement of Major Accounting Policies

Description of Business

The company is principally in the retail drugstore business and its opera-
tions are within one reportable segment. Stores are located in 43 states
and Puerto Rico. At August 31, 2001, there were 3,517 retail drugstores
and three mail service facilities. Prescription sales were 57.5% of total
sales for fiscal 2001 compared to 55.2% in 2000 and 52.4% in 1999.

Basis of Presentation

The consolidated statements include the accounts of the company and
its subsidiaries. All significant intercompany transactions have been
eliminated. The financial statements are prepared in accordance with
generally accepted accounting principles and include amounts based
on management’s prudent judgments and estimates. Actual results may
differ from these estimates.

Cash and Cash Equivalents

Cash and cash equivalents include cash on hand and all highly liquid
investments with an original maturity of three months or less. The com-
pany’s cash management policy provides for the bank disbursement
accounts to be reimbursed on a daily basis. Checks issued but not pre-
sented to the banks for payment of $233 million and $211 million at
August 31, 2001 and 2000, respectively, are included in cash and cash
equivalents as reductions of other cash balances.

Financial Instruments

The company had approximately $53 million and $89 million of
outstanding letters of credit at August 31, 2001 and 2000, respectively,
which guaranteed foreign trade purchases. Additional outstanding letters
of credit of $71 million and $62 million at August 31, 2001 and 2000,
respectively, guaranteed payments of casualty claims. The casualty claim
letters of credit are annually renewable and will remain in place until the
casualty claims are paid in full. The company pays a nominal facility fee
to the financing bank to keep this line of credit facility active. The com-
pany also had purchase commitments of approximately $162 million and
$525 million at August 31, 2001 and 2000, respectively, related to the
purchase of store locations. There were no investments in derivative
financial instruments during fiscal 2001 and 2000.

Inventories

Inventories are valued on a lower of last-in, first-out (LIFO) cost or market
basis. At August 31, 2001 and 2000, inventories would have been
greater by $637.6 million and $574.8 million, respectively, if they had
been valued on a lower of first-in, first-out (FIFO) cost or market basis.
Cost of sales is primarily derived from an estimate based upon point-of-
sale scanning information and adjusted based on periodic inventories.

Property and Equipment

Depreciation is provided on a straight-line basis over the estimated useful
lives of owned assets. Leasehold improvements and leased properties
under capital leases are amortized over the estimated physical life of the
property or over the term of the lease, whichever is shorter. Estimated
useful lives range from 12% to 39 years for land improvements, buildings
and building improvements and 5 to 12% years for equipment. Major
repairs, which extend the useful life of an asset, are capitalized in the
property and equipment accounts. Routine maintenance and repairs are
charged against earnings. The composite method of depreciation is used
for equipment; therefore, gains and losses on retirement or other disposi-
tion of such assets are included in earnings only when an operating
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location is closed, completely remodeled or impaired resulting in the
carrying amount not being recoverable. Impaired assets write-offs are
measured by comparing the present value of the estimated future cash
flows to the carrying value of the assets. The present value of future lease
costs is charged against earnings when a commitment makes it probable
that the location will close before the end of the lease term. Fully depre-
ciated property and equipment are removed from the cost and related
accumulated depreciation and amortization accounts.

Property and equipment consists of (In Millions):

2001 2000

Land and land improvements
Owned stores $1,109.2 $ 821.8
Distribution centers 38.7 33.3
Other locations 18.6 14.9
Buildings and building improvements

Owned stores 1,156.6 870.4
Leased stores
(leasehold improvements only) 411.1 354.4
Distribution centers 309.1 203.4
Other locations 70.6 61.4
Equipment
Stores 1,440.3 1,266.8
Distribution centers 350.2 219.6
Other locations 462.7 452.8
Capitalized system development costs 117.4 99.8
Capital lease properties 18.8 21.1
5,503.3 4,419.7
Less: accumulated depreciation
and amortization 1,158.0 991.5
$4,345.3 $3,428.2

The company capitalizes costs that primarily relate to the application
development stage of significant internally developed software. These
costs principally relate to Intercom Plus, a pharmacy computer and
workflow system. These costs are amortized over a five-year period.
Amortization of these costs was $20.8 million in 2001, $13.1 million
in 2000 and $15.6 million in 1999. Unamortized costs as of August 31,
2001 and 2000, were $66.1 million and $65.2 million, respectively.

