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D E A R

It gives me great pleasure to be welcoming all our new share-
holders. The dedicated efforts and hard work of the entire
management team during the past 14 years have laid the
groundwork for our becoming a public company in 2005 and
achieving our 2005 objectives. Equally important. many of
the premier financial institutions in the United States have
placed their trust in Caribou Coffee as shareholders.

Our successful September 2005 Initial Public Offering gener-
ated proceeds of approximately $68 million and this, coupled
with our line of credit provides us with the necessary funds
to develop our coffeehouses in current and new markets.

2005 was a record year for Caribou Coffee in many respects.
We opened 86 new Company owned coffeehouses in the
United States. We also opened 7 licensed coffechouses both
domestically and internationally Qur decade plus years of
bringing the Caribou Experience to customers demonstrates
that we have a proven and compelling concept. With only
395 coffeehouses in 15 states and the District of Columbia at
year-end 2005, we believe there are still many untapped mar-
ket opportunities for Caribou Coffee both domestically and
internationally.

Our comparable coffechouse sales increased 6% during the
year. But perhaps more important is the 33 consecutive

months of positive same store sales. The introduction of new
product offerings such as Bou Gourmet in August of 2005
was a contributing factor to this increase. This high quality
food line, which includes proprietary recipes for pastries
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such as Cinnamon Roll Popovers. French Toast Muffins and
Cinnamon Chip Scones, complements our store image of
high quality and premium beverage offerings.

We have differentiated ourselves by serving only the highest
quality gourmet coffee. We further complement our product
offerings by a commitment to prompt, friendly and efficient -
service, and by providing a friendly and relaxing environment.
This quality combination of product, service and environment
make up our unique Caribou Experience.

Throughout 2005 we focused on building brand awareness
and will continue this effort in 2006. We hope to develop
stronger brand awareness as we focus on our multi-channel
distribution strategy. Our commercial opportunities which
include grocery store and mass merchandisers, office coffee
providers, hotels, aitlines, sport and entertainment venues as
well as college campuses continue to develop. In addition
we will continue to explore co-branded product opportunities
such as our agreements with Kemps Ice Cream and General
Mills announced in January 2006.

In conclusion. we have achieved not one but several substantial
milestones during the year ended 2005 and will continue to
build on this momentum and these achievements throughout
2006. The success of our coffeechouse concept, the strength
of our management team and the funds we have available for
expansion position us well for 2006.

W at Caribou Coffee continually strive to deliver the highest '
quality and service and truly believe that visiting one of our
coffeehouses is an experience that makes the day better.

Thank you for your support.

Sincerely,

Michael J. Coles
Chairman, Chief Executive Officer and President
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PART 1

Item 1. Business

We are the second largest company-owned gourmet coffeehouse operator in the United States based on
the number of coffeehouses operated. As of January 1, 2006, we had 395 coffeehouses, including nine licensed
locations. Our coffechouses are located in 15 states and the District of Columbia and 2 international ma~rkets,
including 174 coffechouses in Minnesota and 59 coffeehouses in Illinois. We focus on offering our customers
high-quality gourmet coffee and espresso-based beverages, and also offer specialty teas, baked goods, whole
bean coffee, branded merchandise and related products. In addition, we sell our products to grocery stores and
mass merchandisers, office coffee providers, airlines, hotels, sports and entertainment venues, cd\llege

campuses and other commercijal customers. |

We focus on creating a unique experience for our customers through the combination of our high-quality
products, distinctive coffechouse environment and customer service. To maintain product quality, we source
the highest grades of arabica beans, craft roast beans in small batches to achieve optimal flavor proﬁlc§ and
enforce strict packaging and brewing standards. Our coffeehouse environment is driven by our dxstmctlve
coffechouse design, which resembles a mountain lodge and provides an inviting and comfortable atmosphere
for customers who wish to gather and relax while also providing convenience for take-out customers focﬁsad
on quick service. Our coffechouse staff provides consistent and personal service in a clean, smoke-free
environment. ‘

We were founded in Minnesota in 1992. We have been in a period of accelerated growth since the aniival
of our Chief Executive Officer and President, Michael J. Coles, in January 2003. Under the direction of
Mr. Coles and our management team, we have implemented a series of strategic initiatives to improve |our

operations, including:

» enhancing our focus on customer service;
+ improving our selection and training of coffechouse personnel;
.+ strengthening our site selection strategy;

» increasing coffechouse openings; and

» developing new products and promotions.

During this period, our net sales have grown at a compounded annual rate of 22.4% from 2002 to 2005.
Our comparable coffeehouse sales have grown 3% in 2003, 8% in 2004 and 6% in 2005, From December 29
2002 to January 1, 2006, we expanded from 203 to 395 coffeehouses, including 9 licensed locations. Duﬁg
this time period, we also expanded geographically, increasing the number of our coffeehouses outside |of

Minnesota from 105 to 221, including 6 licensed locations.

