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Dear Fellow Shareholders:

Our mission at Caribou Coffee is to provide our shareholders, customers and team members with an
experience that makes the day better. This focus in 2006 led us to record revenues of $236 million, which
was driven by new coffeehouse and retail channel growth.

We ended 2006 with an additional 54 company-owned coffeehouses in the United States for a total of

440 company-owned locations in 18 states and the District of Columbia. We accelerated our franchise
activities by developing a Uniform Franchise Offering Circular (UFQOC) that allowed us to pursue additional
opportunities. Franchising provides us the opportunity to partner with developers that have local market
expertise, which enables us to expand beyond our existing geographic footprint more quickly and
efficiently. We ended 2006 with 24 franchised Caribou Coffee locations. We believe there are still many
untapped market opportunities both domestically and internationally.

We continued to drive brand awareness through partnerships with major consurmer product companies.
After a successful launch of four flavers of Caribou Coffee ice cream produced by Kemps, additional
products have been added to the line. The General Mills launch of two flavors of Caribou Coffee snack
bars was so successful that two additional flavors have been added. In 2006, we reached an agreement
with Coca-Cola North America to bring the gourmet coffee taste of Caribou Coffee to the ready-to-drink
beverage category. Additionally, we reached an agreement with Keurig Incorporated, the leader in
gourmet single cup brewing, to package eight varieties of Caribou Coffee K-Cups. The K-Cups will be
available nation-wide for at home or office consumption.

Caribou Coffee brand awareness is also being extended nation-wide through grocery stores, mass
merchandisers, office coffee providers, hotels, airlines, sports and entertainment venues, as well as on
college campuses. At the end of 2006 our products were sold through over 2,000 retail outlets and we are
now approaching 3.000 retail outlets. These initiatives fueled our “other sales” revenue growth of 58%
year over year.

Many retailers found 2006 to be a difficult business environment and Caribou Coffee was no exception
with soft comparable coffeehouse sales. We have embraced this challenge with our tenacious focus on
prompt, friendly and efficient service in a welcoming and relaxing environment. The Caribou experience
truly makes visiting one of our coffeehouses an experience that makes the day better and positions us to
deliver improved quality of earnings and profitable growth in the future.

Thank you for your support.

Sincerely,

-

Michael J. Coles
Chairman and Chief Executive Officer
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PART 1

Item 1. Business

Founded in 1992, we have developed into the second largest company-owned gourmet coffeehouse operator in
the United States based on the number of coffeehouses operated. As of December 31, 2006, we had 464 coffeehouses,
including 24 franchised locations. Our coffeehouses are located in 18 states and the District of Columbia and
international markets, including 193 coffeehouses in Minnesota and 62 coffechouses in [llinois. 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, college campuses, and
we license third parties to use the Caribou Coffee brand on quality food and merchandise.

We focus on creating a unique experience for our customers through the combination of our high-quality
products, distinctive coffeehouse 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 profiles and enforce
strict packaging and brewing standards. Our coffeehouse environment is driven by our distinctive 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 focused on quick service. Our
coffeehouse staff provides consistent and personal service in a clean, smoke-free environment.

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:

» Continue to Open New Company-Operated Coffeechouse Locations. We have opened 146 company-
operated locations in the pasi two fiscal years, including 60 coffeehouse locations in 2006. We intend to
further penetrate a number of our existing markets by opening Company-operated coffechouses in a variety
of traditional retail venues, although we will reduce the number of Company-operated coffeechouses
openings to 25-30 in 2007 in order to more aggressively pursue our domestic franchise strategy. In order
to maximize expansion opportunities, we will continue to explore different coffeehouse layouts and designs
that best fit particular venues or locations.

* Increasing our Comparable Coffeehouse Sales and Enhancing Operating 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. We believe that we have strong brand
awareness in markets where we have a significant coffechouse presence and that by building a similar
coffechouse base in other metropolitan areas we will be able to drive customer awareness and comparable
coffeehouse sales. As our comparable coffechouse sales increase, we expect our operating margins at those
coffeehouses to improve. In addition, we are seeking to improve operating margins by leveraging our
increased purchasing power to negotiate more favorable pricing in a variety of areas from telecommuni-
cations and credit card processing to paper products.

* Expanding our Franchising Business. We intend to franchise the Caribou Coffee brand, where we believe
there are significant opportunities to grow our business, both domestically and internationally. In late 2006
we completed and filed our Uniform Franchise Offering Circular (UFOC) and have begun discussions with a
number of qualified multi-unit developers for key U.S. Markets. In late 2006 we announced our first entry
into the Asian market and our second major international franchise agreement which calls for the
development of a minimum of 25 coffechouses in South Korea over the next five years. In 2005, we
entered into a master franchise agreement with a local franchisee to develop 250 coffeehouses in the Middle
East through 2012 and have opened 17 coffeehouses under this agreement. We are currently exploring
franchise arrangements in other international markets.
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* Expanding Complementary Distribution Channels. We are continuing our efforts 1o expand the distri-
bution 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 commerciat channels,
including grocery stores and mass merchandisers, office coffee providers, airlines, hotels, sports and
entertainment venues and college campuses. We intend to build upon our existing relationships with grocery
stores such as Byerly’s and Lunds, airlines such as Frontier Airlines and national office coffee providers such
as Aramark.

* 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 vs to identify new markets for coffeehouses. Through marketing and other brand building
initiatives, we intend to leverage our existing coffeehouse-based growth to drive additional mail-order and
Internet sales.

* Brand Licensing. A key part of our continued business expansion is the aggressive development of a
national brand presence through brand licensing agreements. To date we have entered into brand licensing
agreements with Kemps, Inc. a St. Paul based dairy, General Mills, Coca-Cola North America (CCNA) and
most recently, Keurig Incorporated, an industry leader in single-cup coffee brewing technology. The
licensing agreement with Kemps allows Kemps to use Caribou Coffee marks and coffee in producing various
gourmet coffee flavored ice cream products. The products are sold at retail grocery stores. Under the
licensing agreement, General Mills will use the Caribou Coffee marks and coffee in the production of
various gourmet coffee flavored snack bars. Four gourmet coffee flavored snack bars have been produced,
distributed and marketed throughout the U.S. In November 2006, we announced our third brand licensing
arrangement with CCNA to faunch a new line of premium ready-to-drink iced coffees in the U.S during the
summer of 2007. Our most recent business licensing agreement is with Keurig Incorporated, the leader in
gourmet single cup brewing. Under this licensing agreement Caribou Coffee will be packaged in Keurig
K-Cups offering single cup coffee lovers eight Caribou Coffee varieties to choose from for both at home and
in the office consumption.

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 December 31, 2006, we had commitments to purchase coffee beans at
a total cost of $5.4 million through December 2007. 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 and South Korea, the first two
regions in which we are expanding internationally, we believe there is a small, but growing market for American
branded coffechouses, with Starbucks being the clear leader based on number of coffechouses.

4




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, restavrant and food service locations. We believe that
our customers choose among gourmet coffechouses 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 cur customers to the overall
experience we provide,

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

Service Marks and Trademarks

We regard intellectual property and other proprietary rights as important to our success. We own several
trademarks and service marks that have been registered with the U.S. Patent and Trademark Office, including
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 for a number of
additional marks, including Caribou Coffee Natural Decaf, Caribou Cooler and other product-specific names. In
addition, we have registered or made application to register one or more of our marks in a 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 to litigate to protect our rights, in which case, we
may incur significant expenses and divert significant attention from our business operations.

Employees

As of December 31, 2006, we employed a workforce of 6,698 people, approximately 1,793 of whom are
considered full-time employees. None of our employees are represented by a labor union. We consider our
relationship with our employees to be good.

Government Regulation

Our coffee roasting operations and our coffeehouses are subject to various governmental laws, regulations and
licenses relating to health and safety, building and land use, and environmental protection. Our roasting facility is
subject to state and local air quality and emissions regulations. We believe that we are in compliance in all materia}
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
quarter of our fiscal year, which includes the December holiday season. In addition, quarterly results are affected by
the timing of the opening of new coffechouses, and our rapid growth may conceal the impact of other seasonal
influences. Because of the seasonality of our business, results for any quarter are not necessarily indicative of the
results that may be achieved for the full fiscal year.




Available Information

Our website is located at www.cariboucoffee.com. Caribon 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.caribouceffee.com in the investor
relations section accessed through the About Us menu option 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, ethics
code and Board of Directors’ committee charters are also posted within this section of our 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 phrases such
as “should result,” “are expected to,” “we anticipate.,” “we estimate,” “we project,” “we believe,” or similar
expressions are intended to identify forward-looking statements. These statements are subject to certain risks and
uncertainties that could cause actual results to differ materially from our historical experience and our present
expectations or projections. We believe that these forward-looking statements are reasonable; however, you should
not place undue reliance on such statements. Such statements speak only as of the date they are made, and we
undertake no obligation to publicly update or revise any forward-looking statement, whether as a result of future
events, new information or otherwise. The following risk factors, and others that we may add from time to time, are
some of the factors that could cause our actual results to differ materially from the expected results described in our
Jorward-looking statements.

"o L1 T T

Risks Related to Our Business
We have a history of net losses and may incur losses in the future.

We have incurred net losses in each of the last three fiscal years and in all but two years since our inception in
1992, Our net losses were $2.1 million, $4.9 million, and $9.1 million for the years ended January 2, 2005, January 1,
2006 and December 31, 2006, respectively. We may continue to incur net losses, and we cannot assure you that we
will be profitable in future periods.

We will continue to incur significant operating expenses to grow our business and the number of our
coffeehouses. Accordingly, we will need to increase our net sales at a rate greater than our expenses to achieve
profitability. We cannot predict whether we will become profitable in future periods. Even if we become profitable,
we may not be able to sustain profitability.

Implementation of our growth strategy may divert management’s attention from other aspects of our
business and place a strain on our management, operational and financial resources, as well as our
information systems.

As of December 31, 2006, we had 464 coffeehouses, including twenty-four franchised locations and five joint
venture locations. To achieve our goal of continuing to grow our business and the number of our coffechouses, we
must:

= obtain suitable sites at acceptable costs in highly competitive real estate markets;
*» successfully manage new coffechouses;

* hire, train and retain qualified personnel;

* continue to improve and expand our coffee, other beverage and food offerings;

+ expand our commercial sales;

= attract franchisees who will operate coffeehouses internationally and domestically;
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* continue to upgrade mventory controi, marketing and informatton systems: and
pe 2 ¥

* maintain strict quality controi from the purchase of coffee beans to the cup of freshly brewed coffee in a
customer’s hand.

Implementation of our growth strategy may divert management’s attention from other aspects of our business
and place a strain on our management, operational and financial resources, as well as our information systems.
Furthermore, our results of operations and financial condition may be adversely affected if we are unable to
implement our business strategy or if our business strategy proves to have been flawed.

If we fail to continue to develop and maintain our brand, our business could suffer.

We believe that maintaining and developing our brand is critical to our success and that the importance of
brand recognition may increase as a result of competitors offering products similar to our products. We intend to
increasc our marketing expenditures to create and matntain brand loyalty as well as increase awareness of our brand.
If cur brand-building strategy is unsuccessful, these expenses may never be recovered, and we may be unable to
increase our future revenue or implement our business strategy.

We will need to raise additional capital in order to continue to grow our business, which subjects us to
the risks that we may be unable to maintain or grow our business as planned or that our shareholders
may be subject to substantial additional dilution.

We may need to raise capital in order to continue to expand our business and open new coffeehouses. We may
also require additional capital to respond to competitive pressures, to make capital improvements at our coffee-
houses or to acquire necessary technologies. In raising additional capital, we will need to comply with requirements
resulting from financing restrictions required by our majority shareholder, which may atfect our ability to obtain
financing on a timely basis if we have immediate liquidity needs. We do not know if we will be able to raise
additional financing or financing on terms favorable to us. If adequate funds are not available or are not available on
acceptable terms, our ability to fund our operations, develop and expand our business or otherwise respond to
competitive pressures would be significantly impaired. In such a case, our stock price would likely be materially and
adversely impacted.

In addition, if we raise additional funds through the issuance of equity or convertible or exchangeable
securities, the percentage ownership of our existing shareholders will be reduced. These newly issued securities
may have rights, preferences and privileges senior to those of existing shareholders,

We compete with a number of companies for customers. The success of these competitors could have an
adverse effect on us.

Our primary competitors for coffee beverage sales are other gourmet coffee shops and other restaurants. In all
markets in which we do business, there are numerous competitors in the gourmet coffee beverage business, and we
expect this situation to continue. Starbucks is the gourmet coffechouse segment leader with approximately
8,800 locations in the United States and approximately 3,600 locations internationally. Qur primary competitors
in addition to Starbucks are regional or local market coffechouses, 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. We must spend significant resources to differentiate
our customer experience, which is defined by our products, coffeehouse environment and customer service, from
the offerings of our competitors. Despite these efforts, our competitors still may be successful in attracting our
customers.

Competition in the gourmet coffee market is becoming increasingly intense as relatively low barriers to entry
encourage new competitors to enter the market. The financial, marketing and operating resources of these new
market entrants may be greater than our resources. In addition, some of our existing competitors have substantially
greater financial, marketing and operating resources. Our failure to compete successfully against current or future
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competitors could have an adverse effect on our business, including loss of customers, declining net sales and loss of
market share.

We may not be successful in maintaining or expanding our commercial business.

As we seek to take advantage of opportunities with existing and potential commercial customers, we may not
be successful in maintaining our existing commercial customers or attracting new commercial customers. We do
not have contracts with many of our commercial customers and one or more of them could choose 1o discontinue
purchasing our products at any time. A large percentage of our commercial business is concentrated in a small
number of customers and we expect that this concentration will continue in the future. Consequently, the loss of any
one customer in this area could have a significant adverse impact on our commercial business. In addition, we may
not be able to attract new commercial customers, which would impede our ability to achieve our growth sirategy.

We may not be able to manage our expected growth, which could adversely affect our operating results.

We intend to continue to develop additional company-owned coffeehouses and partner with qualified
developers to open franchised coffeehouses, expand our commercial business and further develop brand license
opportunities with leading consumer product companies. Our growth has increased our operating complexity and
the level of responsibility for new and existing management. Our anticipated growth could place a strain on our
management, employees and operations. Our ability to compete effectively and to manage our recent and future
growth effectively will depend on our ability to implement and improve financial and management information
systems on a timely basis and to effect changes in our business, such as implementing internal controls to handle the
increased size of our operations and hiring, training, developing and managing an increasing number of experienced
management-level and other employees. Unexpected difficulties during expansion, the failure to attract and retain
qualified employees or our inability to respond effectively to recent growth or plan for future growth could
adversely affect our ability to implement our business strategy or our results of operations.