Income Taxes

The company provides for federal and state income taxes on items
included in the Consolidated Statements of Earnings regardless of the
period when such taxes are payable. Deferred taxes are recognized for
temporary differences between financial and income tax reporting
based on enacted tax laws and rates.

Insurance

The company obtains insurance coverage for catastrophic exposures

as well as those risks required to be insured by law. It is the company’s
policy to retain a significant portion of certain losses related to worker’s
compensation, property losses, business interruptions relating from
such losses and comprehensive general, pharmacist and vehicle liability.
Provisions for these losses are recorded based upon the company’s esti-
mates for claims incurred. Such estimates use certain assumptions
followed in the insurance industry.
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Statement of Major Accounting Policies

(continued)

Pre-Opening Expenses
Non-capital expenditures incurred prior to the opening of a new or
remodeled store are charged against earnings when they are incurred.

Carol Cantrell, Customer
Dallas, Texas

Advertising Costs
Advertising costs are expensed as incurred, and were $54.1 million in
2001, $76.7 million in 2000 and $58.7 million in 1999.

Notes to Consolidated Financial Statements

Interest Expense

The company capitalized $15.6 million, $4.0 million and $2.6 million of
interest expense as part of significant construction projects during fiscal
2001, 2000 and 1999. Interest paid, net of amounts capitalized, was
$3.4 million in 2001, $.2 million in 2000 and $.4 million in 1999.

Other Income

In February 2001 and July 2000, the company received partial
payments of the brand name prescription drugs antitrust litigation
settlement for pre-tax income of $22.1 million ($13.6 million after-tax
or $.01 per share) and $33.5 million ($20.5 million after-tax or
$.02 per share), respectively. The company was involved in the phar-
macy class action against drug manufacturers, which resulted in

a $700 million settlement for all recipients. The final payment was
received in the first quarter of fiscal 2002 for pre-tax income of
$5.5 million ($3.4 million after-tax).

Leases
Although some locations are owned, the company generally operates
in leased premises. Original non-cancelable lease terms typically are
20 years and may contain escalation clauses, along with options that
permit renewals for additional periods. The total amount of the minimum
rent is expensed on a straight-line basis over the term of the lease. In
addition to minimum fixed rentals, most leases provide for contingent
rentals based upon sales.

Minimum rental commitments at August 31, 2001, under all leases
having an initial or remaining non-cancelable term of more than one year
are shown below (In Millions):

Year

2002 $ 7827
2003 826.3
2004 817.0
2005 804.7
2006 785.4
Later 9,010.2

Total minimum lease payments $13,026.3

The above minimum lease payments include minimum rental
commitments related to capital leases amounting to $13.3 million
at August 31, 2001. The present value of net minimum capital
lease payments, due after 2002, is reflected in the accompanying
Consolidated Balance Sheets as part of other non-current liabilities.
Total minimum lease payments have not been reduced by minimum
sublease rentals of approximately $42.6 million on leases due in the
future under non-cancelable subleases.
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Rental expense was as follows (in Millions):

2001 2000 1999
Minimum rentals $730.1 $605.7 $482.0
Contingent rentals 26.2 314 34.8
Less: Sublease rental income (10.4) (7.6) (5.4)

$745.9 $629.5 $511.4

Income Taxes
The provision for income taxes consists of the following (In Millions):

2001 2000 1999
Current provision — Federal $417.1 $400.9 $350.5
— State 73.1 64.5 62.1

490.2 465.4 412.6

Deferred provision — Federal 47.1 17.7 (8.0)
— State (.2) 3.3 (1.4)

46.9 21.0 (9.4)

$537.1 $486.4 $403.2

The components of the deferred provision were (In Millions):

2001 2000 1999
Accelerated depreciation $ 49.7 $51.5 $ 9.7
Inventory 18.6 (2.3) 11.1
Insurance (15.7) (11.0) 2.7)
Employee benefit plans (11.1) (17.7) (12.2)
Accrued rent 2.2 (5.2) (8.7)
Other 3.2 5.7 (6.6)

$46.9 $ 21.0 $ (9.4)

The deferred tax assets and liabilities included in the Consolidated
Balance Sheets consist of the following (in Millions):

2001 2000
Deferred tax assets —
Employee benefit plans $146.3 $135.4
Accrued rent 52.7 54.9
Insurance 68.3 52.6
Inventory 28.1 23.6
Other 39.0 38.9
334.4 305.4
Deferred tax liabilities —
Accelerated depreciation 341.7 292.0
Inventory 92.9 69.8
Other 16.1 13.0
450.7 374.8
Net deferred tax liabilities $116.3 $ 694




Notes to Consolidated Financial Statements

(continued)

Income taxes paid were $432.1 million, $398.4 million and $377.3 mil-
lion during the fiscal years ended August 31, 2001, 2000 and 1999,
respectively. The difference between the statutory income tax rate and
the effective tax rate is principally due to state income tax provisions.