Competitive Strengths

We believe we have achieved a leadership position in the gourmet coffee market based on the followmg
strengths:

» Unigue Customer Experience. Qur mission statement is to create “an experience that makes the day
better” by focusing on elements:

« High-Quality, Differentiated Product. We offer high-quality coffee-based, espresso-based and non-

coffee-based hot and cold beverages that meet the demanding taste preferences of our customers. In
November 2004, our Colombia Blend was recently ranked #1 among 42 Colombian gourmet coffees
by 2 leading consumer products research publication. Qur coffees are craft roasted using the highest
grades of arabica beans to produce the proper flavor profile for each blend. We also enforce s(riclt
brewing policies to ensure that our customers receive a product that is as fresh as possible. We pride
ourselves on having one of the most creative and extensive selections of high-quality coffee-based\,

espresso-based and non-coffee-based beverages in our industry.
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 Coffechouse Environment. Our coffechouse interiors reflect the atmosphere of a mountain lodge,
featuring fireplaces, exposed wooden beams and leather sofas and chairs. This warm and inviting
environment encourages customers to relax and enjoy our products, while also providing convenience
for take-out customers who are focused on quick service.

* Dedication to Customer Service. We encourage our coffechouse team members to have personal
interaction with customers, including knowing customers’ names and preferred beverages, while
providing fast service and a quality beverage. We also require our team members to be “drink-
certified” on an ongoing basis so that our beverages are consistently prepared according to our strict
standards. Our selective hiring, extensive training and merit-based compensation policies reinforce our
focus on the customer experience and drive consistent, excellent customer service in our coffechouses.

» Strong Brand Awareness. We believe our brand is well known within the refail gourmet coffee
market, and that we have particularly strong brand awareness in markets where we have a significant
coffechouse presence. We believe our brand awareness has resulted from our marketing efforts,
distinctive Caribou Coffee logo and signage, all of which will promote our brand as we expand into new
markets. Through our relationships with grocery stores and mass merchandisers, airlines and other
commercial customers, we are further expanding our brand awareness outside our existing markets.

« Scalable Infrastructure. We have made capital investments to build our roasting, packaging and
fulfillment infrastructure to support the production and distribution of large quantities of fresh whole
bean coffee. At present, we are operating at less than our full roasting capacity, and our existing
infrastructure is scalable so that we can add additional capacity with limited incremental capital
expenditures. In addition, when we need to add additional roasting, packaging and fulfillment
infrastructure, we believe that we can do so at a relatively inexpensive cost.

« Strong Company Culture. We have a strong, well defined, service-oriented culture that our employ-
ees embrace and that we promote internally through company-wide initiatives that reinforce our values
and goals. We are also committed to supporting the ongoing and sustainable production of coffee, and
we allocate funds to support agriculturally and socially responsible initiatives in the countries from
which we source our coffee beans. For example, we recently established a relationship with the
Rainforest Alliance, an international coalition focused on protecting the environment in coffee-
producing regions. We also engage in community and charitable initiatives, such as donating over
$100,000 to the Coffee Kids Sumatra Relief Fund to benefit victims of the tsunami in Southeast Asia.
We donate a percentage of the sales from our Amy’s Blend coffee to the National Breast Cancer
Foundation, and together with The Coca-Cola Company, we made a combined contribution of over
$150,000 in 2005. We believe that our strong company culture will allow us to maintain our focus on
quality and customer service as we expand our business.

Experienced Management Team. We are led by a management team with significant experience in
the restaurant and branded consumer products industries. Our Chairman and Chief Executive Officer,
Michael J. Coles, has more than 40 years of specialty retail experience, inciuding co-founding and
serving as Chief Executive Officer of Great American Cookie Company. The members of our senior
management team have an average of more than 15 years of relevant experience. We believe our
management team has the requisite skill and depth to lead and manage our planned growth.

Growth Strategy

Our growth objective is to profitably build a leading consumer brand in the gourmet coffee category. The
key elements of our growth strategy include:

» Continuing to Open New Company-Operated Coffeehouse Locations. We have opened 143 com-
pany-operated locations in the past two fiscal years. During fiscal year 2005, we opened 86
coffeehouses and plan to open an additional 90 to 100 company owned coffechouses in 2006. We intend
to further penetrate a number of our existing markets and to expand into new markets by opening
coffeehouses in a variety of traditional retail venues as well as strategically aligning with certain
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retailers to open coffeehouses within their stores. In order to maximize expansion opportunities, wJe will
continue to explore different coffechouse layouts and designs that best fit particular venues or
locations.

* Increasing our Comparable Coffeehouse Sales and Enhancing Operau‘ng Margins. We will continue
our efforts to increase our comparable coffechouse sales, including increasing our brand awareness
through marketing efforts and introducing new products and promotions. Through these efforts, we
have achieved positive comparable coffeehouse sales during each of the last two fiscal yma.rsl We
believe that we have strong brand awareness in markets where we have a significant coffeehouse
presence and that by building a similar coffeehouse base in other metropolitan areas we will be able to
drive customer awareness and comparable coffechouse sales. As our comparable coffechouse sales
increase, we expect our operatmg margins at those coffechouses to improve. In addition, we are seekmg
to improve operating margins by leveraging our increased purchasing power to negotxate ﬁxore
favorable pricing in a variety of areas from telecommunications and credit card processing to paper
products.