Our new company-owned coffeehouses in existing markets may not achieve market acceptance or the
same levels of profitability.

Our expansion plan depends on opening new coffeehouses in existing markets. New coffechouses may take
longer to reach profitability, thereby affecting our overall profitability and results of operations. Moreover, we may
not be successful in operating our new coffechouses on a profitable basis. In addition, our failure to achieve market
acceptance or profitubility at one or more of our new coffeehouses could put a significant strain on our financial
resources and could limit our ability to further expand our business.

Franchised coffeehouses may not achieve market acceptance or profitability.

Our growth plan depends on our ability to attract and secure domestic and international franchisees to open
coffechouses in new markets. The success of these franchisees will be affected by the different local competitive
conditions, consumer tastes and discretionary spending patterns as well as our ability to generate market awareness
of the Caribou Coffee brand in these new markets. Moreover, a franchisee may not be able to operate their
coffeehouses profitably which may affect the franchisees and our ability to develop coffeehouses in that market in
the future,

A significant interruption in the operation of our roasting or distribution facility could potentially disrupt
our operations.

We have only one coffee roasting and distribution facility. A significant interruption in the operation of this
facility, whether as a result of broken equipment, a natural disaster or other causes, could significantly impair our
ability to operate our business on a day-to-day basis.




Because our business is highly dependent on a single product, gourmet coffee, we are vulnerable to
changes in consumer preferences and economic conditions that could harm our financial results.

Qur business is not diversified and consists of buying, blending and roasting coffee beans and operating
gourmet coffeehouses. Consumer preferences often change rapidly and without warning, moving from one trend to
another among many product or retail concepts. Shifts in consumer preferences away from the gourmet coffee
segment would have a material adverse effect on our results of operations. Our continued success will depend in part
on our ability to anticipate, identify and respond quickly to changing consumer preferences and economic
conditions.

We depend on the expertise of key personnel. If these individuals leave or change their role without
effective replacements, our operations may suffer.

The success of our business to date has been, and our continuing success will be, dependent to a large degree on
the continued services of our executive officers, especially our Chairman and Chief Executive Officer, Michael J.
Coles, and our other key personnel who have extensive experience in our industry. If we lose the services of any of
these integral personnel and fail to manage a smooth transition to new personnel, our business could suffer. We do
not carry key person life insurance on any of our executive officers or other key personnel.

We may not be able to hire or retain additional coffeehouse managers and other coffeehouse personnel
and our recruiting and compensation costs may increase as a result of turnover, both of which may
increase our costs and reduce our profitability and may adversely impact our ability to implement our
business strategy.

Our success depends upon our ability to attract and retain highly motivated, well-qualified coffeehouse
managers and other coffechouse personnel. We face significant competition in the recruitment of qualified
employees. Our ability to execute our business strategy and provide high quality customer service may suffer
if we are unable to recruit or retain a sufficient number of qualified employees or if the costs of employee
compensation or benefits increase substantially. Additionally, coffeehouse manager and hourly employee turnover
in our industry is high. If quality employees cannot be retained we may be required to increase our recruiting and
compensation expenses, which may reduce our profitability.

Our roasting methods are essential to the quality of our coffee, and our business would suffer if our
competitors were able to duplicate them.

We consider our roasting methods essential to the flavor and richness of our coffee and, therefore, essential to
our brand. If our competitors copy our roasting methods, the value of our brand may be diminished, and we may lose
customers to our competitors. In addition, competitors may be able to develop roasting methods that are more
advanced than our roasting methods, which may also harm our competitive position.

We are susceptible to adverse trends and economic conditions in Minnesota.

As of December 31, 2006, 193, or 42%, of our coffeehouses were located in Minnesota, inciuding 1 franchised
location. Our Minnesota coffechouses accounted for approximately half of our net sales during the year ended
December 31, 2006. As a result, we are susceptible to adverse irends and economic conditions in that state. In
addition, given our geographic concentration in the Upper Midwest, negative publicity in that region regarding any
of our coffeehouses could have a material effect on our business and operations throughout the region, as could
other regional occurrences such as local strikes, new or revised laws or regulations, adverse weather conditions,
natural disasters or disruptions in the supply of food products.

Because we rely heavily on third party shipping companies to deliver our coffee, any disruption in their
services or increase in shipping costs could adversely affect our sales and profitability.

We rely on a number of third party shipping companies to deliver coffee to our distribution and roasting facility
and our coffeehouses as well as to mail-order or Internet-order customers. We have no control over these companies
and the services provided by them may be interrupted or disrupted as a result of labor shortages, contract disputes or
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other factors. If we experience an interruption or disruption in these services, we may be unable to ship our coffee in
a timely manner. A delay in shipping could:

* have an adverse impact on the quality of the coffee shipped, and thereby adversely affect our brand and
reputation;

* result in the disposal of an amount of coffee that could not be shipped in a timely manner; and
* require us to contract with alternative, and possibly more expensive, shipping companies.

If there is a significant increase in shipping costs, we may face a decrease in revenue and profits. If we bear
these costs without an increase in our prices, then our profit margins would go down. If the costs are passed on to the
customers in the form of higher prices, then our net sales may suffer if the cost differential is large enough to create a
consumer reaction that would adversely affect the demand of our products.

We could be subject to complaints or claims from our customers or adverse publicity resulting from those
complaints or claims.

We may be the subject of complaints from or litigation by customers who allege beverage or food-related
illnesses, injuries suffered on the premises or other quality, health or operational concerns. Adverse publicity
resulting from any such complaints or allegations may divert our management’s time and attention and materially
adversely affect our brand perception, sales and profitability, or the market price of our comman stock, regardless of
whether or not such complaints or allegations are true or whether or not we are ultimately held liable. A lawsuit or
claim also could result in an expensive settlement, defense, or penalty.

Complaints or claims by current, former or prospective employees could adversely affect us.

We have been, and in the future may be, the subject of complaints or litigation from current, former or
prospective employees from time to time. Three of our former employees have filed a lawsuit against us that claims
we misclassified our retail coffechouse managers and managers in training as exempt from the overtime provisions
of the Minnesota Fair Labor Standards Act and the federal Fair Labor Standards Act, and that these managers and
managers in training are therefore entitled to overtime compensation. These employees seek to represent them-
selves and all of our allegediy similarly situated current and former (within specified time periods) coffeehouse
managers and managers in training. This claim or any other complaints or litigation involving current, former or
prospective employees could divert our management’s time and attention from our business operations and might
potentially result in substantial costs of defense, settlement or other disposition, which could have a materizal
adverse effect on our results of operations in one or more fiscal periods.

We may not be able to renew leases or control rent increases at our retail locations or obtain leases for
new coffeehouses.

All of our coffeehouses are presently located on leased premises. Upon the expiration of some of these leases,
there is no automatic renewal or option to renew. Consequently, at the end of the term of the lease, we might be
forced to find a new location to lease or close the coffechouse. If we do negotiate a new lease at the existing location
or an extension of the existing lease, the rent may increase substantially. Any of these events could adversely affect
our profitability. Other leases are subject to renewal at fair market value, which could involve substantial rent
increases, or are subject to renewal with scheduled rent increases, which could result in rents being above fair
market value. In addition, we intend to lease locations for the new coffeehouses we plan to open. We compete with
numerous other retailers and restaurants for coffeehouse sites in the highly competitive market for retail real estate
and some landlords and developers may exclusively grant locations to our competitors. As a result, we may not be
able to obtain new leases, or renew existing ones, on acceptable terms, which could adversely affect our net sales
and brand-building initiatives.
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Our growth through franchising may not occur as rapidly as we currently anticipate and may be subject
to additional risks.

As part of our growth strategy, we will continue to seek franchisees to operate coffechouses under the Caribou
Coffee brand in international markets and in domestic locations. We believe that our ability to recruit, retain and
contract with qualified franchisees will be increasingly important to our operations as we expand. Qur franchisees
are dependent upon the availability of adequate sources of financing in order to meet their development obligations.
Such financing may not be available to our franchisees, or only available upon disadvantageous terms. Our
franchise strategy may not enhance our results of operations. In addition, coffeehouse openings contemplated under
our existing franchise agreements or any future franchise agreement may not open on the anticipated development
schedule or at all. Expanding through franchising exposes our business and brand to risks because the quality of
franchised operations will be beyond our immediate control. Even if we have contractual remedies to cause
franchisees to maintain operational standards, enforcing those remedies may require litigation and therefore our
image and reputation may suffer, unless and until such litigation is successfully concluded.

Growth of our international operations may be adversely affected by factors eutside of our control,

As part of our growth strategy, we will continue to seek franchisees to operate coffeehouses internationally
under the Caribou Coftfee brand. As a result, our business and operations will be increasingly subject to the risk of
changes in economic conditions and, to a lesser extent, changes in social and political conditions inherent in foreign
operations. including changes in U.S. laws and regulations relating to foreign trade and investment. In addition,
consumer tastes vary from region to region, and consurmers located in the regions in which we may expand our retail
operations may not be as receptive to gourmet coffees as consumers in existing markets.

Compliance with health, environmental, safety and other government regulations applicable to us could
increase costs and affect profitability.

Each of our coffeehouses and our roasting facility is and will be subject to licensing and reporting requirements
by a number of governmental authorities. These governmental authorities include federal, state and local health,
environmental, labor relations, sanitation, building, zoning, fire, safety and other departments that have jurisdiction
over the development and operation of these locations. Cur activities are also subject to the Americans with
Disabilities Act and related regulations, which prohibit discrimination on the basis of disability in public
accommodations and employment. Changes in any of these laws or regulations could have a material adverse
affect on our operations, sales, and profitability. Delays or failures in obtaining or maintaining required construction
and operating licenses, permits or approvals could delay or prevent the opening of new retail locations, or could
materially and adversely affect the operation of existing coffechouses. In addition, we may not be able to obtain
necessary variances or amendments to required licenses, permits or other approvals on a cost-effective or timely
basis in order to construct and develop coffeehouses in the future.

We may not be able to adequately protect our intellectual property, which could harm the value of our
brand and adversely affect our sales and profitability.

The success of our coffechouses depends in part on our brand, logos, branded merchandise and other
intellectual property. We rely on a combination of trademarks, copyrights, service marks, trade secrets and similar
rights to protect our intellectual property. The success of our growth strategy depends on our continued ability to use
our existing trademarks and service marks in order to increase brand awareness and further develop our brand in
both domestic and international markets. We also use our trademarks and other intellectual property on the Internet.
If our efforts 1o protect our intellectual property are not adequate, or if any third party misappropriates or infringes
on our intellectual property, either in print or on the Internet, the value of our brand may be harmed, which could
have a material adverse effect on our business. We may become engaged in litigation to protect our intellectual
- property, which could result in substantial costs to us as well as diversion of management attention.
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Our disclosure controls and procedures may not prevent or detect all errors or acts of fraud.

Our disclosure controls and procedures are designed to reasonably assure that information required to be
disclosed by us in reports we file or submit under the Securities Exchange Act of 1934 is accumulated and
communicated to management, recorded, processed, summarized and reported within the time periods specified in
the rules and forms of the Securities and Exchange Comimission (“'SEC™). We believe that any disclosure controls
and procedures or internal controls and procedures, no matter how well conceived and operated, can provide only
reasonable, not absolute, assurance that the objectives of the control system are met. These inherent limitations
include the realities that judgments in decision-making can be faulty, and that breakdowns can occur because of
simple error or mistake. Additionally. controts can be circumvented by the individual acts of some persons, by
collusion of two or more people or by an unauthorized override of the controls. Accordingly, because of the inherent
limitations in our control system, misstatements due to error or frand may occur and not be detected.

If we fail to maintain an effective system of internal controls over financial reporting, we may not be able
to accurately report our financial results or prevent fraud. As a result, current and potential shareholders
could lose confidence in our financial and other public reporting, which would harm our business and
the trading price of shares of our common stock.

Effective internal controls over financial reporting are necessary for us to provide reliable financial reports
and, together with disclosure controls and procedures discussed above, are designed to prevent fraud. If we cannot
provide reliable financial reports or prevent fraud, our brand and operating results could be harmed. We may in the
future discover areas of our internal controls that need improvement. We cannot be certain that any remedial
measures we take will ensure that we implement and maintain adequate controls over our financial processes and
reporting in the future. Any failure to implement required new or improved controls, or difficulties encountered in
their implementation, could harm our operating results or cause us to fail to meet our reporting obligations. Inferior
internal controls could ulso cause investors to lose confidence in our reported financial information, which could
have a negative effect on the trading price of shares of our common stock,

We have a significant number of options outstanding to acquire shares of our common stock that, when
exercised, will dilute existing shareholders and could decrease the market price of our common stock.

We have a significant number of outstanding options to acquire shares of our common stock at various price
ranges. In addition to the dilution our shareholders will experience once these options are exercised, our
shareholders could experience a decline in the market price of our common stock from the sale of these shares
in the public market. The adoption of Statement of Financial Accounting Standards, or SFAS, No. 123R, “Share-
Based Payment,” issued in December 2004 by the Financial Accounting Standards Board, or the FASB, requires us
to record stock-based compensation charges to earnings for employee stock option grants commencing with our
first quarter of 2006. The Company recognized approximately $500,000 of compensation expense during the fiscal
year 2006, related to the grant of options to purchase shares under the Company’s stock option plans. The negative
impact of future equity based grants on the market price of our common stock may be exacerbated by our adoption
of SFAS No. 123R, which will require us to increase significantly the amount of compensation expense we record
upon such grants.

Changes in other existing financial accounting standards or practices or taxation rules or practices may
adversely affect our results of operations.

In addition to the impact on ovr earnings of SFAS No. 123R, other changes in existing accounting or taxation
rules or practices, new accounting pronouncements or faxation rules, or varying interpretations of current
accounting pronouncements or taxation praciice could have a significant adverse effect on our results of operations
or the manner in which we conduct our business. Further, such changes could potentially affect our reporting of
transactions completed before such changes are effective.
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Risks Related to Our Industry

Our gourmet coffee contains caffeine and other active compounds, the health effects of some of which
are not fully understood.