Short-Term Borrowings
The company obtained funds through the placement of commercial
paper, as follows (Dollars in Millions):

2001 2000 1999
Average outstanding

during the year $304.9 $14.0 $ 9.6

Largest month-end balance 461.2 98.0 100.0

(Nov) (Nov) (Nov)

Weighted-average interest rate 5.2% 5.9% 5.1%

At August 31, 2001, the company had approximately $152 million of
available bank lines of credit. The credit lines are renewable annually at
various dates and provide for loans of varying maturities at the prime
rate. There are no compensating balance arrangements.

Contingencies

The company is involved in various legal proceedings incidental to

the normal course of business. Company management is of the opinion,
based upon the advice of General Counsel, that although the outcome
of such litigation cannot be forecast with certainty, the final disposition
should not have a material adverse effect on the company’s consolidated
financial position or results of operations.

Capital Stock

The company’s common stock is subject to a Rights Agreement

under which each share has attached to it a Right to purchase one
one-hundredth of a share of a new series of Preferred Stock, at a price
of $37.50 per Right. In the event an entity acquires or attempts to
acquire 15% of the then outstanding shares, each Right, except those
of an acquiring entity, would entitle the holder to purchase a number
of shares of common stock pursuant to a formula contained in the
Agreement. These non-voting Rights will expire on August 21, 2006,
but may be redeemed at a price of $.0025 per Right at any time prior
to a public announcement that the above event has occurred.

As of August 31, 2001, 92,321,616 shares of common stock
were reserved for future stock issuances under the company’s various
employee benefit plans. Preferred stock of 10,194,251 shares have
been reserved for issuance upon the exercise of Preferred Share
Purchase Rights.

Stock Compensation Plans

The Walgreen Co. Executive Stock Option Plan provides for the granting
to key employees of options to purchase company common stock over a
10-year period, at a price not less than the fair market value on the date
of the grant. Under this Plan, options may be granted until October 9,
2006, for an aggregate of 38,400,000 shares of common stock of the
company. Compensation expense related to the plan was $1.4 million in

Shawn Horst, Store Manager
Cheyenne, Wyoming

fiscal 2001 and less than $1 million in fiscal 2000 and 1999. The
options granted during fiscal 2001, 2000 and 1999 have a minimum
three-year holding period.

The Walgreen Co. Stock Purchase/Option Plan (Share Walgreens)
provides for the granting of options to purchase company common stock
over a period of 10 years to eligible employees upon the purchase of
company shares subject to certain restrictions. Under the terms of the
Plan, the option price cannot be less than 85% of the fair market value
at the date of grant. Compensation expense related to the Plan was
$9.6 million in fiscal 2001 and less than $1 million in fiscal 2000
and 1999. Options may be granted under this Plan until September 30,
2002, for an aggregate of 40,000,000 shares of common stock of the
company. This Plan was amended on July 11, 2001. Effective October 1,
2002, options may be granted under this Plan until September 30,
2012, for an aggregate of 42,000,000 shares of common stock of the
company. The options granted during fiscal 2001, 2000 and 1999 have
a two-year holding period.

On May 11, 2000, substantially all employees, in conjunction with
opening the company’s 3,000th store, were granted a stock option award
to purchase from 75 to 500 shares, based on years of service. The stock
option award, issued at fair market value on the date of the grant, repre-
sents a total of 14,859,275 shares of Walgreen Co. common stock.
The options vest after three years and are exercisable up to 10 years
after the grant date.