« Expanding Complementary Distribution Channels. We are continuing our efforts to expand|the
distribution channels for our products to increase our revenue sources, profitability and brand
awareness in existing and new markets. These complementary distribution channels include:

» Commercial Channels — We will continue to offer our products through a number of commercial
channels, including grocery stores and mass merchandisers, office coffee providers, airlines, botels,
sports and entertainment venues and college campuses. We intend to build upon our e)ustmg
relationships with grocery stores such as Byerly’s and Lunds, airlines such as Frontier Airlines é.nd
national office coffee providers such as Aramark, We are also seeking additional commercial
customers, including additional relationships with mass merchandisers similar to our growing relation-

ships with SuperTarget and Sam’s Club.

* Mail-order and Internet — Mail-order and Internet-based channels allow us to reach customers
familiar with our brand who may not have convenient access to our coffeehouses. In addition, sales
through these channels may help us to identify new markets for coffeehouses. Through marketing é\nd
other brand building initiatives, we intend to leverage our existing coffeechouse-based growth to dnve
additional mail-order and Internet sales.

« Expanding our Licensing Business. We intend to strategically license the Caribou Coffee brand,
where we believe there are significant opportunities to grow our business. For example, we have entered
into a master license agreement with a local licensee to develop 250 coffeehouses in the Middle East
through 2012 and have opened the first two coffeehouses under this agreement in 2005. We are
currently exploring license arrangements in other international markets. We also intend to license
locations in the United States in order to gain access to certain attractive locations, such as airports, “or

to take advantage of other strategic opportunities.

|

Menu and Products \

heverages in the gourmet coffee market built across five drink platforms:

|
We have one of the most creative and extensive selections of coffee, espresso-based and non-coffee

e "“Classics" — traditional coffee and cocoa beverages; A
+ “Espresso’’ — espresso-based beverages such as lattes, cappuccinos and mochas;

» “Cold” — iced coffees, blended coffee coolers in flavors such as vanilla, espresso, caramel amﬁi
chocolate and fruit flavored smoothies; !

\
+ “Wild” — signature Caribou coffee-based beverages such as Turtle Mocha, Hot Apple Blast, Caramel
High Rise, Campfire Mocha and Mint Condition; and

o “Tea” — a variety of premium loose-leaf teas, including black, green and herbal teas.
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In-store menus and marketing materials help guide customers through the process of choosing beverages
and the right blend of coffee or tea. These beverages are offered in small, medium and large sizes. In addition,
most of our coffee drinks are offered in a decaffeinated form, using a water-based natural decaffeination
process rather than the traditional methyl-chloride decaffeination process, Beverages contributed approxi-
mately 79.6% of coffeehouse net sales for the 52 weeks ended January 1, 2006.

In addition to our beverage products, we also offer twenty-seven varieties of whole bean coffee, including
eight custom blends, two seasonal blends, nine decaffeinated blends and one certified organic blend.

Our Rainforest Blend brand is Fair Trade™ and organic certified. The Fair Trade certification guarantees
that a minimum price be paid to coffee farmers, even if the current market price is below the guaranteed
minimum, which helps to insure the long-term viability of the producers. We offer whole bean coffee in
prepackaged sizes or, upon request, we can specially package whole bean coffee from bags being used in the
coffechouse, which allows a customer to customize the size and purchase the freshest coffee in the
coffeehouse. We will also grind whole bean coffee purchased in our coffechouses for brewing at home. Whole
bean coffee contributed approximately 7.3% of coffeehouse net sales for the 52 weeks ended January 1, 2006.

During 2005 we introduced our ‘Bou Gourmet food offerings throughout our coffechouses after successful
testing in select markets. Our ‘Bou Gourmet offerings allow us to provide a more consistent variety of baked
goods such as muffins, scones, breads, danishes, bars, and cookies as well as sandwiches to our customers.
Through our ‘Bou Gourmet program, we purchase foods products that are delivered from national rather than
local sources. We believe that this program will help us to improve and expand our food offerings, better
control our food inventory and reduce waste. Food items contributed approximately 9.2% of coffeehouse net
sales for the 52 weeks ended January 1, 2006.

Finally, we offer a number of Caribou-branded and coffee-related equipment and merchandise. These
products are displayed in our coffeehouses near the cash register, in the “grab-n-go” section and on wooden
shelves in the “provisions” section. “Grab-n-go” items include Hoof Mints™ (mints imprinted with the shape
of caribou tracks) and Reindeer Nibblers™ (espresso beans covered with rich chocolate), among other
products. In our “provisions” section, we offer various coffee bean grinders, storage canisters, brewing
equipment and coffee mugs. We also offer the Hug-A-Bou, which is a Caribou stuffed animal dressed in
seasonal attire. Merchandise contributed approximately 3.9% of coffechouse net sales for the 52 weeks ended
January 1, 2006.