A number of research studies conclude or suggest that excessive consumption of caffeine may lead to
increased heart rate, nausea and vomiting, restlessness and anxiety, depression, headaches, tremors, sleeplessness
and other adverse health effects. An unfavorable report on the health effects of caffeine or other compounds present
in coffee could significantly reduce the demand for coffee, which could harm our business and reduce our sales and
profitability.

A shortage in the supply, or an increase in the price, of coffee beans could adversely affect our net sales.

The supply and price of coffee beans are subject to significant volatility. Although-most coffee beans are traded
in the commodity market, the high-grade arabica coffee beans we buy tend 1o trade on a negotiated basis at a
substantial premium above commodity coffee prices, depending upon the supply and demand at the time of
purchase. Supply and price can be affected by muitiple factors in the producing countries, including weather,
natural disasters, political and economic conditions or civil unrest or strikes due to the poor conditions imposed on
many coffee farmers. In addition, coffee bean prices have been affected in the past, and may be affected in the
future, by the actions of certain organizations and associations that have historically attempted to influence
commodity prices of coffee beans through agreements establishing export quotas or restricting coffec supplies
worldwide. Our ability to raise sales prices in response to rising coffee bean prices may be limited, and our
profitability could be adversely affected if coffee bean prices were o rise substantially. Moreover, passing price
increases on to our customers could result in losses in sales volume or margins in the future. Similarly, rapid sharp
decreases in the cost of coffee beans could also force us to lower sales prices before we have realized cost reductions
in our coffee bean inventory.

We face the risk of fluctuations in the cost, availability and quality of our non-coffee raw ingredie.nts.

The cost, availability and quality of non-coffee raw ingredients for our products are subject to a range of
factors. Fluctuations in economic and political conditions, weather and demand could adversely affect the cost of
our ingredients. We have limited supplier choices and are dependent on frequent deliveries of fresh ingredients,
thereby subjecting us to the risk of shortages or interruptions in supply. In particular, the supply and price of dairy
products are subject to significant volatility. Our ability to raise sales prices in response to increases in prices of
these non-coffee raw ingredients may be limited, and our profitability could be adversely affected if the prices of
these ingredients were to rise substantially.

Risks Related to Our Structure

Arcapita has substantial control over us, and could limit other shareholders’ ability to influence the
outcome of marters requiring shareholder approval and may support corporate actions that conflict with
other shareholders’ interests.

Our largest shareholder is an affiliate of Arcapita Bank B.S5.C. (¢), a global investment group founded in 1997
with offices in Atlanta, London and Bahrain. We refer to Arcapita Bank B.S.C. (¢} and its affiliates collectively as
either Arcapita or our majority shareholder in the Form 10-K.

Arcapita beneficially owns 11,672,245 shares, or approximately 60.5%, of the outstanding shares of our
common stock as of December 31, 2006. Arcapita’s ownership of shares of our common stock could have the effect
of delaying or preventing a change of control of us, could discourage a potential acquirer from obtaining control of
us, even if the acquisition or merger would be in the best interest of our shareholders, or could otherwise affect our
business because of our compliance with Shari’ah principles as described below. This could have an adverse effect
on the market price for shares of our common stock. Arcapita is also able to control the election of directors to our
board. Two of the six members of our board of directors are representatives of Arcapita.
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Our compliance with Shari’ah principles may make it difficult for us to obtain financing and may limit
the products we sell.

Our majority shareholder operates its business and makes its investments in a manner consistent with the body
of Islamic principles known as Shari’ah. Consequently, we operate our business in a manner that is consistent with
Shari’ah principles and will continue to do so for so long as Arcapita is a significant shareholder. Shari’ah principles
regarding the lending and borrowing of money are complicated, requiring application of qualitative and quantitative
standards. The negotiation and decumentation of financing that is compliant with these principles are generally
complex and time consuming. As such, if we have immediate liquidity needs. we may not be able to obtain
financing that is compliant with Shari’zh principles on a timely basis. A Shari’ah-compliant company is prohibited
from engaging in derivative hedging transactions such as intcrest rate swaps or futures, forward options or other
instruments designed to hedge against changes in interest rates or the price of commedities we purchase. Also, a
Shari’ah compliant company is prohibited from dealing in the areas of alcohol, gambling, pornography, pork and
pork-related products.

We may be subject to adverse publicity resulting from statements about Arcapita or complaints or questions
Jrom our customers arising from such adverse publicity.

Arcapita, our majority shareholder, could be the subject of allegations that could adversely affect our
reputation in the eyes of our customers or investors due to the fact that it has offices in Bahrain and that its
investors are located in the Middle East. During 2002, we were subject to adverse publicity due to attempts 1o
connect Arcapita with inflammatory and controversial statements made by one of its former outside advisors, in his
individual capacity, regarding a variety of subjects, including events in the Middle East. We may be subject to
additional adverse publicity in the future due to the ownership of our common stock by Arcapita. Even if unfounded,
such adverse publicity could divert our management’s time and attention and adversety affect the way our
customers perceive us, our net sales or results of operations, in the aggregate or at individual coffeehouses, or the
market price for shares of our common stock.

Our annual results and comparable coffeehouse sales may fluctuate significantly and could fall below the
expectations of securities analysts and investors, which could cause the market price of eur common stock
to decline.

Our quarterly financial and operating results have fluctuated significantly in the past and may continue 1o
fluctuate significantly in the future as a result of a variety of factors, many of which are outside of our control. If our
quarterly results fluctuate or fall below the expectations of securities analysts and investors, the market price of our
common stock could decline.

Factors that may cause our quarterly results and comparable coffeehouse sales to fluctuate include the
following:

« the disposition of coffeehouses;

* the opening of new coffechouses;

* increases in labor costs;

= increases in the cost of food products;

« the ability of our franchisees to meet their future commitments under development agreements;
+ consumer concerns about food quality;

* the level of competition from existing or new competitors in the our industry;

* inclement weather patterns, and

» economic conditions generally, and in each of the markets in which we are located.

Accordingly, results for any one-quarter are not indicative of the results to be expected for any other guarter or
for the full year, and comparable coffeehouse sales for any future period may decrease.
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Provisions in our articles of incorporation and bylaws and of Minnesota law have anti-takeover effects
that could prevent a change in control that could be beneficial to our shareholders, which could depress
the market price of shares of our common stock.

Our articles of incorporation and bylaws and Minnesota corporate law contain provisions that could delay,
defer or prevent a change in control of us or our management that could be beneficial to our shareholders. These
provisions could also discourage proxy contests and make it more difficult for you and other shareholders to elect
directors and take other corporate actions. As aresult, these provisions could limit the price that investors are willing
1o pay in the future for shares of our common stock. These provisions might also discourage a potential acquisition
proposal or tender offer, even if the acquisition proposal or tender offer is at a price above the then current market
price for shares of our common stock. These provisions:

authorize our board of directors 1o issue preferred stock and to determine the rights and preferences of those
shares, which would be senior to our common stock, without prior shareholder approval;

establish advance notice requirements for nominating directors and proposing matters to be voted on by
shareholders at shareholder meetings;

provide that directors may be removed by shareholders only for cause;
limit the right of our shareholders to call a special meeting of shareholders: and

impose procedural and other requirements that could make it difficult for shareholders to effect some
corporate actions.

Because we do not intend to pay dividends, shareholders will benefit from an investment in shares of our
common stock only if it appreciates in value,

We have never declared or paid any cash dividends on shares of our common stock. We currently intend to
retain our future earnings, if any, to finance the operation and growth of our business and do not expect to pay any
cash dividends in the foreseeable future, As a result, the success of an investment in shares of cur commeon stock will
depend upon any future appreciation in its value. There is no guarantee that shares of our common stock will
appreciate in value or even maintain the price at which shareholders have purchased their shares.




Item 1B. Unresolved Staff Comments

Not applicable.

Item 2. Properties
Locations and Facilities
Coffechouse Locations

As of December 31, 2006, we had 464 retail coffeehouses, including 24 franchised locations. Caribou Coffee’s
coffeehouses are located in eighteen states and the District of Columbia and international markets.

State Coffechouses
Minnesotall) . . . oot i e e e 193
IIR00S .o e e 62
Ohi0 . L 37
Michigan(d). . . . .. i e 30
North Carolina. . ... L e 21
Georgial2). . . . e e 20
Virgimia3). . . o e e e e e 16
WWISCONSIN . . .. e 13
Maryland. . ... e e 12
Washington, D.C. .. oL e 8
Colorado . . .. e e e 8
(o 6
North Dakota. . . . ..o e e e o
Penmsylvania . .. . ... . .. e 5
Nebraska. . . ... i e e e 4
South Dakota. . . .. .o e e e 2
Kansas .. .. e e 2
Indiana . ... e e e e i
MISSOUN . . oo e e e e e e e 1
International(S) . . .. ... e e 17
464

(1) includes one franchised location and five locations owned by joint ventures
(2) includes one franchised location
(3) includes two franchised locations
(4) includes three franchised locations
(5) represents seventeen franchised locations in two Middle Eastern countries
We lease all of our retail facilities. Most of our existing leases are for five to 10 years and typically have

multiple five-year renewal options. We regularly evaluate the economic performance of our coffeehouses and, when
feasible, close ones that do not meet our expectations.

Headquarters and Roasting Facility

We currently conduct our roasting and packaging, and warehouse and distribution activities in a 130,000 square
foot leased facility in suburban Minneapolis, which also houses our corporate headquarters. We lease this facility
under a lease that has an initial term that expires in 2019 and is subject to extensions through 2029. We have an
option to purchase the facility at the end of the initial lease term. This facility has approximately 46,000 square feet
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for warehousing of finished goods and distribution, approximately 42,000 square feet for storage of raw materials,
roasting and packaging and approximately 42,000 square feet of office space. We currently have three coffee
roasters. We also have four coffee packaging stations. At present, we are operating at less than our full capacity, and
we believe that 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.

This facility is organic certified by the U.S. Department of Agriculture, allowing us to offer our Rainforest
Blend as organic certified. From time to time we engage third party vendors to meet special processing needs,
including roasting or specialized packaging for specific commercial accounts.

Item 3. Legal Proceedings

On July 26, 2005, three of our former employees filed a lawsuit against us in the State of Minnesota District
Court for Hennepin County seeking monetary and equitable relief from us vnder the Minnesota Fair Labor
Standards Act, or the Minnesota FLSA, the federal FLSA, and state common law. Pursuant to the Order Granting
Stipulation of Dismissal of February 8, 2006, the plaintiffs dismissed their claims for quantum meruit and unjust
enrichment under Minnesota law and for injunctive relief under the FLSA and all claims on behalf of current and
former managers in training. The suit now primarily alleges that we misclassified our retail coffeehouse managers
as exempt from the overtime provisions of the Minnesota FLSA and the federal FLLSA and that these managers are
therefore entitled to overtime compensation for each week in which they worked more than 40 hours from May
2002 to the present with respect to the claims under the federal FLSA and for weeks in which they worked more than
48 hours from May 2003 to the present with respect to the claims under the Minnesota FLSA. The plaintiffs are
seeking to represent themselves and ali of our allegedly similarly situated curremt and former (within the foregoing
periods of time) coffeehouse managers. The plaintiffs are seeking payment of an unspecified amount of allegedly
owed and unpaid overtime compensation, liquidated damages, prejudgment interest, civil penalties under the
Minnesota FLSA, a full accounting of the amount allegedly owed to the putative class, temporary and injunctive
retief, attorney’s fees and costs. On August 15, 2005, we removed the lawsuit to the Federal District Court for the
District of Minnesota and filed our answer to the complaint. On October 31, 2005, the court granted the plaintiffs’
motion to conditionally certify an alleged nationwide class of our current and former coffeehouse managers since
May 25, 2002 for purposes of pursuing the plaintiffs’ claim that the coffeehouse managers were and are
misclassified as exempt under the FLSA. By order dated December 21, 2005, the court approved a notice to
be sent to all members of the conditionally certified class, setting a deadline for such members to elect to opt into the
case. The period for potential class members to opt in and discovery is now closed. On September 22, 2006 we filed
a Motion for Decertification seeking to decertify the conditionally certified class. On October 10, 2006, the
plaintiffs moved to certify an alleged class under the Minnesota FL.SA. Qur motion to decertify and the plaintiffs’
motion to certify were heard by the Magistrate Judge on December 14, 2006, who has not ruled on either motion. On
February 16, 2007 we filed a Motion for Summary Judgment on the claims of the original three named plaintiffs and
the plaintiffs filed a motion to reopen the opt in period on the FLSA claims. Neither of these two motions has been
heard by the Court. We continue to believe that we have defenses to these claims, and we are vigorously defending
the lawsuit. This claim could divert our management’s time and attention from our business operations and might
potentially result in substantial costs of defense, settlement or other disposition, which could have a material
adverse effect on our results of operations in one or more fiscal periods.

In addition, from time to time, we become involved in certain legal proceedings in the ordinary course of )
business. We do not believe that any such ordinary course legal proceedings to which we are currently a party will
have a material adverse effect on our financial position or results of operations.

Item 4. Submission of Matters to a Vote of Security Holders

No matters were submitted to a vote of security holders during the fiscal fourth quarter of 2006,
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Item 4A. Executive Officers of the Registrant

The following table sets forth certain information concerning the individuals who will be our executive
officers, with ages as of March 30, 2007:

Name Age Position

Michael J.Coles . .. ............... 63 Chief Executive Officer, President(1) and Chairman
of the Board

Rosalyn T. Mallet(2) .. ... .......... 51  President and Chief Operating Officer

George E. Mileusnic .. ............. 52 Chief Financial Officer

Amy K.O'Neil . .......o . .. ... 37 Senior Vice President of Store Operations

Edward T. Boyle . .. ............... 44 Vice President of Research and Development

Kathy F. Hollenhorst . .. ............ 44  Senior Vice President of Marketing

Deborah K. Jones .. ............... 53 Vice President of Training

DanE. Lee........... ... ... ... 50 General Counsel, Vice President and Secretary

Karen E. McBride-Raffel . . ... ... .... 41  Vice President of Human Resources

Michael E. Peterson. .. ... ......... 44 Vice President, Controller and Treasurer

Christopher B.Rich. . .............. 51  Vice President of Global Franchising

Henry A, Stein ... oo oL 49  Vice President of Business Development and
Commercial Sales

R.Paul Turek .................... 52 Vice President of Suppont Operations

(1) Mr. Coles has agreed to resign as President upon Ms. Mallet assuming the office on or about April 2, 2007,
{2) Ms Mallet is expected to assume this office on or about April 2, 2007,

Michael J. Coles has served as a Director and as our Chief Executive Officer since June 2003 and as the
Chairman of our Board since July 2005. From June 2003 until March 2007, Mr. Coles served as President. Prior 1o
Joining us, Mr. Coles co-founded Great American Cookie Company in 1977 and served as Chief Executive Officer
until he seld his remaining interest in the company in 1998, From 1987 untit 2003, Mr. Coles also served on the
board of Charter Bank & Trust, of which he was a founder, and from 1998 to 2001, Mr. Coles was chairman of the
board. From 1999 through 2003, Mr. Coles also was a consultant and private investor providing strategic and
management advice to a number of private companies and served on the boards of several not-for-profit
organizations.