A summary of information relative to the company’s stock option
plans follows:

Options Outstanding Options Exercisable
Weighted- Weighted-
Average Average
Exercise Exercise
Shares Price Shares Price

August 31, 1998
Granted

Exercised
Canceled/Forfeited

29,605,956 $ 6.59
2,606,350 19.70
(3,644,250) 5.71
(88,818) 9.81

August 31, 1999
Granted

Exercised
Canceled/Forfeited

28,479,238 $ 7.89
17,040,383 28.43
(5,055,842) 5.59
(1,086,118) 27.39

21,821,426 $5.91

August 31, 2000
Granted

Exercised
Canceled/Forfeited

39,377,661 $16.55
5,354,388 36.68
(5,532,895) 5.75
(2,943,030) 28.02

19,267,211 $6.45

August 31, 2001

36,256,124 $20.24

14,824,227 $7.40
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Notes to Consolidated Financial Statements

(continued)

The following table summarizes information concerning currently
outstanding and exercisable options:

Options Outstanding Options Exercisable

Weighted-
Average Weighted- Weighted-
Range of Number Remaining  Average Number Average
Exercise Outstanding Contractual ~ Exercise Exercisable Exercise
Prices at 08/31/01 Life Price at 8/31/01 Price
$ 4t0 14 14,685,847 3.76yrs. $ 7.26 14,672,859 $ 7.25
15t0 30 16,318,488 8.31 26.66 143,750 20.88
31to 46 5,251,789 9.15 36.62 7,618 38.78

$ 4t046 36,256,124 6.58 yrs. $20.24 14,824,227 $ 7.40

Under the Walgreen Co. 1982 Employees Stock Purchase Plan, eligible
employees may purchase company stock at 90% of the fair market value
at the date of purchase. Employees may purchase shares through cash
purchases, loans or payroll deductions up to certain limits. The aggregate
number of shares for which all participants have the right to purchase
under this Plan is 64,000,000.

The Walgreen Co. Restricted Performance Share Plan provides for
the granting of up to 32,000,000 shares of common stock to certain key
employees, subject to restrictions as to continuous employment except in
the case of death, normal retirement and total and permanent disability.
Restrictions generally lapse over a four-year period from the date of grant.
Compensation expense is recognized in the year of grant. Compensation
expense related to the Plan was $3.6 million in fiscal 2001, $5.1 million
in fiscal 2000 and $3.7 million in fiscal 1999. The number of shares
granted was 61,136 in 2001, 84,746 in 2000 and 95,038 in 1999.

The company applies Accounting Principles Board (APB) Opinion
No. 25 and related interpretations in accounting for its plans.
Accordingly, no compensation expense has been recognized based
on the fair value of its grants under these plans. Had compensation
costs been determined consistent with the method of FASB Statement
No. 123 for options granted in fiscal 2001, 2000 and 1999, pro forma
net earnings and net earnings per common share would have been as
follows (in Millions, except per share data):

2001 2000 1999

Net earnings

As reported $885.6 $776.9 $624.1

Pro forma 833.3 754.3 605.3
Net earnings per

common share — Basic

As reported .87 77 .62

Pro forma .82 .75 .61
Net earnings per

common share — Diluted

As reported .86 .76 .62

Pro forma .81 .74 .60
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The weighted-average fair value and exercise price of options granted
for fiscal 2001, 2000 and 1999 were as follows:

2001 2000 1999
Granted at market price —
Weighted-average fair value  $14.28 $12.17 $ 6.99
Weighted-average
exercise price 32.88 28.44 19.61
Granted below market price —
Weighted-average fair value 20.78 10.56 9.45
Weighted-average
exercise price 38.78 24.12 20.89

The fair value of each option grant used in the pro forma net earnings
and net earnings per share was determined using the Black-Scholes
option pricing model with weighted-average assumptions used for grants
in fiscal 2001, 2000 and 1999:

2001 2000 1999
Risk-free interest rate 6.16% 6.64% 5.11%
Average life of option (years) 7 7 7
Volatility 25.95% 25.86% 21.78%
Dividend yield .16% .27% .32%

Retirement Benefits
The principal retirement plan for employees is the Walgreen Profit-
Sharing Retirement Trust to which both the company and the employees
contribute. The company’s contribution, which is determined annually
at the discretion of the Board of Directors, has historically related to
pre-tax income. The profit-sharing provision was $126.6 million in 2001,
$112.4 million in 2000 and $91.4 million in 1999.

The company provides certain health and life insurance benefits
for retired employees who meet eligibility requirements, including age
and years of service. The costs of these benefits are accrued over the
period earned. In fiscal 2001 several changes were made prospectively
to retiree medical and prescription drug coverage. Employees hired
after December 31, 2001, will not be eligible for the Walgreen Medical
Plan for Retirees. In addition, for retirements occurring on or after
January 1, 2017, retirees will contribute more toward the cost of their
prescription coverage. At August 31, 2001, the unrecognized actuarial
loss was $27.9 million, compared to a $5.1 million loss at August 31,
2000. The actuarial loss is amortized over the future service period of
employees, which approximates 20 years. The company’s postretirement
health and life benefit plans currently are not funded.