Our products are also available to customers outside of the coffeehouses through our catering service.
Coffees are offered in three container sizes, and baked goods are offered a la carte or as part of a coffee combo
that pairs coffee and baked goods based on the size of the gathering. This service is operated out of each
individual coffeehouse.

Coffee Selection and Preparation
We are committed to five key processes to ensure that we always serve the highest quality coffee:

» Sourcing. We purchase the highest grades of arabica coffee beans through coffee brokers who source
beans from different parts of the world. We have developed strong relationships with some of the
industry’s most experienced and influential coffee brokers, buyers and farmers. Multiple times a year,
our personnel travel to coffee-growing regions in Africa, Indonesia and the Americas to personally
select the best beans and, working through brokers or directly with growers, oversee their preparation
for shipment. We taste, or “cup,” each sample before purchasing and again before accepting delivery.

« Blending. Our blends are created from varietal coffee beans sourced throughout the world to create a
unique flavor profile. Qur roastmasters spend significant time each week cupping different unblended
coffees. The roastmasters are able to create custom blends comprised of anywhere from three to eight
different coffees based on the selection of beans available.

» Roasting. We differentiate our coffee by craft roasting — custom roasting beans in small batches to
enhance their unique characteristics. Each batch is roasted for the appropriate length of time to
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achieve the optimal flavor profile for the particular varietal or blend. This process allows us to 4ffcr a

broad spectrum of light to dark roasts. Our roastmasters cup ¢ach of these roasts every day to maintain
quality and consistency.

* Packaging. Our packaging ensures our coffee remains fresh from the time it is roasted unti} it is
brewed. After each coffee varietal or blend is roasted to its unigue profile, the coffee is packaged‘ with
one-way valve technology that allows the release of carbon dioxide but does not permit the entry of
oxygen, which can accelerate staleness. We also use a special process to displace any residual oxygen in

the package to extend the freshness of our pre-packaged whole-bean coffee. “

» Brewing. Consistent, high standard in-store brewing is the final step in achieving the best coffeé. We
install high quality grinders, brewers and water filtration systems in every coffechouse and e:‘;‘force
strict brewing and maintenance procedures. These procedures include monthly replacement of water
filtration cartridges, grinding coffee just before brewing and serving coffee within one hour of its|brew

. time. Moreover, coffee beans are not brewed more than 21 days out of the roaster or seven days:after
the package seal is opened. At our coffechouses and on our website, we offer a free guide titled “Brew
Your Best At Home” intended to help whole bean customers replicate the quality brewing they find at
our coffechouses at their home or office. ‘

Coffechouse Design and Atmosphere

Our coffeehouses are designed to look and feel like a mountain lodge, which has provided a strong point
of differentiation for us. A casual and inviting atmosphere is created with earth tone fabrics and paints| and
comfortable seating, including leather sofas and chairs and large tables. Most of our coffechouses have a
fireplace that adds to the warm and relaxed atmosphere. The coffechouses also feature exposed wooden beams
and are decorated with lodge fixtures. ‘

One of the primary attributes of our coffeechouse layout is that it provides quick and convenient access to
facilitate take-out business, while at the same time encouraging customers to gather and relax. Our
coffeehouses feature two defined areas to meet these different needs of customers. The service order|and
pick-up area facilitates maximum efficiency during busy times, while large tables and comfortable lounge
sofas and chairs are located in a separate seating area where customers can read, socialize with friends or t‘;ave
informal business meetings. In addition, most of our locations offer wireless Internet access as well as a kids
corner with toys, games and special seating for children. :

. The lodge concept and design is flexible and can be successfully implemented in a variety of coffechouse
locations, configurations and sizes, which range from approximately 200 to 3,000 square feet. Qur prototyp\ical
coffeehouse is approximately 1,200 to 1,600 square feet, a size that allows us to satisfy both the rushed and|the
relaxed customer. We have experienced positive customer response from our smaller kiosks in high-traffic
areas such as airports, malls, large office buildings and supermarkets and continue to expand our use of these
layouts. We also continue to enhance our decor to update the look of our coffeehouses while preserving “‘\the
warm and friendly environment that our customers enjoy. In addition, we plan to develop relationships with
certain retailers to open coffeehouses within their stores.

Site Selection and Construction \\

Our site selection for our coffeehouses is integral to the successful execution of our growth strategy. We
have improved and refined our rigorous site selection process with the aid of a third party consultant. We
evaluate potential locations using a statistical mode], which compares the demographics of a particular
location as well as site attributes, such as the type of venue, the potential for signage, and whether the locati‘on
will have a drive through, to the demographics and attributes of our existing coffechouse base. This process
allows us to develop revenue forecasts and a financial plan for a potential location, so that we can select si}es
most likely to produce successful and profitable coffeehouses. We attempt to find geographic areaS‘\of
expansion within our existing and new markets in which we believe there is significant demand for our
products. Specifically, we target market areas that have a residential population of 20,000 or a daytim

population of 60,000 within a three-mile radius that meet certain demographic criteria regarding inconte,




education, and occupation. To source competitive leases, our field real estate managers work with local
brokers. Our field managers have knowledge of the real estate markets in the regions they cover and have
historically been able to negotiate favorable lease terms on our behalf. Additionally, the flexibility of our lodge
concept and design allows us to tailor coffeehouse construction to specific selected sites, while ensuring that
each coffechouse maintains the inviting environment our customers identify with the Caribou Coffee brand.
After we identify a potential site, we develop a site plan, space plan and project budget that are approved by
senior management as well as coffeehouse operations and real estate personnel.