Rosalyn T. Mallet is expected to assume the office of President and Chief Operating Officer on or about April 2,
2007. Previously, Ms. Mallet served as a director from June 2006 to March 2007. Ms. Mallet served as the Chief
Operating Officer of la Madeleine de Corps, Inc., an operator of casual dining restaurants, from 2003 to 2007. From
2000 to 2003, Ms. Mallet was Sr. Vice President of Human Resources at Carlson Companies, Inc., a large private
company in the hospitality, marketing and travel industries and from 1997 to 1999, she served as Sr. Vice President
of Human Resources and Corporate Services for Carlson Restaurant Worldwide, Inc., a global restaurant company.
She has held executive positions with Applebee’s International and was a co-founder of American Service
Management Resources, a consulting firm specializing in human resource consulting and recruiting for the
hospitality industry. Ms. Mallet has been recognized as a “Motivator of the Year” by the Elliot Group, and was
featured by Natton’s Restaurant News as one the “25 Most Powerful Women™ and as one of the “Fifty New Players.”
Ms Mallet currently serves on the Executive Committee of the Board of Directors of the National Restaurant
Association.

George E. Mileusnic has served as our Chief Financial Officer since September 2001. Prior to joining the
Company, Mr. Mileusnic served as Chief Financial Officer of Dean & DeLuca, a gourmet food retailer, from March
2000 to January 2001. From June 1998 through February 2000 and from February 2001 through August 2001,
Mr. Mileusnic was a consultant and private investor providing strategic and management advice to a number of
public and private companies. From September 1989 to December 1996, he was Chief Financial Officer at The
Coleman Company, Inc., a manufacturer of outdoor and camping equipment, and from January 1997 to May 1998,
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he served as The Coleman Company’s Executive Vice President, Administration for its recreation products division.
Mr. Mileusnic currently serves on the board of trustees of American Independence Funds, a family of mutual funds.

Amy K. O'Neil has served as our Sentor Vice President of Store Operations since March 2005. From July 2003
through February 2005, Ms. O’Neil was our Vice President of Store Operations, and from Japuary 2001 through
June 2003 she was our Director of Retail Operations. Ms. O’Neil also served as our Director of Marketing from
January 2000 through December 2000, and prior to that time, she held various other positions with us from the time
she joined us in 1993.

Edward T. Boyte has served as our Vice President of Research and Development since June 2003, our Director
of Research and Development from January 2002 through May 2003, our Director of Operations — Midwest from
September 1999 through December 2001 and our Regional Director — Ohio/ Nlinois from May 1996 through
August 1999,

Kathy F. Hollenhorst has served as our Senior Vice President of Marketing since March 2006. From April 2005
through March 2006, Ms. Hollenhorst served as our Vice President of Marketing. Prior (o joining us, Ms. Hollenhorst
worked with Carlson Companies, Inc., a large private company in the hospitality, marketing and travel industries, from
1996 10 2005 where she was the Executive Vice President of Marketing, Radisson Hotels and Executive Vice President
CRM, Carlson Consumer Group.

Deborah K. Jones has served as our Vice President of Training since July 2003 and as our Director of Training
from March 1999 through June 2003. Ms. Jones also served in various other positions since joining Caribou in 1995,
including Coffeehouse Manager, Training Coffeehouse Manager and Region Director.

Dan E. Lee has served as our General Counsel, Vice President and Secretary since August 2005. Prior to
Joining the Company, Mr. Lee served as an attorney for MoneyGram International, Inc., a global payment services
company, from April 2003 to July 2005. From 1988 to 2004, Mr. Lee worked with Carlson Companies, Inc., a large
private company in the hospitality, marketing and travel industries. From 2003 to 2004, he was Executive Vice
President, Program Manager and Associate General Counsel for CW Government Travel, a part of the travel
operations of Carlson Companies responsible for soliciting and managing travel for U.S. government departments.,
From 1988 to 2003, he was Associate General Counsel and Assistant Secretary for Carlson Companies.

Karen E. McBride-Raffel has served as our Vice President of Human Resources since June 2003 and as our
Senior Director of Field Human Resources from March 2000 through May 2003. Prior 1o that time she held various
other positions with us since joining us in 1993, including Human Resource Manager and Director of Human
Resources.

Michael E. Peterson has served as our Vice President, Controller since March 2005 and served as our
Controller from 1997 through February 2005.

Christopher B. Rich has served as our Vice President of Global Franchising since August 2005. Prior to joining
us, Mr. Rich served as Director of Franchising for Glory Days Grill, a sports-themed casual dining concept, from
January 2005 10 August 2005. From April 1995 to December 2004, Mr. Rich was the Owner and General Manager
of Fowlers Mill Group, a restaurant and catering complex.

Henry A, Stein has served as our Vice President of Business Development and Commercial Sales since March
2005 and served as our Senior Director, Commercial Sales from October 2003 through February 2005. Prior to
joining us, Mr, Stein served in various management positions at The Coca-Cola Company, including Director,
Corporate Customer Development and Regionat Sales Manager, Midwest Region, from 1997 to 2003,

R. Paul Turek has served as our Vice President of Support Operations since June 2003 and served as our Senior
Director and General Manager of Support Operations from July 1999 to June 2003.
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PART 1I

Item 5. Market for the Registrant’s Common Equity, Related Shareholder Matters and Issuer Purchases
of Equity Securities

Market for the Registrant’s Stock

The Company’s common stock is listed on the Nasdag Global Market under the symbol “CBOU”. The
following table sets forth, for the periods indicated, the high and low closing prices for our common stock as
reported on the Nasdaq Global Market.

Market Price (High/Low)

2006 2005(1)
For the Fiscal Year
First Quarter . . . . ... ... .. e $11.29 - 8.19 N/A
Second Quarter .. ... . ... ... ... $10.51 - 7.42 NfA
Third Quarter .. .......... ... ... .. .. . $ 831-600 $13.00-11.35
Fourth Quarter. . ... .. .. . i $899-723 $1224- 9.4

(1) On September 29, 2005, our common stock began trading on the Nasdaq Global Market. Prior to that time, there
was no public market for our common stock.

As of March 24, 2007, there were approximately 92 registered holders of record of the Company’s common
stock.

Dividend Policy

We have not declared or paid any dividends on our capital stock. We expect to retain any future earnings to
fund the development and expansion of our business. Therefore, we do not anticipate paying cash dividends on our
common stock in the foreseeable future. QOur revolving credit facility contains provisions, which restrict our ability
to pay dividends on our common stock.

Sales of Unregistered Securities

Not applicable.

Use of Proceeds from Registered Securities.

We registered shares of our common stock in connection with our initial public offering under the Securities
Act of 1933, as amended. The Company’s registration statement (File No. 333-126691) under the Securities Act of
1933, as amended, for its initial public offering became effective on September 28, 2005. Offering proceeds, net of
underwriting discounts and aggregate costs to us were approximately $67.6 million. $29.9 million of the net
offering proceeds were used to repay all amounts cutstanding under our revolving credit facility. The remaining
proceeds of $37.7 million were invested in short-term investments pending their use for expansion and development
and for general corporate purposes. As of December 31, 2006, approximately $35.2 million of the proceeds had
been used for expansion and development (primarily to open new coffeehouses).
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Item 6. Seclected Financial Data

The table below presents our selected consolidated financial data as of and for each of our fiscal years ended
December 31, 2006, January 1, 2006, January 2, 2005, December 28, 2003 and December 29, 2002. The
consolidated statement of operations and additional operating data for our fiscal years ended December 31,
2006, lanuary 1, 2006 and January 2, 2005 and the balance sheet data as of December 31, 2006 and January 1, 2006
are derived from our audited consolidated financial statements included elsewhere in this report. The consolidated
statement of operations and additional operating data for the fiscal years ended December 28, 2003 and
December 29, 2002 and the balance sheet data as of Janvary 2, 2005 and December 28, 2003 and December 29,
2002 are derived from our audited consolidated financial statements not included in this report.

The following selected consolidated financial data and operating information should be read in conjunction
with our “Management’s Discussion and Analysis of Financial Condition and Results of Operations,” “Risk
Factors,” and the Company’s consolidated financial statements and the related notes included elsewhere in this
report. The historical results presented below are not necessarily indicative of future results.

Fiscal Year Ended

December 31, January 1, January 2, December 28, December 29,
2006 2006 2005 2003 2002

{In thousands, except per share and operating data)

Statements of Operations Data:

Net sales: ) '

Coffeechouses . . . .......... ... ... ....... $225,649  $191,310 $157,169 $121,779 $103,291

Other. .. ... ... ... . i 10,580 6,682 3,323 1,922 4,663
Total met sales .. .. ... .. ... e 236,229 197,992 160,492 123,701 107,954
Cost of sales and related occupancy ... ........ 98,656 80,242 65,320 50,641 44 383
Operating expenses . .. .........c...vuvnvn.. 97,320 80,026 65,030 49,364 40,064
Opening expenses . .............c..c..uuunnn 1,738 2,096 1,202 822 439
Depreciation and amortization .. ............. 21,548 16,376 13,382 10,453 7.431
General and adminisirative expenses . . . ... ... .. 25,943 22,742 15,535 12,343 10,296
Closing expense and disposal of assets . ... ... .. 510 572 1,034 166 917
Operating income (loss) . .. ................. {9,486) (4,062) (1,010) (8%) 3,924
Other income {expense):

Otherincome. .. .......... .. ... ... 1,059 1,336 378 35 —

Interestincome ........................ 554 266 6 9 29

Interest EXPENse . .. ... ...t (695) (1,602) (963) (511) (496)

Income (loss) before provision for income taxes,
minority interest and cumulative effect of

accounting change . ..................... (8,568) (4,062) (1,589) (555) 3,457
Provision for income taxes . . . .. ... ... .... 313 79 220 228 156
Income (loss) before minority interest and

cumulative effect of accounting change . . . . . .. (8,881) (4,141) (1,809) (783) 3,301
Minority interest . ... .......... ... ... ... 178 319 265 154 188
Income (loss) before cumulative effect of

accounting change ... ................... (9,059) 4,460y (2,074) 937) 3,113

Cumulative effect of accounting change (net of

incometax)(1) . ......... .. ... . . i, — (445) — — —
Net income (1085) ... ... ..ot $ (9,059) $ (4905 % (2074) $ (937 § 3,113

Net income (loss) per share:
Net income (loss) before comulative effect of

accounting change . . .................... $ 047 $ ©29 % .15 $ ©®ONH $ 023
Cumulative effect of accounting change . ....... — (0.03) — — —
Netincome (loss) . ....................... (047) (0.32) (0.15) (0.07) 0.23
Basic and diluted shares vsed in calculation of net

(loss) income per share(2)}. . ............... 19,282 15,255 13,708 13,348 13.296
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Fiscal Year Ended

December 31, January 1, January 2, December 2§, December 29,
2006 2006 2005 2003 2002

{In thousands, except per share and operating data)

Non-GAAP Financial Measures:
EBITDA(G) .. ... $ 15040 $ 14796 $ 13,893 § 11,561 $ 11,786
Adjusted EBITDA(3). . ... ... ... ... ....... 15,040 15,911 14,393 11,561 11,786
Operating Data:

Percentage change in comparable coffechouse

sales(d) .. ... L (1Y% 6% 8% 3% ()%

Company-Owned:
Coffechouses open at beginning of year. . .. .. ... 386 304 251 203 185
Coffechouses opened during the year . .... .. ... 60 86 57 50 24
Coffeehouses closed during the year . ... ... ... . (6) (4) (4) 2) {6)
Coffechouses open at end of year:

Total Company-Owned . . ............... 440 386 304 251 203
Franchised: :
Coffechouses open at beginning of year. . .. .. ... 9 2 — — —
Coffechouses opened during the year .. ... .. ... 20 7 2 — —
Coffeehouses closed during the year . . ... ... ... (5) — — — —
Coffechouses open at end of year:

Total Franchised. . ... ................. 24 9 2 — —
Total coffechouses open at end of year ... ... ... 464 395 306 251 203

As of
December 31, January 1, Janvary 2, December 28, December 29,
2006 2006 2005 2003 2002

(In thousands)
Balance Sheet Data:

Cash and cash equivalents . .. ... ....... ... $ 14752 $ 33846 $ 7618 § 4,779 $ 2,645
Total assets . ... ... it 136,308 147,960 86,207 62,010 51,973
Total notes payable and revolving credit

facility . .. ... .. — — 19924 5,334 1,668
Accumulated deficit. . .. ... . L L (33,944)  (24,885) (19,979 (17,905) (16,969)

Total shareholders’ equity. .. ............... 88.402 96,926 33,793 35,817 33,496

(1) In March 2005, the FASB issued Financial Interpretation No. 47 (“FIN 47™), Accounting for Asset Retirement
Obligations-an interpretation of FASB Statement No. 143. FIN 47 requires the recognition of a liability for the
fair value of a legally-required conditional asset retirement obligation when incurred, if the liability’s fair value
can be reasonably estimated. FIN 47 also clarifies when an entity would have sufficient information to
reasonably estimate the fair value of an asset retirement obligation. The Company is required to record an asset
and a corresponding liability for the present value of the estimated asset retirement obligation associated with
the fixed assets and leaschold improvements at some of our coffeehouse locations. The asset is depreciated over
the life of the corresponding lease while the liability accretes to the amount of the estimated retirement
obligation, FIN 47 was effective for fiscal years ending after December 15, 2005. The Company adopted FIN 47
on October 3, 2005 with a $0.4 million cumulative effect of accounting change (net of tax) recorded in the
Company’s results of operations. This charge is a combination of depreciation and accretion ¢xpense.