Components of net periodic benefit costs (in Millions):

2001 2000 1999

Service cost $ 4.8 $ 4.7 $ 5.2

Interest cost 8.7 7.7 7.3

Amortization of actuarial loss .3 - 4
Total postretirement

healthcare benefits costs $13.8 $12.4 $12.9




SolMarie Comacho, Bookkeeper,
with daughter Alondra
San German, Puerto Rico

Notes to Consolidated Financial Statements

(continued)
Change in benefit obligation (In Millions): Supplementary Financial Information
2001 2000 Included in the Consolidated Balance Sheets captions are the following
assets and liabilities (In Millions):

Benefit obligation at September 1 $118.6 $104.6
Service cost 4.8 4.7 2007 2000
Interest cost 8.7 7.7 Accounts receivable —
Amendments (7.1) - Accounts receivable $819.2 $631.4
Actuarial loss (gain) 23.1 5.7 Allowances for doubtful accounts (20.9) (16.9)
Benefit payments (6.3) (4.9) $7983 $6145
Participants contributions .9 .8 —
Benefit obligation at August 31 $142.7 $118.6 Accﬁr\‘éifuzzpse;s;ise:”d other liabilities - . $266.4
The discount rate assumptions used to compute the postretirement Taxes other than income taxes 155.5 125.4
benefit obligation at year-end were 7.5% for 2001 and 2000. Profit sharing 122.1 110.7

Future benefit costs were estimated assuming medical costs would Other 387.2 345.2
increase at a 6.5% annual rate decreasing to 5% over the next 4 years $937.5 $847.7

and then remaining at a 5% annual growth rate thereafter. A one percent-
age point change in the assumed medical cost trend rate would have the
following effects (In Millions):

1% Increase 1% Decrease
Effect on service and interest cost $ 4.0 $ (3.0
Effect on postretirement obligation 28.2 (21.6)
Summary of Quarterly Results (Unaudited) Quarter Ended
(Dollars in Millions, except per share data) Fiscal
November February May August Year
Fiscal 2001 Net sales $5,614.2 $6,429.0 $6,296.2 $6,283.6 $24,623.0
Gross profit 1,488.1 1,770.8 1,651.6 1,663.6 6,574.1
Net earnings 158.4 296.9 213.4 216.9 885.6
Per Common Share — Basic $ .16 $ .29 $ .21 $ .21 $ .87
— Diluted .15 .29 .21 .21 .86
Fiscal 2000 Net sales $4,823.2 $5,608.8 $5,394.1 $5,380.8 $21,206.9
Gross profit 1,272.2 1,543.5 1,451.0 1,474.3 5,741.0
Net earnings 127.8 238.9 193.6 216.6 776.9
Per Common Share — Basic $ .13 $ .23 $ .20 $ .21 $ 77
— Diluted .13 .23 .19 .21 .76

Comments on Quarterly Results: In further explanation of and supplemental to the quarterly results, the 2001 fourth quarter LIFO adjustment was a charge

of $2.8 million compared to a 2000 credit of $8.7 million. If the 2001 interim results were adjusted to reflect the actual inventory inflation rates and inventory
levels as computed at August 31, 2001, earnings per share would have been higher in the second quarter by $.01 and lower in the fourth quarter by $.01. Similar
adjustments in 2000 would have increased earnings per share in the first quarter by $.01 and decreased the fourth quarter by $.01.

The quarter ended February 28, 2001, includes the pre-tax income of $22.1 million ($13.6 million after-tax or $.01 per share) from the partial payment of the
brand name prescription drugs litigation settlement. The quarter ended August 31, 2000, includes the pre-tax income of $33.5 million ($20.5 million after-tax
or $.02 per share) from the initial payment.

Common Stock Prices Quarter Ended

Below are the New York Stock Exchange high and low Fiscal

for each quarter of fiscal 2001 and 2000. November February May August Year

Fiscal 2001 High $45.63 $44.32 $45.27 $41.85 $45.63
Low 33.44 36.88 39.12 31.43 31.43

Fiscal 2000 High $29.94 $32.75 $29.19 $35.25 $35.25
Low 23.56 25.81 22.75 27.56 22.75
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