We have an experienced in-house construction team that is dedicated to budgeting and overseeing the
construction of each coffechouse through its opening. Our design management staff coordinates the
development of a set of design and construction plans and specifications for each coffeehouse. Experienced
outside architects assist our design and construction team with site plan approvals and building permits. Our
construction team contracts with preferred general contractors for each market. Projects are also bid out to
ensure competitive pricing and to identify new qualified contractors. Our field construction team monitors
construction for adherence to plans and specifications as well as alignment with identified project costs. Qur
construction procurement group places orders with preferred vendors and manages timely delivery to project
sites. We are generally able to purchase materials in sufficient quantities to receive favorable pricing. By
utilizing our own dedicated design and construction group, we believe we are able to maximize flexibility in
the design process and retain control over the cost and timing of the construction process.

Coffechouse Operations

Coffeehouse Team Members

We strive for operational excellence by recruiting, training and supporting high-quality managers and
coffeehouse employees, whom we refer to as team members. Each of our coffeehouses is managed by a
coffeehouse manager who oversees an average of 15 team members in each coffechouse. Each coffeehouse
manager is responsible for the day-to-day operations of that coffechouse, including hiring, training and

" development of personnel, local coffechouse marketing and coffeehouse operating results. We also employ

district managers, who are responsible for overseeing the operations of approximately 10 coffeehouses, and
directors of operations, who are each responsible for overseeing approximately 10 district managers and the
operations of approximately 100 coffeehouses. As of January 1, 2006, we had 40 district managers and four
directors of operations,

We are guided by a pay-for-performance philosophy that allows us to identify and reward team members
who meet our high performance standards. We provide incentive bonuses to coffeehouse managers and district
managers. Bonuses for coffechouse and district managers are based upon coffeehouse sales, profit and
customer service standards. Because of our strong commitment to customer service, if a coffechouse or district
manager’s score in customer service is below the required minimum, no bonus is given regardless of the score
in other areas. To aid us in evaluating service standards in our coffeehouses, we arrange for unannounced visits
by “mystery shoppers” from a third-party service provider who supply feedback on the customer service,
products, coffeehouse appearance and overall experience they encounter in the coffeehouses they visit.

We believe the personal interaction of our employees with customers is an important differentiating factor
for us. We also believe that our selective hiring practices, extensive training program and lower employee
turnover compared to industry turnover lead to a superior customer experience. We encourage our employees
to know customers' names and their preferred drink or other menu items, which stimulates customer loyalty
through familiarity and helps further differentiate us from our competition.

Training

We believe that the training and development of our employees is key to fuifilling our mission of creating
““an experience that makes the day better” for every guest on every visit. Delivering excellent customer service
is at the very heart of our company. We instill a sense of purpose in all of our training practices to create a
strong sense of commitment in our employees to deliver excellent service.
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We have specific training and certification requirements for all new team members, including a
combination of in-store training, classroom training, a training video and drink certification. In additi‘on to
requiring that all new team members be ““drink certified,” we also require ongoing drink re-certifications for
team members. This rigorous process helps ensure that all employees are executing our beverage recxpe§ and

standards accurately and consistently.

To ensure a consistency of experience, we require our licensees to undergo training at one of our facilities
prior to opening their first coffechouse and to provide ongoing classroom and in-store training for their
employees. Employees at licensed locations also go through the same certification process as team members at
company-operated coffeehouses.

Hours of Operation

Our coffeehouses provide a clean, smoke-free environment and typically are open sixteen hours a day,
seven days a week.

Quality Control

We use a variety of internal audit practices to enforce our high standards for quality in all aspects of our
coffechouse operations. These practices include our “mystery shopper” program and audits by district
managers of beverage quality, facility maintenance, cleanliness, cash-handling procedures and other opera-
tional standards for the coffeehouses they oversee,

Commercial Channels

In addition to our focus on the growth of our retail coffechouses, we also intend to continu? to
strategically expand into other distribution channels to enhance our growth, profitability and brand awareness.

These distribution channels and existing customers in each channel include:

» Grocery stores and mass merchandisers — This segment includes grocery stores, mass merchandisers
and club stores. Our existing customers in this channel include Byerly’s, Lunds, SuperTarget land
Sam’s Club. ‘\

* Office coffee providers — This segment includes national and regional providers of coffee to offices and
other workplaces. Our existing customers in this channel include Aramark, Berry Coffee and Stand\ard
Coffee. ‘

 Airlines — This segment targets both large multi-hub national operators and smaller singlc-%’nub
regional operators, as well as private and corporate jet fleets. Qur existing customers in this channel|are
Frontier Airlines and NetJets.