(2) For the fiscal year ended December 29, 2002, basic shares were 13,294 and diluted shares were 13,296. In each
other year presented, the number of shares used in the calculation of basic and diluted net (loss) income per
share is the same because all outstanding stock options were antidilutive.

(3) EBITDA and Adjusted EBITDA are supplemental non-GAAP financial measures. EBITDA is equal to net (loss)
income excluding: (a) interest expense; (b) interest income; (c) depreciation and amortization; and {(d) income
taxes. Our definition of Adjusted EBITDA is different from EBITDA because we further adjust net income for:
(a) a one-time cost to consolidate corporate and operating locations; (b) a one-time compensation charge
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associated with amending the terms of our Chief Executive Officer’s employment agreement; and (¢) 3 one-time
recognition of derivative income associated with the decrease in fair value of the IPO — related underwriters’
over-allotment option. For a description of our use of EBITDA and Adjusted EBITDA and a reconciliation of net
income (loss) to these non-GAAP financial measures, see the discussion and related table below.

{4) Percentage change in comparable coffechouse sales compares the net sales of coffeehouse during a fiscal period
to the net sales from the same coffechouses for the equivalent period in the prior year. A coffechouse is included
in this calculation beginning in its thirteenth full fiscal month of operations. A closed coffeehouse is included in
the calculation for each full month that the coffechouse was open in both fiscal periods. Franchised coffee-
houses are not included in the comparable coffeehouse sales calculations.

We believe EBITDA and Adjusted EBITDA are useful to investors in evaluating our operating performance for
the following reasons:

* Our coffechouse leases are generally short-term (5-10 years) and we must depreciate all of the cost
associated with those leases on a straight-line basis over the initial lease term excluding renewal options
(unless such renewal periods are reasonably assured at the inception of the lease). We opened 277 company-
owned coffeehouses, from the beginning of fiscal 2002 through 2006. As a result, we believe depreciation
expense is disproportionately large when compared to the sales from a significant percentage of our
coffeehouses that are in their initial years of operations. Also, many of the assets being depreciated have
actual useful lives that exceed the initial lease term excluding renewal options, Consequently, we believe that
adjusting for depreciation and amortization is useful for evaluating the operating performance of our
coffeehouses.

* The one-time cost to consolidate corporate and operating locations represents a $.5 million charge we
recorded in fiscal 2004 for the remaining lease payments, reduced by estimated sublease rentals that could be
reasonably obtained, for our previous headquarters and roasting facility. We vacated this facility when we
consolidated our corporate offices and our roasting, packaging, warehousing and distribution activities,
which we had previously operated out of three separate facilities, into a single facility. We believe it is useful
to exclude this charge from Adjusted EBITDA because it was non-recurring and was not reflective of our
operating performance,

* InJune 2005, we recorded a one-time compensation charge of $1.7 million in connection with amending the
terms of the employment agreement with our Chief Executive Officer. We believe that it is useful to exclude
this expense from Adjusted EBITDA because it was non-recurring and was unrelated to our operations.

* In connection with our initial public offering (“IPO”), we granted the underwriters an option to purchase
803,700 shares of the our common stock at $14 per share for 30 days beginning on September 28, 2005 (the
“grant date”). Since this option extended beyond the closing of the IPO, the option represented a call option
that met the definition of a derivative under SFAS No. 133, Accounting for Derivative Instruments and

. Hedging Activities. Accordingly, the call option was separately accounted for at fair value with the change in
fair value between the grant date and Qctober 2, 2005 recorded as other income. We used the Black-Scholes
valuation model to determine the fair vatue of the call option at the grant date and at October 2, 2005 using
the following assumptions: 50% volatility factor, 30 day life and risk free interest rate of 3.43%. At
September 28, 2005, we recorded a liability of $657.989 with a corresponding decrease to additional paid in
capital to record the fair value of the call option on such date. The fair value of the call option aggregated
$34,880 on October 2, 2005 and we recorded the decrease in such fair value aggregating $623,109 as other
income in the statement of operations for the thirteen-week period ended October 2, 2005, The underwriters
did not exercise their option and it expired on October 28, 2005. We believe that it is useful to exclude this
expense from Adjusted EBITDA because it was non-recurring and was unrelated to our operations.

Our management uses EBITDA and Adjusted EBITDA:

* as measurements of operating performance because they assist us in comparing our operating performance
on a consistent basis as they remove the impact of items not directly resulting from our coffeehouse
operations;

» for planning purposes, including the preparation of our internal annual operating budget;
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* to establish targets for certain management compensation matters; and
* to evaluate our capacity to incur and service debt, fund capital expenditures and expand our business.

EBITDA and Adjusted EBITDA as calculated by us are not necessarily comparable to similarly titled
measures used by other companies. In addition, EBITDA and Adjusted EBITDA: (a) do not represent net income or
cash flows from operating activities as defined by GAAP; (b) are not necessarily indicative of cash available to fund
our cash flow needs; and {c) should not be considered as alternatives to net income, operating income, cash flows
from operating activities or our other financial information as determined under GAAP.

We prepare Adjusted EBITDA by adjusting EBITDA to eliminate the impact of a number of items that we do
not consider indicative of our core operating performance. You are encouraged to evaluate each adjustment and the
reasons we consider them appropriate for supplemental analysis. As an analytical tool, Adjusied EBITDA is subject

_to all of the limitations applicable to EBITDA. In addition, in evaluating Adjusted EBITDA, you should be aware
that in the future we might incur expenses similar to the adjustments in this presentation. Qur presentation of
Adjusted EBITDA should not be construed as an implication that our future results will be unaffected by unusual or
non-recurring items,

The table below reconciles net income (loss) to EBITDA and Adjusted EBITDA for the periods presented.

Fiscal Year Ended

December 31, January 1, January 2, December 28, December 29,
2006 2006 2005 2003 2002

(In thousands)

Statement of Operations Data:

Net income (loss). .. ............... 59,059 54,905  $(2,07H $ 93D $ 3113
Interest expense . . . ................ 695 1,603 - 963 511 496
Interest income ................... (554) (266) (6) (9) 29
Depreciation and amortization(l) ... ... 23,645 18,284 14,791 11,768 8,050
Provision for income taxes . ... ....... 313 80 219 228 156
EBITDA ... ... ... ... .. ... 15,040 14,796 13,893 11,561 11,786
Consolidation of corporate and operating

locations ............... e — — 500 — —
Dervative income ... .............. — (623) — — —
Amendment of employment agreement . . — 1,738 — — —
Adjusted EBITDA . ..............., $15,040 $15,911 $14.393 $11,561 $11,786

(1) Includes depreciation and amortization associated with our headquarters and roasting facility that are cate-
gorized as general and administrative expenses and cost of sales and related occupancy costs on our statement
of operations,

Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations

The following discussion should be read in conjunction with the consolidated financial statements and related
notes that appear elsewhere in this report. This discussion contains forward-locking statements that involve risks
and uncertainties. Our actual results could differ materially from those anticipated in these forward-looking
statements as a result of various factors, including those discussed below and elsewhere in this report, particularly
under the heading “Risk Factors.”

Overview

We are the second largest company-owned gourmet coffeehouse operator in the United States based on the
number of coffeehouses. As of December 31, 2006, we had 464 retail locations, including 24 franchised locations
and five joint venture locations. Our coffechouses are located in 18 states and the District of Columbia and two
international markets. We focus on offering our customers high-quality gourmet coffee and espresso-based
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beverages, as well as 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, college campuses and other commercial customers. We focus on creating a unique
experience for customers through a combination of high-quality products, a comfortable and welcoming coffee-
house environment and customer service.

We intend to continue to strategically expand our coffeehouse locations in our existing markets. During fiscal
year 2006, we opened 80 new coffeehouses, including 60 new company-operated coffeehouses, Our goal is to
expand our concept into a nationally recognized brand in the United States by opening new company-owned
coffeehouses and partnering with qualified developers to open franchised coffeehouses while adding select
international locations through franchising.

In addition, a key part of our continued business expansion is the aggressive development of a national brand
presence through brand licensing agreements. In 2006, we entered into long-term licensing agreements between
Kemps and General Mills. The licensing agreement with Kemps allows Kemps to use Caribou Coffee trademarks
and coffee in producing various gourmet coffee flavored ice cream products. The products are sold at retail grocery
stores. Under another licensing agreement, General Mills uses the Caribou Coffee marks and coffee in the
production of four gourmet coffee flavored snack bars marketed throughout the U.S. In November 2006, we
announced our third brand licensing arrangement with Coca-Cola North America to launch a new line of premium
ready-to-drink iced coffees in the U.S. during the summer of 2007. Our most recent business licensing agreement is
with Keurig Incorporated. Under this licensing agreement Caribou Coffee will be packaged in Keurig K-Cups
offering single cup coffee lovers eight varieties to choose from for both at home and in the office consumption.

Critical Accounting Policies

Our consolidated financial statements and the related notes contain information that is pertinent to manage-
ment’s discussion and analysis. The preparation of financial statements in conformity with GAAP requires
management to make estimates and assumptions that affect the reported amounts of assets and liabilities and
disclosures of contingent assets and liabilities. Our actual results might, under different assumptions and conditions,
differ from our estimates. We believe the following critical accounting policies are significant or involve additional
management judgment due to the sensitivity of the methods, assumptions, and estimates necessary in determining
the related asset and liability amounts.

Long-lived assets. SFAS No. 144, “Accounting for the Impairment or Disposal of Long-Lived Assets”,
requires management judgments regarding the future operating and disposition plans for marginally performing
assets and estimates of expected realizable values for assets to be sold. Actual results may differ from those
estimates. The application of SFAS No. 144 has affected the amount and timing of charges to our operating results
that have been significant in recent years. We periodically evaluate possible impairment at the individual
coffeehouse level, and record an impairment loss whenever we determine impairment factors are present. We
consider a history of coffechouse operating losses to be the primary indicator of potential impairment for individual
coffechouse locations. A lack of improvement at the coffeehouses we are monitoring, or deteriorating results at
other coffeehouses, could result in additional impairment charges. Historically, the entire net book value of the
assets at a coffeehouse has been written off once the coffeehouse has been deemed impaired. During fiscal 2006,
2005 and 2004 the assets related to seven, four and seven coffeehouses were impaired, of which we recorded
charges of approximately $1.2 million, $0.9 million and $1.0 million, respectively.

Stock options. 'We maintain stock option plans, which provide for the granting of non-qualified stock options
to officers and key employees and certain non-employees. Stock options have been granted at prices equal to the fair
market values as of the dates of grant. Options vest generally in four years and expire in ten years from the grant
date. Prior to January 1, 2006, we accounted for employee share-based compensation using the intrinsic value
method in accordance with Accounting Principles Board Opinion No. 25, Accounting for Stock Issued to Employees
{“APB 25). Effective January 1, 2006, we adopted the fair value recognition provisions of SFAS No. 123R, Share-
Based Payment, using the modified-prospective-transition method. Under that transition method, compensation
cost recognized during fiscal year 2006 includes compensation cost for all share-based payments granted prior to,
but not yet vested as of January 1, 2006, based on the grant date fair value estimated in accordance with the original
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provisions of SFAS No. 123, Accounting for Stock-Based Compensation. Compensation cost for share-based
payments granted subsequent to January 1, 2006, is based on the grant-date fair value estimated in accordance with
the provisions of SFAS No. 123R. Share-based compensation expense for fiscal year 2006, totaled approximately
$0.5 miltion. Results for prior periods have not been restated.

Lease accounting. We enter into operating leases for all of our coffeehouse locations. Certain of our leases
provide for scheduled rent increases during the lease terms or for rental payments commencing on a date that is
other than the date we take possession. In accordance with the FASB’s Technical Bulletin No. 85-3, “Accounting for
Cperating Leases with Scheduled Rent Increases,” we recognize rent expense on leases for coffechouse and office
buildings on a straight line basis over the initial lease term and commencing on the date we take possession. We use
the date of initial possession (regardless of when rent payments commence) to begin recognition of rent expense,
which is generaily the date we begin to add leasehold improvements to ready the site for its intended use. In
accordance with the FASB’s Technical Bulletin No. 88-1, “Issues Relating to Accounting for Leases,” we record
landlord allowances as deferred rent in other long-term liabilities and accrued expenses on our consolidated balance
sheets and amortize such amounts as a component of cost of sales and related occupancy costs on a straight-tine
basis over the term of the related leases.

Income taxes. We provide for income taxes based on our estimate of federal and state tax liabilities. These
estimates include, among other items, effective rates for state and local income taxes, estimates related to
depreciation and amortization expense allowable for tax purposes, and the tax deductibility of certain other items.
Our estimates are based on the information available to us at the time we prepare the income tax provision. We
generally file our annual income tax returns several months after our fiscal year-end. Income tax returns are subject
to audit by federal, state and local governments, generally years after the returns are filed. These returns could be
subject to material adjustments or differing interpretations of the tax laws.

Deferred income tax assets and liabilities are recognized for the expected future income tax benefits or
consequences of loss carryforwards and temporary differences between the book and tax basis of assets and
liabilitics. We must assess the liketihood that we will be able to recover our deferred tax assets. If recovery is not
likely, we establish valuation allowances to offset any deferred tax asset recorded. The valuation allowance is based
upon historical taxable income. Given that we have had net operating losses, we have recognized a valuation
allowance equal to 100% of our net deferred tax assets. As we update our estimates, we may need to establish an
additional valuation allowance, which could have a material negative impact on our results of operations or
financial position. As of December 31, 2006, our loss carryforward was $14.1 million and we had a valuation
allowance aggregating $13.3 million recorded such that net deferred income tax assets were fully reserved at such
date. The net operating loss carryforwards will begin to expire in 2011, if not utilized.

Lease financing arrangement and revolving credit faciliry. We have entered into a lease financing arrange-
ment whereby from time to time we sell certain assets to a finance company and, immediately after the sale, we
Iease back all the sold assets under a capital lease. We do not recognize any gain or loss on the sale of the assets. The
lease financing arrangement is structured to be consistent with Shari’ah principles.

The finance company funds its obligations under the lease financing arrangement through a revolving credit
facility that it entered into with a commercial lender. The terms of the revolving credit facility are economically
equivalent to the terms of the lease financing arrangement, such that rent payments and unpaid acquisition costs
under our lease financing arrangement are at alt times equal to interest and principal under the revolving credit
facility. We are required to include the finance company in our consolidated financial statements because we are
deemed, under generally accepted accounting principles, to be the primary beneficiary in a variable interest entity
due to the terms and provisions of the lease financing arrangement. As a result, our consolidated balance sheets
include the assets and liabilities of the finance company, including the obligations under the revolving credit
facility. Our consolidated statements of operations include all income and expenses of the finance company,
including interest expense associated with the revolving credit facility. Notwithstanding this presentation, our
obligations are limited to our obligations under the lease financing arrangement and we have no obligations under
the revolving credit facility. The finance company was established solely for the purpose of facilitating this
financing arrangement and does not have any assets, liabilities, income or expenses other than those associated with
the revolving credit facility.
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We used a portion of the proceeds from our initial public offering to repay all amounts outstanding under the
lease financing arrangement, and the finance company in turn used those proceeds to repay ail amounts outstanding
under the revolving credit facility. As of December 31, 2006, we have not borrowed any additional amounts under
this lease financing arrangement and $60.0 million remained available for borrowing. We collectively refer 1o the
lease financing arrangement and the revolving credit facility as our revolving credit facility in this report.

Fiscal Periods

Our fiscal year ends on the Sunday falling nearest to December 31. Fiscal years 2006, 2005, 2003 and 2002
included 52 weeks, while fiscal year 2004 included 53 weeks.

Results of Operations

The following discussion on results of operations should be read in conjunction with “Item 6. Selected
Consolidated Financial Data,” the consolidated financial statements and accompanying notes and the other
financial data included elsewhere in this report.

Fiscal Year Ended
December 31, Janwvary 1,  Janvary 2,

2006 2006 2005

Statement of Operations Data:
Net Sales:

Coffechouses . ... ....... e e e e 95.5% 96.6% 97.9%

Other. . ... 4.5 34 2.1
Totalmetsales .. ... ... ... o i 100.0 100.0 100.0
Costs of sales and related occupancy costs .. ... .. ............... 41.8 40.5 40.7
Operating exXpenses . .. ...t tat i e 41.2 40.4 40.5
Opening eXpenses . ..o vttt it e e e e 0.7 1.1 0.7
Depreciation and amortization . ... ....... ... ... .. ....... 9.1 83 83
General and administrative expenses . ......................... 11.0 11.5 9.7
Closing expense and disposat of assets . . ., ..................... 0.2 0.3 0.6
Operating loss . ................ e e (4.0) 2.0 0.6)

Other inCOmMe. . . . ... . i i it c e 0.5 0.7 0.2

Interestincome . .......... ... .. ... . . .. .. ... 0.2 0.1 0.0

Interest expense . . . . .. e e e (0.3) (0.8) {0.6)
Loss before provision for income taxes, minority interest and

cumulative effect of accounting change. . ..................... (3.6) 2.1) (1.0)
Provision for income taxes. ... ... ... .. ... ... ... ... ... ... 0.1 0.0 0.1
Loss before minority interest and cumulative effect of accounting

change. .. ... ...l e 3.7) 2.1 (1.1)
Minority interest . ... ... ... . 0.1 0.2 0.2
Loss before cumulative effect of accounting change . . ............. (3.8) 2.3) (1.3)

Cumulative effect of accounting change (net of income taxes)...... 0.0 (0.2) 0.0
Net loss. . ..o e e ' (3.8)% (2.5)% (1.3)%

Fiscal Year 2006 Compared to Fiscal Year 2005
Net Sales

Total net sales increased $38.2 million, or 19.3%, to $236.2 mitlion in fiscal 2006, from $198.0 million in fiscal
2005. This increase is primarily attributable to the opening of 54 net new company-owned coffeehouses during the
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last twelve months. Comparable coffeehouse sales decreased 1% for fiscal year 2006 compared with fiscal year
2005. Franchised coffechouses are not included in the comparable coffeehouse sales calculations. For fiscal 2006,
other net sales increased $3.9 million, or 58.3%, as compared to fiscal 2005. This increase was largely due to
product sales, franchise fees and royalties from the development of 20 franchised coffeehouses during the preceding
twelve months.

Costs and Expenses

Cost of sales and related occupancy costs.  Cost of sales and related occupancy costs increased $18.4 million,
or 22.9%, to $98.6 million in fiscal year 2006, from $80.2 million in fiscal year 2005. The increase was primarily
due to the incremental net sales associated with the 54 net new company-operated coffeechouses opened during the
year. As a percentage of total net sales, cost of sales and related occupancy costs increased to 41.8% in fiscal year
2006, from 40.5% in fiscal year 2005. The increase in cost of sales and related occupancy costs as a percentage of
total net sales was primarily due to higher minimom rent as a percent of net sales at the 54 net new coffeehouses
opened during the year and higher utility costs at all coffeechouses.

Operating expenses. Operating expenses increased $17.3 million, or 21.6%, to $97.3 million in fiscal year
2006, from $80.0 million in fiscal year 2005. The increase in operating expenses for the fiscal year 2006 was
primarily attributable to opening 54 net new company-operated coffeehouses during the year. As a percentage of
total net sales, operating expenses increased to 41.2% in fiscal year 2006 from 40.4% in fiscal year 2005. The
increase in operating expenses as a percentage of net sales was primarily due to higher labor expense as a percent of
net sales at the 54 net new coffechouses opened during the year.

Opening expenses.  Opening expenses decreased $0.4 million, or 17.1%, to $1.7 million in fiscal year 2006,
from $2.1 million in fiscal year 2005. The decrease in coffeehouse opening expense was primarily attributable to the
opening of fewer new company-owned coffechouses in fiscal 2006 versus fiscal 2005. In fiscal 2006 and fiscal 2005
60 and 86 new company-owned coffeehouses were opened, respectively.

Depreciation and amortization. Depreciation and amortization increased $5.2 million, or 31.6%, to
$21.6 million in fiscal year 2006, from $16.4 million in fiscal year 2005. This increase was due to depreciation -
on coffeehouses opened in 2006 and a full year’s depreciation on coffechouses opened in 2005. Coffeehouse
depreciation and amortization includes $1.2 million in accelerated depreciation associated with coffeehouse asset
impairments in fiscal 2006 as compared to $0.9 million in fiscal year 2005. As a percentage of total net sales,
coffeehouse depreciation and amortization increased to 9.1% of net sales in fiscal year 2006 from 8.3% in fiscal
year 2005. The increase in depreciation and amortization as a percent of net sales is primarily due to higher
depreciation and amortization as a percent of net sales on the 54 net new coffeehouses opened during the year.

General and administrative expenses. General and administrative expenses increased $3.2 million, or
14.1%, to $25.9 million in fiscal 2006 from $22.7 million in fiscal 2005. The increase was due to infrastructure
growth to support new coffeehouse development and on-going public company costs. The Company capitalizes
direct costs associated with the site selection and construction of new coffeehouses, including direct internal payroll
and payroll related costs. The Company capitalized approximately $1.5 million and $2.0 million of such costs
during the fiscal years 2006 and 2003, respectively. These costs are amortized over the lease terms of the underlying
leases. As a percentage of total net sales, general and administrative expenses decreased to 11.0% of total net sales
in fiscal year 2006, from 11.5% of total net sales in fiscal year 2005. This decrease is primarily attributable to costs
associated with amending the employment agreement of the Company’s CEQ and initial public company costs in
fiscal year 2005.

Closing expenses and disposal of assets. Closing expenses and disposal of assets decreased $0.1 million to
$0.5 million in fiscal year 2006 from $0.6 million in fiscal year 2005. The Company closed four company-owned
coffeehouses in fiscal year 2005 compared to six closed company-owned coffechouses in fiscal year 2006, the
majority of which were at the end of their lease term.

Other Income.  Other income decreased $0.2 million to $1.1 million in fiscal year 2006 from $1.3 million in
fiscal year 20035. Fiscal year 2005 other income included $0.6 million related to the decrease in fair value of the
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IPO — related underwriters’ over-allotment which qualified as a derivative under SFAS No. 133, Accounting for
Derivative Instruments and Hedging Activities. No such transaction existed in 2006.

Interest income.  Interest income increased to $0.6 million in fiscal year 2006 from $0.3 million in fiscal year
2005. The investment of net IPQ proceeds received during the fourth quarter of fiscal year 2005 yielded additional
interest income in fiscal year 2006.

Interest expense.  Interest expense decreased $0.9 million to $0.7 million in fiscal year 2006 from $1.6 million
in fiscal year 2005. During fiscal year 2006 the Company had no borrowings under its revolving credit facility. On
October 5, 2005, we repaid the entire outstanding balance under our revolving credit facility with a portion of the
proceeds from our IPO.

Fiscal Year 2005 (52 weeks) Compared to Fiscal Year 2004 (53 weeks)
Net Sales

Total net sales increased $37.5 million, or 23.4%, to $198.0 million in fiscal year 2005, from $160.5 million in
fiscal year 2004. This increase was primarily due to an increase in comparable coffeehouse sales (assuming a
52-week year) and net sales associated with the 82 net new coffechouses opened during the year. For fiscal year
2005, comparable coffechouse sales increased 6%, as compared to fiscal year 2004, on a 52-week comparative
basis. For fiscal year 2005, other net sales increased $3.4 million, or 101.1%, as compared to fiscal year 2004, as a
result of an increase in the number of commercial coffee customers and sales from seven additional franchised
coffechouses.

Costs and Expenses

Cost of sales and related occupancy costs.  Cost of sales and related occupancy costs increased $14.9 million,
or 22.8%, to $80.2 million in fiscal year 2005, from $65.3 million in fiscal year 2004. The increase was primarily
due to an increase in comparable coffechouse sales and the net sales associated with the 82 net new company-
operated coffechouses opened during the year. As a percentage of total net sales, cost of sales and related occupancy
costs decreased o 40.5% in fiscal year 2005, from 40.7% in fiscal year 2004. The decrease in cost of sales and
related occupancy costs as a percentage of total net sales was primarily due to price increases in late 2004 on our
beverage menu items.

Operating expenses. Operating expenses increased $15.0 million, or 23.1%, to $80.0 million in fiscal year
2005, from $65.0 million in fiscal year 2004. The significant increase in coffeehouse operating expenses for the
fiscal year 2005 was primarily attributable to opening 82 net new company-operated coffechouses during the year.
As a percentage of total net sales, coffechouse operating expenses were relatively unchanged from 40.4% in fiscal
year 2004 to 40.5% in fiscal year 2005.

Opening expenses. Opening expenses increased $0.9 million, or 74.4%, to $2.1 million in fiscal year 2005,
from $1.2 million in fiscal year 2004. The increase in coffeehouse opening expense was primarily attributable to the
increase in the number of new coffeehouses opened in fiscal year 2005.

Depreciation and amortization. Depreciation and amortization increased $3.0 million, or 22.4%, to
$16.4 million in fiscal year 2005, from $13.4 million in fiscal year 2004. This increase was due to depreciation
on coffeehouses opened in 2005 and a full year's depreciation on coffeehouses opened in 2004. Coffechouse
depreciation and amortization includes $0.9 million in accelerated depreciation associated with coffeehouse asset
impairments in fiscal year 2005 as compared to $1.0 million in fiscal year 2004. As a percentage of total net sales,
coffechouse depreciation and amortization was 8.3% in each of fiscal year 2005 and 2004.

General and administrative expenses. General and administrative expenses increased $7.2 million, or
46.4%, to $22.7 million in fiscal year 2005 from $15.5 million in fiscal year 2004. The increase was partly
due to growth in our support staff and an increase in occupancy costs associated with our new headguarters and
roasting facility. In addition, during 2005, we recorded a one-time charge of $1.7 million in connection with
entering into an amended and restated employment agreement with our Chief Executive Officer. This resulted from
the payment to Mr. Coles of 4 one-time cash bonus of $750,000 and a grant of 100,000 shares of our common stock,
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which were valued at $9.87 per share on the date of grant, in consideration for Mr. Coles entering into the amended
and restated employment agreement. The amended and restated employment agreement, among other things,
eliminated a bonus that Mr. Coles was eligible to receive under his old employment agreement based upon the
valuation of our company if there had been a sale of our company or certain other corporate transactions. The
Company capitalizes direct costs associated with the site selection and construction of new coffeehouses, includin g
direct internal payroll and payroll retated costs. The Company capitalized approximately $1.3 million and
$2.0 million of such costs during the years ended January 2, 2005 and January 1, 2006. These costs are amortized
over the lease terms of the underlying leases. As a percentage of total net sales, general and administrative expenses
increased to 11.5% of total net sales in fiscal year 2005, from 9.7% of total net sales in fiscal year 2004. This
increase as & percentage of total net sales was due to an increase in investment in the corporate infrastructure in
2005, an increase in the number of personnel required for future growth and the charge associated with the amended
and restated employment agreement,

Closing expenses and disposal of assets.  Closing expenses and disposal of assets decreased $0.4 million to
$0.6 million in fiscal year 2005 from $1.0 million in fiscal year 2004. The decrease was primarily due to the reserve
for lease charges associated with our previous headquarters and roasting facility in downtown Minneapolis in fiscal
year 2004,

Other Income.  Other income increased $0.9 million to $1.3 miilion in fiscal year 2005 from $0.4 million in
fiscal year 2004. The increase was in large part due to the decrease in fair value of the [PO — related underwriters’
over-allotment which qualified as a derivative under SFAS No. 133, Accounting for Derivative Instruments and
Hedging Activities. No such transaction existed in 2004.

Interest income.  Interest income increased to $0.3 million in fiscal year 2005 from less than $0.1 million in
fiscal year 2004. The investment of net IPO proceeds yielded additional interest income in fiscal year 2005,

Interest expense.  Interest expense increased $0.6 million to $1.6 million in fiscal year 2005 from $1.0 million
in fiscal year 2004. The increase in interest expense was attributable to an increase of $10.0 million in the amount
outstanding under the revolving credit facility to $29.9 million at October 2, 2005 from $19.9 million at fiscal year
2004. On October 5, 2005, we repaid the entire outstanding balance under our revolving credit facility with a portion
of the proceeds from our IPO,

Liquidity and Capital Resources

Cash and cash equivalents as of December 31, 2006 were $14.8 million, compared to cash and cash equivalents
of $33.8 million as of January |, 2006. Our principal requirements for cash are capital expenditures for the
development of new coffechouses, maintaining or remodeling existing coffeehouses and funding operations.
Currently, our requirements for capital have been funded through cash flow from operations, through our revolving
credit facility, and from our recent initial public offering.