» Hotels — This segment includes hotel restaurants, catering and banquet programs and in-room dining.
Our existing customers in this channel are The Crowne Plaza Hotel and The Marriott City Cente} in
Minneapolis and suburban Minneapolis Marriott locations.

» Sports and entertainment venues — This segment includes multi-use sports and entertainment fac“ili-
ties that serve as the home for major sports teams, music concerts and family events. Our existing
customers in this channel are The Palace of Auburn Hills in metropolitan Detroit and The Tar‘get
Center in Minneapolis. \

o College campuses — Our products are currently served at St. Lawrence College, The College. of
St. Catherine’s and Bethel University.
Licensing and Joint Ventures |
International Licensing

In 2004, we made a strategic decision to begin licensing locations internationally. We believe that
expanding internationally through licensing can provide us with higher returns on investment, while
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significantly reducing the capital and infrastructure required to own and operate international coffeehouses.
We seek qualified licensing partners that are established in their local communities, that have access to prime
commercial real estate and that are experienced in retail services, food processes or similar businesses. In
general, we will seek licensees that will enter into agreements to open a significant number of units in a
geographic market. We expect that all of our license agreements will require that each licensee operates the
coffechouse in accordance with our defined operating procedures, adhere to our established menus and meet
applicable quality, service, health and cleanliness standards. We have a director of operations who is
responsible for overseeing our international licensing activities.

We have entered into a master license agreement that provides for 250 coffechouses to be opened through
2012 in the Middle East. We chose the Middle East region as our initial international expansion area based
upon favorable demographics and demand for coffec and tea in that region and because we identified a strong
local licensee who we believe can help us expand in that region. The first two of these coffechouses opened in
the fourth quarter of 2005.

Upon signing the master license agreement, our licensee paid us a nonrefundable deposit consisting of a
$2 million rental fee for the rights to develop, sublicense and operate coffechouses in 12 Middle Eastern
countries and a $1.25 million upfront license fee. For each of the first 100 coffechouses opened under the
agreement, a $20,000 initial license fee will be due at the time of opening, $15,000 of which is payable in cash
and $5,000 of which will be credited against the $1.25 million upfront licensing fee. For each coffechouse after
the first 100 coffeehouses opened under the agreement, the initial license fee will be $15,000, $10,000 of which
is payable in cash and $5,000 of which will be credited against the $1.25 million upfront license fee. The
licensee also will pay an ongoing royalty of 5% of net sales of each coffeehouse operated by the Jlicensee and
3% of net sales of each coffeehouse operated by a sublicensee. Under this agreement, the licensee is
responsible for start-up -costs for all coffechouses. Our master license agreement requires the licensee to
operate coffechouses in accordance with our defined operating procedures, adhere to our established menus
and meet applicable quality, service, health and cleanliness standards. The licensee is also required to purchase
coffee and other proprietary and branded merchandise from us. The master license agreement provides that
the licensee may grant sublicenses within the term and territory of the master license agreement. Any
sublicensee will be subject to the same operational standards as our licensee. Locations for coffeehouses
opened under the master license agreement will be selected by our licensee or its sublicensees.

We anticipate that future license agreements will have similar terms and characteristics as our existing
master license agreement, including the type and amounts of fees, allocation of costs and operational
requircments. However, the terms of future license agreements may vary based on the number of coffee-
houses, the markets covered or other factors.

Domestic Licensing and Joint Ventures

Although we primarily intend to expand in the United States through company-operated coffeehouses, in
certain circumstances we may license locations in the United States in order to gain access to attractive
locations where we might not otherwise be able to lease space to open a company-operated coffeehouse. For
example, airports frequently require that tenants qualify as a disadvantaged business enterprise or lease a
substantial minimum square footage.

We currently license four coffeehouses in an airport. Upon signing the license agreement for these
coffeehouses, the licensee paid us a non-refundable initial license fee of $25,000. The licensee also pays an
ongoing royalty of 5% of the first §1 million of net sales and 3% of net sales in excess of $1 million for each
coffeehouse in each year. The licensee was responsible for start-up costs for the coffeehouses. Additionally, we
license one coffeehouse in a retail store. Under this license arrangement, the retailer paid for the construction,
furniture and equipment to locate a Caribou Coffee kiosk in its store, and it pays us an administrative fee to
operate the kiosk. Profits or losses in excess of our administrative fee are evenly divided between the retailer
and us,
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In two circumstances we have entered into joint ventures in order to gain access to attractive locations.
One of the joint ventures operates four coffechouses in an airport. We own a 49% interest in this joint venture
and our joint venture partner owns the remaining 51% interest. The other joint venture operate§ one
coffechouse in a bookstore in suburban Minneapolis. We and the owner of the bookstore cach own a‘ 50%
interest in this joint venture. Under both joint ventures, we divide the costs and profits with our joint vd‘nture
partner in proportion to our ownership interests.