For fiscal years 2006, 2003, 2004, we generated cash flow from operating activities of $15.4 million,
$22.2 million, and $23.2 million, respectively. The decrease in the amount of cash provided by operating activities
during fiscal year 2006 was the result of payments of accounts payable and accrued compensation and the reduction
of the deferred revenue lability associated with stored value Caribou Cards. Operating cash flows were impacted in
2005 due to increases in deferred revenue and accounts payable associated with fixed asset purchases, partially
offset by a significant increase in inventory levels to provide for the growth in new coffeehouses and commercial
customers.

A significant portion of our cash flow generated from operating activities in each of the last three fiscal years
has been invested in capital expenditures, the majority of which was for the construction of new coffeehouses,
which include the cost of leasehold improvements and capital equipment. Total capital expenditures for fiscal 2006
were $34.3 million, compared to capital expenditures of $43.2 million for fiscal 2005, We opened 86 new
coffechouses in fiscal year 2005 and 60 new coffeehouses in fiscal year 2006, In addition, during fiscal year 2006,
mvesting activities included the acquisition of new roasting equipment. Total capital expenditures for fiscal year
2005 were $43.2 million compared to $32.4 million for fiscal year 2004, These expenditures were primarily related
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to opening 86 new coffechouses during fiscal year 2005, as compared to opening 57 coffeehouses and leasehold
improvement costs at our new headquarters and roasting facility during fiscal 2004,

Net cash used by financing activities was $0.1 million for fiscal 2006 compared to $47.3 million provided by
financing activities for fiscal 2005. On October 4, 2005 we received net proceeds of $67.6 million from our initial
public offering. On October 5, 2005, we repaid the entire outstanding balance under our revolving credit facility
with a portion of the proceeds from our IPO. After the repayment of the entire outstanding balance, we had
$60.0 million available under our revolving credit facility, all of which remained vndrawn and available for
borrowing as of January 1, 2006. After paying IPO expenses, we invested the remaining IPO proceeds of
$37.8 million in shori-term investments pending use for expansion and development (primarily to open new
coffechouses) and for general corporate purposes. As of December 31, 2006, approximately $35.2 million of the
proceeds had been used for expansion and development (primarily to open new coffechouses). All cash from
financing activities prior to our [PO was provided by our revolving credit fucility, Interest payable under the
revolving credit facility is equal to the amount outstanding under the facility multiplied by the applicable LIBOR
rate plus a specified margin. The revolving credit facility is subject to financial and non-financial covenants, Qur
revolving credit facility expires in June of 2009.

Our capital requirements, including development costs related to the opening of additional coffechouses and
for maintenance and remodeling expenditures, have been, and may conlinue to be significant. Our future capital
requirements and the adequacy of avaifabie funds will depend on many factors, including the pace of our expansion,
real estate markets, the availability of suitable site locations and the nature of the arrangements negotiated with
landlords. We believe that our current liquidity and resources, including proceeds from our IPO and amounts
available under our revolving credit facility, will provide sufficient liquidity to fund our operations for at least
12 months. In the future, we may amend or replace our revolving credit facility or enter into another financing
arrangement o provide us with additional liquidity. We expect that any such financing arrangement would be
structured in a manner that would be compliant with Shari’ah principles. Shari’ah principles regarding the lending
and borrowing of money are complicated, requiring application of qualitative and quantitative standards. The
negotiation and documentation of financing that is compliant with these principles are generally complex and time
consuming. As such, if we have immediate liquidity needs, we may not be able to obtain financing that is compliant
with Shari’ah principles on a timely basis.

New Accounting Standards

In June 2006, the Financial Accounting Standards Board (FASB) issued Financial Interpretation No. 48,
Accounting for Uncertainty in Income Taxes (“FIN 48") which clarifies the accounting for uncertainty in income
taxes recognized in accordance with SFAS No. 109, Accounting for Income Taxes (SFAS No. 109). FIN 48
prescribes a recognition threshold and measurement attribute for the financial statement recognition and mea-
surement of a tax position taken or expected to be taken in a tax return. FIN 48 also provides guidance on
derecognition, classification, interest and penalties, accounting in interim periods and disclosure. FIN 48 is
effective for fiscal years beginning after December 15, 2006 and is required to be adopted by the Company effective
Janvary 1, 2007. The Company is currently evaluvating the impact of this standard on its financial statements.

In September 2006, the FASB issued SFAS No. 157, “Fair Value Measurements.” This statement clarifies the
definition of fair value, establishes a framework for measuring fair value and expands the disclosures on fair value
measurements. SFAS No. 157 is effective for fiscal years beginning after November 15, 2007. We have not
determined the effect, if any, the adoption of this statement will have on our results of operations or financial
position.
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Contractoal Obligations

The following table summarizes our contractual obligations, due over the next five years and thereafter, as of
December 31, 2006:

Due within Due from 1 Due from 3 Due after

Total 1 Year to 3 Years to 5 Years 5 Years
: (In thousands)
Operating lease obligations .. ...... $155,857  $21.502 $39,667 $35,886 $58,802
Purchase Obligations . .. .. ........ 5433 5,433 — — —
Total .......... . ... . ... $161,290 $26,935 $39,667 $35,886 $58,802

We are obligated under non-cancelable operating leases for our coffechouses and our headquarters and
roasting facility. Lease terms are generally 5 to 10 years with renewal options and generally require us to pay a
proporticnate share of real estate taxes, insurance, common area and other operating costs. Some coffechouse leases
provide for contingent rental payments.

Off-Balance Sheet Arrangements

Other than our coffechouse leases, we do not have any off-balance sheet arrangements. We have no
unconditional purchase arrangements, except that as of December 31, 2006 we were party to contracts with
respect to the purchase of coffee beans for approximately $5.4 million through December 31, 2007.

Inflation

The primary ioflationary factors affecting our business are costs associated with coffee beans, dairy, freight,
labor, paper products, real estate and labor costs. Many of our leases require us to pay taxes, maintenance, repairs,
insurance and utilities, all of which are generally subject to inflationary increases. We believe that inflation has not
had a material impact on our results of operations in recent years.

Item 7A. Quantitative and Qualitative Disclosures About Market Risk
Primary Market Risk Exposures

Our primary market risk exposures are in the areas of commodity costs, rent and lease acquisition costs. Many
of the coffee bean, dairy and paper products purchased by us are affected by changes in weather, production,
availability, seasonality, and other factors outside our control. In addition, we believe that almost all of our beverage, -
food offerings and supplies are available from several sources, which helps to control market risks. We have
exposure to rising rents and lease acquisition costs, which may impact our actual cost to open and operate new
coffeehouses. The exposure to rising rents could negatively impact operating results of coffeehouses. Altholgh the
lease acquisition cost will not impact significantly the operating results of the coffeehouse, it would impact the
return on investment for such coffeehouse.

Financial Instruments and Derivative Commodity Instruments

Our results of operations could be affected by interest rate changes to the extent that payments due under our
financing arrangements fluctuate based on interest rate changes. The amounts of payments under the revolving
credit facility are based on LIBOR plus a defined margin. A hypothetical 10% increase or decrease in LIBOR plus a
defined margin would change pre-tax income by less than $0.1 million for the fiscal year 2006.

We enter into fixed-price purchase commitments in order to secure an adequate supply of quality coffee beans
and fix our cost of coffee beans. These commitments are made with established coffee brokers and are denominated in
U.S. dollars. As of December 31, 2006, we had approximately $5.4 million in open fixed-priced purchase commit-
ments with delivery dates ranging from January 2007 through December 2007. We believe, based on relationships
established with our suppliers in the past that the risk of non-delivery on such purchase commitments is low.

Item 8. Financial Statements and Supplementary Data
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Shareholders of Caribou Coffee Company, Inc. and Affiliates

We have audited the accompanying consolidated balance sheets of Caribou Coffee Company, Inc. and
Affiliates (A Majority Owned Subsidiary of Caribou Holding Company Limited) (the Company) as of December 31,
2006 and January 1, 2006, and the related consolidated statements of operations, shareholders’ equity, and cash
flows for each of the three years in the period ended December 31, 2006. Our audits also included the financial
statement schedule listed in the Index at Item 15(a). These financial statements and schedule are the responsibility
of the Company’s management. Our responsibility is to express an opinion on these financial statements and
schedule based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
{Umnited States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. We were not engaged to perform an audit of the
Company’s internal control over financial reporting. Our audit included consideration of internal control over
financial reporting as a basis for designing audit procedures that are appropriate in the cirtumstances, but not for the
purpose of expressing an opinion on the effectiveness of the Company’s internal control over financia! reporting.
Accordingly, we express no such opinion. An audit also includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements, assessing the accounting principles used and significant
estimates made by management, and evaluating the overall financial statement presentation. We believe that our
audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
consolidated financial position of Caribou Coffee Company, Inc. and Affiliates (A Majority Owned Subsidiary
of Caribou Holding Company Limited) as of December 31, 2006 and January 1, 2006, and the consolidated results
of their operations and their cash flows for each of the three years in the period ended December 31, 2006, in
conformity with U.S. generally accepted accounting principles. Also, in our opinion, the related financial statement
schedule, when considered in relation to the basic financial statements taken as a whole, present fairly in all material
respects the information set forth therein.

As discussed in Note 9 to the consolidated financial statements effective January 2, 2006 the Company adopted
Statement of Financial Accounting Standards No. 123 (revised 2004), Share-Based Payment.

ErnsT & Young LLP

Minneapolis, Minnesota
March 27, 2007
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Caribou Coffee Company, Inc. and Affiliates
{A Majority Owned Subsidiary of Caribou Holding Company Limited)

Consolidated Balance Sheets

December 31, Januvary 1,
2006 2006
Current assets:
Cash and cash equivalents . . . .................. e $ 14752269 $ 33,846,111
Accounts receivable (net of allowance for doubtful accounts of
approximately $12,693 and $237,595 at December 31, 2006 and
January 1, 2000) .. .. ... .. e e 1,663,139 1,137,120
Otherreceivables. . . ... ... ... . . 1,769,256 2,260,254
Income tax receivable .. ... . ... ... — 135,750
IVemONES . . . e e e 10,294,493 11,182,512
Prepaid expenses and other current assets. . ., ... .. ... 0. nnn... 1,339,596 1,251,555
Total current assels . .. .. i e e e e 29,818,753 49,813,302
Property and equipment, net of accumulated depreciation and
AMOMTIZAtION . L . . . . it 104,754,885 96,022,720
Notes receivable-related party ... ... .. o L e 48,413 64,531
Restricted cash . ... . 286,005 321,030
Other a88E1S. . . . . o e e e 1,399,542 1,738,717
Total asSets ASSetS . . .o . . e e $136,307,598  $147,960,300
Current liabilities:
Accounts payable . .. ... ... e $ 9,681,879 % 14,553,743
Accrued COMPENSAtiON. . . . . ..ot e 5,676,449 5,462,657
Accrued eXPenSes - . . . ... e 7,360,487 8,504,552
Deferred revenue. . .. ... ... e 9,002,588 8,165,260
Total current Habilities . . . . ... . . . e e 32,221,403 36,686,212
Asset retirement liability .. ... ... . 872,184 760,997
Deferred rent liability .. ..., ... ... . . . 11,733,473 10,485,177
Deferred revenue. . ... ...t e e e e e 2,919,000 2,964,000
Minority interests tn affiliates . . .. ... ... .. .. .. . 159,050 138,159
Total long term liabilities . ... ....... ... ....... e 15,683,707 14,348,333
Commitments and contingencies
Shareholders’ equity:
Preferred stock, par value $.01, 20,000,000 shares authorized; no shares
Issuedand outstanding . . . ... .. ... ... ... .. ... . - _—
Common stock, par value $.01, 200,000,000 shares authorized; 19,286,425
and 19,269,133 shares issued and outstanding at December 31, 2006 and
January 1, 2006, respectively ... ... ... . i 192,864 192,699
Treasury stoCK. . . .. . e — (9,011)
Additional paid-in eapital . ... ... . ... ... .. . 122,153,502 121,626,855
Accumulated deficit. . .. ... .. .. L e (33.,943,878) (24,884,788}
Total shareholders’ equity. . .. ... .. ... . it e 88,402,488 96,925,755
Total liabilities and shareholders’ equity ... ... ... ... ... ..... $136,307,598

See accompanying notes
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Caribou Coffee Company, Inc. and Affiliates

(A Majority Owned Subsidiary of Caribou Holding Company Limited)

Consolidated Statements of Operations

Years Ended

December 31, Janvary 1, January 2,
2006 2006 2005

Coffechouse sales ... ..., ... ... ... ... .. $225,649,269  $191,309,555 $157,169.378
Othersales ... .. ... . ... . . . . 10,579,467 6,682,277 3,322,861
Total netsales . .. ... ... .. 236,228,736 197,991 832 160,492 239
Cost of sales and related occupancy costs. . ... ........ .. 98,655,629 80,242,163 65,319,899
Operating expenses . . ... oottt e e 97,319,754 80,025,542 65,029,400
Opening eXpenses . .. ... ... i e 1,737,637 2,095,945 1,201,826
Depreciation and amortization . . .. ... ... ... ... .. ..... 21,548,195 16,375,704 13,381,562
General and administrative expenses . ................. 25,943,045 22,742,130 15,534,987
Closing expense and disposat of assets. .. .............. 510,461 571,985 1,034,422
Operating 10ss . . . ... ... i e e, {9,485,985) (4,061,637) (1,009,860}
Other income (expense):

Other income. . ..... e 1,059,936 1,336,081 378,309

Interest tncome . ... ... ... .. ., 553,767 265,977 5,583

Interest expense . . .. ... ii it (695,323} (1,602,529) (963,356)
Loss before provision for income taxes, minority interest and

cumulative effect of accounting change. . .......... ... {8,567,605) {4,062,108) (1,589,324)
Provision forincome taxes. .. ....................... 313,327 79,564 219,330
Loss before minority interest and cumulative effect of

accounting change . . ... .. .. ... . ... ... . ... ... (8,880,932) (4,141,672) (1,808,654)
Minority interest . .. .............. .. ... ... . . ... 178,158 318,943 265,163
Loss before cumutative effect of accounting change . ... . .. (9,059,090} (4,460,615) (2,073,817}

Cumulative effect of accounting change (net of income

CBXEE ). e e — (444,861) —
Net loss. . . oo 3 (9,059,090 3% (4.905476) § (2,073.817)
Net loss per share:

Net loss before cumulative effect of accounting change. .. $ 047y % (0.29) % (0.15)