All of these licensed and joint venture locations are operated in accordance with our defined opcfpting
procedures, adhere to our established menus and meet our quality, service, health and cleanliness standards.
We also provide coffee and other proprietary and branded merchandise for all of these locations.

In January 2006, we entered into long-term licensing agreements with Kemps Inc., a St. Paul-b‘ased
dairy, and General Mills Inc., a global food manufacturer. The licensing agreement with Kemps allows Kemps
to use Caribou Coffee marks and coffee in producing various gourmet coffee flavored ice cream productsﬁ\ The
products will be sold at retail grocery stores. Under the license agreement, General Mills will use the Caribou
Coffee marks and coffee in the production of various gourmet coffee flavored products.

Mail-Order and Internet Channels

Customers may purchase our coffee and merchandise through our mail-order program or from our web
site. These channels allow us to provide our products to customers who may not have convenient access tg our
coffeehouses, or who simply prefer the ease and convenience that mail-order and Internet purchasing offer. In
addition, sales through these channels may help us to identify locations for new coffeehouses where thej\re is
already demand for our products. In addition, through marketing and other brand building initiativesl we

intend to leverage our existing coffechouse-based growth to drive additional mail-order and Internet sal‘ies.

Marketing

We employ marketing strategies to increase brand awareness, encourage trial and repeat purchases by
educating potential customers about the distinctive qualities of the Caribou Coffee brand and promote repeat
business by reinforcing positive experiences with our products. We rely on a mixture of marketing efforts that
are tailored to the specific needs of particular markets or coffechouses, including:

+ Point-of-purchase marketing, which encourages existing customers to try new products or services,
such as our stored-value Caribou Cards;

+ Direct marketing, which includes mailings and email distributions which are cost-effective methods to
reach potential new customers and encourage repeat visits from existing customers; ‘

!

» Promotions and local coffeehouse marketing, which allow us to alert our customers to new products,
seasonal merchandise and coupon programs; ‘

+ Community initiatives, which generate favorable publicity and help build our brand; and \

* Print advertising, which includes advertising in newspapers and other publications to attract new
customers within a particular market.

In addition, we receive free marketing through word-of-mouth communication from our current
customers who tell their friends and colleagues about their experiences with our products, environment and
service.

We also occasionally develop special blends or other products for specific marketing or community
initiatives, such as our Amy’s Blend Coffee, a special blend that we sell during several weeks each year\to
commemorate one of our {irst roastmasters. We contribute a portion of the proceeds from sales of this blend,

along with sales of related merchandise, to the National Breast Cancer Foundation. The Coca-Cola Compa\‘ny
provides a matching contribution to the funds we donate. We are also committed to supporting the ongoin
and sustainable production of coffee, and we allocate funds te support agriculturally and socially responsible

initiatives in the countries from which we source beans. For instance, we recently established a relationship

\

|
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with Rainforest Alliance, an international coalition focused on protecting the environment in coffee-producing
regions, to begin buying coffee beans from farms certified by the Rainforest Alliance as adhering to rigorous
environmental and social criteria.

Purchasing

Our principal raw material is coffee beans. We typically enter into supply contracts to purchase a pre-
determined quantity of coffee beans at a fixed price per pound. These contracts usually cover periods up to a
year, as negotiated with the individual supplier. As of January 1, 2006, we had commitments to purchase
coffee beans at a total cost of $6.5 million through December 31, 2006. We will purchase the remainder of the
coffee beans we need in the spot market at negotiated prices or under additional supply contracts we enter into
during the next year.

We obtain our dairy products from regional dairy suppliers. In our established markets, we generally have
arrangements with a dairy supplier under which we purchase for fixed prices based upon the commodity price
plus a percentage. We obtain the majority of our other non-coffee products, including specialty teas, paper and
plastic goods and food items, from regional or national vendors.

Competition

The retail segment of the gourmet coffee industry remains highly fragmented and, with the exception of
Starbucks Corporation (“‘Starbucks”), contains few companies with strong brands. Because of the fragmented
nature of the gourmet coffee market, we cannot accurately estimate our market share, Only Starbucks has
attained a national presence, and to date, no national high-quality alternative to Starbucks has emerged. Our
competitors in addition to Starbucks are primarily regional or local market coffeehouses, such as Dunn
Brothers in the Minneapolis market. We also compete with numerous convenience stores, restaurants, coffee
shops and street vendors and, to a certain degree, with quick service restaurants such as Dunkin’ Donuts. As
we continue to expand geographically, we expect to encounter additional regional and local competitors. In the
Middle East, the first region in which we are seeking to expand internationally, we believe there i a small, but
growing market for American branded coffechouses, with Starbucks being the clear leader based on number of
coffeehouses.

Despite competing in a fragmented market, increased consumer demand has resulted in gourmet coffee
brands being established across multiple distribution channels. Several competitors are aggressive in obtaining
distribution in specialty grocery and gourmet food stores, and in office, restaurant and food service locations.

We believe that our customers choose among gourmet coffeehouses based upon the quality and variety of
the coffee and other products, atmosphere, convenience, customer service and, to a lesser extent, price.
Although consumers may differentiate coffee brands based on freshness (as an element of coffee quality), to
our knowledge, few significant competitors focus on craft roasting and product freshness in the same manner
as Caribou Coffee. We believe that our growing market share among gourmet coffechouses is based on the
positive response of our customers to the overall experience we provide.

We also compete with numerous other retailers and restaurants for retail real estate locations for our
coffeehouses.

Information Systems

We utilize an integrated information system to manage the flow of information within each coffeehouse
and between the coffechouses and our corporate office. This system includes a point-of-sale, or POS, system
that is connected to our corporate office and to third party application service providers via a wide area
network. The POS system helps facilitate the operations of our coffeehouses by recording sales transactions,
providing instantaneous processing of credit card and stored-value Caribou Card transactions, recording
employee time clock information and producing a variety of management reports. Select information that is
captured from the POS system is transmitted to the corporate office on a daily basis, which enables senior
management to continually monitor operating results.

12




We use a warchouse management system that allows us to efficiently manage our inventory of coffee
beans and other products. Orders for products are placed by employees in our coffechouses through a \llveb-
based ordering system that uploads the orders nightly to our warchouse for processing. We are installing
software and technology to streamline our interview and hiring processes as we accelerate our new coffeehbusc

openings in 2006.

We use software and hardware developed by reputable vendors and commonly used in our industry.
These systems are integrated to provide senior management with daily and weekly sales and cost anal‘ysis,
monthly detajled profit statements and comparisons between actual and budgeted operating results. |We
employ back-up, redundancy and disaster recovery procedures to protect against significant system failurés or
disruptions. |

|
Service Marks and Trademarks

‘We regard intellectual property and other proprietary rights as 1mportant to our success. We own several
trademarks and service marks that have been registered with the U.S. Patent and Trademark Office, mc]udmg
‘Caribou Coffee, Reindeer Blend and other product-specific names. We have also registered trademarks on our
stylized logo. In addition, we have applications pending with the U.S. Patent and Trademark Office f(\n a
number of additional marks, including Caribou Coffee Natural Decaf, Caribou Cooler and other product-
specific names. In addition, we have registered or made apphcatlon to register one or more of our marks in i
number of foreign countries and expect to continue to do so in the future as we expand internationally. There
can be no assurance that we can obtain the registration for the marks in every country where registration has
been sought.

Our ability to differentiate our brand from those of our competitors depends, in part, on the strength and
enforcement of our trademarks. We must constantly protect against any infringement by competitors. If a
competitor infringes on our trademark rights, we may have tfo litigate to protect our rights, in which case, ‘lwe
may incur significant expenses and divert significant attention from our business operations.

|

|

Employees 1‘
As of January 1, 2006, we employed a workforce of 5,745 people, approximately 1,859 of whom are
considered full-time employees. None of our employees are represented by a labor union. We consider c‘ur

relationship with our employees to be good. ]

Government Regulation ~‘

Our coffee roasting operations and our coffeehouses are subject to various governmental laws, regulatlcns
and licenses relating to health and safety, building and land use, and environmental protection. Qur roastﬂlg
facility is subject to state and local air quality and emissions regulations. We believe that we are in compliance
in all material respects with all such laws and regulations and that we have obtained all material licenses that
are required for the operation of our business. We are not aware of any environmental regulations that have or

that we believe will have a material adverse effect on our operations.

We are also subject to the federal Fair Labor Standards Act, or the federal FLSA, and various other laws
governing such matters as minimum wage requirements, overtime and other working conditions.

Seasonality

Our business is subject to seasonal fluctuations, including fluctuations resulting from weather conditions
and holidays. A disproportionate percentage of our total annual net sales and profits are realized during the
fourth guarter of our fiscal year, which includes the December holiday season. In addition, quarterly results
¢re affected by the timing of the opening of new coffeehouses, and our rapid growth may conceal the impact of
cther seasonal influences. Because of the seasonality of our business, results for any quarter are not necessanl‘y

indicative of the results that may be achieved for the full fiscal year. 0
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Available Information

Our website is located at www.cariboucoffee.com. Caribou Coffee Company’s Form 10-K reports, along
with all other reports and amendments filed with or furnished to the Securities and Exchange Commission
(“SEC”), are publicly available free of charge on Caribou Coffee Company’s website at
www.cariboucoffee.com in the Investors section under SEC filings or at www.sec.gov as soon as reasonably
practicable after these materials are filed with or furnished to the SEC. The Company’s corporate governance
policies, cthics code and Board of Directors’ committee charters are also posted within this section of the
website. The information on the Company’s website is not part of this or any other report Caribou Coffee
Company files with, or furnishes to, the SEC.

Item 1A. Risk Factors

Certain statements we make in this filing, and other written or oral statements made by or on our behalf,
may constitute “forward-looking statements” within the meaning of the federal securities laws. Words or
phrase