Cumulative effect of accounting change . ... .......... — (0.03) —

Netloss. .ot $ 047 $ (0.32) $ {0.15)
Basic and diluted weighted average number of shares

outstanding . . .......... ... 19,281,740 15,254,761 13,798,347

See accompanying notes.
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Caribou Coffee Company, Inc. and Affiliates
(A Majority Owned Subsidiary of Caribou Holding Company Limited)

Consolidated Statements of Changes in Shareholders’ Equity

Common Stack Additional
Number of Paid-In Treasury  Accumulated  Shareholders’
Shares Amount Capital Stock Deficit Equity
Balance, December 28,2003 .. ......... 13,794,369 $137,944 § 53,584,770 % — $(17,905,495) $35,817,219
Issuance of common stock . . ..., .. 7,067 70 39,680 — — 39,750
"Refund of expenses related to sale of
commonstock. . ... ... ... ... — — 9,559 — — 9,559
Netloss. .......ciiiinnn... — — — — (2073817 (2,073817)
Balance, January 2, 2005, ............. 13,801,436 138,014 53,634,009 —  (19979312) 33792711
Stock repurchase. . ................ (1,617 — —  (21.401) — (21,401}
Stock repurchase of fractional shares. . . . (15) — (216) — — (216)
Issuance of treasury stock in connection
with stock options . . . ............ 885 — — 12,390 — 12,390
Issuance of common stock . ... ....... 100,000 1,000 986,750 — — 987,750
Common stock sold in initial public
offering, net of expenses. . . ... ... .. 5,358,000 53,580 67,577,111 — — 67,630,691
Expiration of underwriters’ over-
allotment option ... ............. — — (623,109) — — (623,109)
Exercise of stock options . .. .. ....... 10,444 105 52,310 — — 52,415
Netloss.......................... — — — —  (4,905476) (4,905,476)
Balance, January 1, 2006, ... .......... 19,269,133 192,699 121,626,855  (9,011) (24,884,788) 96,925,755
Stock repurchase. . ................ (1,302) — — {11,651} — (11,651)
Share based compensation .. .. .. .. ... — — 507,000 — — 507,000
Issuance of treasury stock in connection ’
with stock options . . . ... .. ... .. 2,034 — —  20.662 — 20,662
Additional expenses related to initial
public offering of common stock. . . .. — — {69,292) — — (69,292
Exercise of stock options . .. . ........ 16,560 165 88,939 — — 89,104
Netloss.......... ... ... ........ — — — —  (9,059,090) (9,059,090)
Balance, December 31,2006 ........... 19,286,425 $192,864 122,153,502 % — $(33,943,878) $88,402 488

See accompanying notes
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Caribou Coffee Company, Inc. and Affiliates

(A Majority Owned Subsidiary of Caribou Holding Company Limited)

Consolidated Statements of Cash Flows

Years Ended
December 31, January 1, January 2,
2006 2006 2005

Operating activities

Net loss

Adjustments to reconcile net loss to net cash provided by
operating activities:

$ (9,059.090) $ (4,905,476) $ (2,073,817)

Depreciation and amortization . . ... ... .. ... ........... 23,645,110 18,283,786 14,790,877
Amortization of deferred financing fees . ................ 344,392 353,450 419,195
Minority interests in affiliates .. ... ... .. ... ... .. ... .. 178,158 318,943 265,163
Provision for closing expense and asset disposals . ... ... ... 263,172 274,260 698,569
Stock-based compensation . ... ... L L. 507,000 — —
Non cash compensation. . . .......................... — 987,750 —
Non cash derivative income _ .. ... ........ ... ... ...... — (623,109)
Non cash accretion expense . . ....... ... .. ... .. .. .... 111,187 407,535 —
Changes in operating assets and labilities:
Restrictedcash .. ... .. ... ... ... ... ... ... . ..... 35,025 218,953 —
Accounts receivable and other receivables. . ... ... ... ... (18,903)  (1,429,889) 3,243
Income tax receivable . ... .............. . ... ..... 135,750 315,418 (351,168)
Inventories. . . . ... ... ... 888,019 (5,478.072) (1,532,834
Prepaid expenses and other assets. . . ................. (93,258)  (1,032,017) (73,548)
Accounts payable. . ... ... ... ... . ... . ... . ..., {4,871.865) 9,242,057 1,683,792
Accrued compensation . . .. ..... ... ... .. ... . ... .. .. 213,792 755,415 (1,956,567
Accrued eXpenses . ... ... ..., 2,301,046 1,725,963 6,554,199
Deferredrevenue . . ....... ... ... ... ... 792,328 2,765,547 4,924,180
Deferred compensation ... ..... ... ... ... ... ... .. .. — — (165,781)
Net cash provided by operating activities. .. ............... 15,371,863 22,180,514 23,185,503
Investing activities
Payments for property and equipment . ................... (34,337,262) (43,214,246) (32,352,637)
Net cash used in investing activities. . . ................... (34,337,262) (43,214,246) (32,352,637)
Financing activities
Borrowings under revolving credit facility ................. — 10,000,000 28,923,930
Repayment of revolving credit facility . ................. .. —  (29,923,930) (15,051,081)
Distribution of minority interests’ earnings. . ............... {157,266) (397,990) (284,499)
Net proceeds (expenses) from initial public offering. ... ... ... (69,292) 67,630,691 _
Issvance of common stock. . . ....... ... 89,104 52,415 49,309
Repurchase of common stock .......................... (11,651} (21,401 —
Saleoftreasury stock .. ...... . ... ... ... . .. . . ... ... .. 20,662 12,390 —
Purchase of fractional shares . ... ... .................... — (216) —
Deferred financing feespaid . ... ... ....... .. ......... — (90,586) (1,631,372)
Net cash provided (used) by financing activities. ... ......... (128,443) 47,261,373 12,006,287
Increase (decrease) in cash and cash equivalents ... ... ... ... (19,093,842) 26,227,641 2,839,153
Cash and cash equivalents at beginning of year .. ........... 33,846,111 7,618,470 4,779,317

Cash and cash equivalents at end of year

$ 1475226

$ 33,846,111

§ 7,618,470

Supplemental disclosure of cash flow information
Cash paid (received) during the year for:

Interest . . ... ... e, 350,931 1,249,079 1,037,188
Incometaxes . ... ... ... .. . .. ..., -{79,538) (161,821) 569,168
Accrual for leasehold improvements, furniture, and equipment .. $ 1,676,512 $ 3,373,326 $ 1,063,274

See accompanying notes
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. Business and Summary of Significant Accounting Policies
Description of Business

Caribou Coffee Company, Inc. and Affiliates (“Caribou™ or the “Company™) is a specialty retailer of
high-quality coffees, teas, bakery goods, and related merchandise. The Company is a majority-owned subsidiary
of Caribou Holding Company Limited. As of December 31, 2006, the Company had 464 coffeehouses, including
24 franchised, locations located in Minnesota, Illinois, Ohio, Michigan, North Carolina, Georgia, Maryland,
Wisconsin, Virginia, Pennsylvania, Iowa, Colorado, North Dakota, Nebraska, Indiana, South Dakota, Kansas,
Missouri, Washington, D.C and international markets.

Principles of Consolidation

The Company’s consolidated financial statements include the accounts of Caribou Coffee Company, Inc. and
affiliates that it controls and a third party finance company where the Company is the primary beneficiary in a
variable interest entity. The affiliates are Caribou Ventures, a partnership in which the Company owns a 30%
interest that operates one retail coffeehouse, Caribou MSP Airport, a partnership in which the company owns a 49%
interest that operates four coffeehouses, and Caribou Coffee Development Company, Inc., a franchisor of Caribou
Coffee branded coffeehouses. The Company controls the daily operations of Caribou Ventures and Caribou Coffee
Development Company, Inc. and accordingly consolidates their results of operations. The Company provided a loan
to its partner in Caribou MSP Airport for all of the partner’s equity contribution to the venture. Consequently, the
Company bears ail the risk of loss but does not control all decisions that may have a significant effect on the success
of the venture. Therefore, the Company consclidates the Caribou MSP Airport as it is the primary beneficiary in this
variable interest entity. All material intercommpany balances and transactions between Caribou Coffee Company,
Inc. and Caribou Ventures, Caribou MSP Airport, Caribou Coffee Development Company, Inc. and the third party
finance company have been climinated in consolidation.

Use of Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the
U.S. (“GAAP”) requires management to make estimates and assumnptions that affect the amounts reported in the
accompanying consolidated financial statements. Actual results may differ from those estimates, and such
differences may be material to the consolidated financial statements.

Fiscaf Year End

The Company's fiscal year ends on the Sunday closest to December 31. Fiscal years 2005 and 2006 included
52 weeks, while fiscal year 2004 included 53 weeks.

Cash and Cash Equivalents

Cash and cash equivalents include all highly liquid investments with a maturity of three months or less when
purchased.

Fair Value of Financial Instruments

The fair values of the Company’s financial instruments, which include cash and cash equivalents, accounts and
notes receivable, accounts payable, notes payable and accrued expenses, approximate their carrying values. The
Company’s financial instruments that are exposed to concentrations of credit risk consist primarily of cash and cash
equivalents and accounts receivable. The Company places its cash with high guality FDIC-insured financial
institutions. Credit losses have not been significant. >
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Inventories

Inventories are stated at the lower of cost (first-in, first-out) or market.

Accounts Receivable

The Company performs periodic credit evaluations of its customers’ financial condition and does not require
collateral. Receivables are generally due within 30 days. An allowance is recorded as an estimate of probable losses
on outstanding receivables. The accounts receivable balance includes trade receivables,

Other Receivables

Other receivables include occupancy related receivables from subtenants of the Company and new lease tenant
allowances due from the Company’s landlords.

Property and Equipment

Property and equipment is stated on the basis of cost less accumulated depreciation. The Company capitalizes
direct costs associated with the site selection and construction of new coffeehouses, including direct internal payroil
and payroll related costs. The Company capitalized approximately $1,332,000, $1,981,000 and $1,500,000 of such
costs during the years ended January 2, 2003, January 1, 2006 and December 31, 2006, respectively. Thesc costs are
amortized over the lease terms of the underlying leases. Depreciation of property and equipment is computed using
the straight-line method over the assets’ estimated useful lives of two to 20 years, for financial reporting purposes.
Leaschold improvements are amortized using the straight-line method over the shorter of their estimated useful
lives or the related initial lease term, excluding renewal option terms, which is generally five to ten years, unless it is
reasonably assured that the renewal option termn is going to be exercised.

In March 2003, the Financial Accounting Standards Board (FASB} issued Financial Interpretation No. 47
(“FIN 47"), Accounting for Asset Retirement Obligations-an interpretation of FASB Statement No. [43. FIN 47
requires the recognition of a liability for the fair value of a legally-required conditional asset retirement obligation
when incurred, if the liability’s fair value can be reasonably estimated. FIN 47 also clarifies when an entity would
have sufficient information to reasonably estimate the fair value of an asset retirement obligation. The Company is
required to record an asset and a corresponding liability for the present value of the estimated asset retirement
obligation associated with the fixed assets and leasehold improvements at some of our coffechouse locations. The
asset is depreciated over the life of the corresponding lease while the liability accretes to the amount of the estimated
retirement obligation. FIN 47 is effective for fiscal years ending after December 15, 2005. The Company adopted
FIN 47 on October 3, 2005 with a $0.4 million cumulative effect of accounting change (net of tax) recorded in the
Company’s results of operations for the year ended January 1, 2006. This charge was a combination of depreciation
and accretion expense. The balance at fiscal year ended December 31, 2006 was $384,684.

Deferred Financing Fees
The Company capitalized the costs incurred in acquiring its revolving credit facility and included the costs as a
component of other assets. The costs are being amortized over the five-year life of the agreement on a straight-line basis.

Impairment of Long-Lived Assets and Long-Lived Assets to Be Disposed Of

The Company reviews long-lived assets and certain identifiable intangibles for impairment whenever events or
changes in circumstances indicate that the carrying amount of an asset may not be recoverable. Recoverability of
assets to be held and used is measured by a comparison of the carrying amount of an asset to future undiscounted net
cash flows expected to be generated by the asset. If such assets are considered to be impaired, the impairment to be
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recognized is measured by the amount by which the carrying amount of the assets exceeds the fair vaiue of the
assets. Assets to be disposed of are reported at the lower of the carrying amount or fair value less costs 1o sell.

Stock Compensation

The Company maintains stock option plans, which provide for the granting of non-qualified stock options to
officers and key employees and certain non-employees. Stock options have been granted at prices equal to the fair
market values as of the dates of grant. Options vest generally in four years and expire ten years from the grant date.

Effective January 2, 2006, the Company adopted Statement No. 123R, Share-Based Payment (“SFAS 123R™),
which requires companies to measure and recognize compensation expense for all share-based payments at fair
value. SFAS 123R is being applied on the modified prospective basis. Prior to the adoption of SFAS 123R, the
Cempany accounted for its share-based compensation plans under the recognition and measurement principles of
Accounting Principles Board (“*APB”) Opinion No. 25, Accounting for Stock Issued to Employees, and related
technical interpretations, and accordingly, recognized no compensation expense related to the share-based plans.

Under the modified prospective approach, SFAS 123R applies to new awards and to awards that were
outstanding on January 2, 2006 that are subsequently modified, repurchased or cancelled. Under the modified
prospective approach, compensation cost recognized for fiscal year 2006 includes compensation cost for all share-
based payments granted prior to, but not yet vested on, January 2, 2006, based on the grant-date fair value estimated
in accordance with the provisions of Statement No. 123, Accounting for Stock-Based Compensation, and com-
pensation cost for all share-based payments granted subsequent to January 2, 2006, based on the grant-date fair
value estimated in accordance with the provisions of SFAS 123R. Prior periods were not restated to reflect the
impact of adopting the new standard.

Coffeehouse Preopening and Closing Expenses

Costs incurred in connection with start-up and promotion of new coffeehouse openings are expensed as
incurred. When a coffeehouse is closed, the remaining carrying amount of property and equipment, net of expected
recovery value, is charged to operations. For coffechouses under operating lease agreements, the estimated liability
under the lease is also accrued.

Revenue Recognition

The Company recognizes retail coffeehouse revenue (coffechouse sales) when payment is tendered at the point
of sale. Revenue from the sale of products to commercial or mail order customers (other sales) is recognized when
ownership and price risk of the products are legally transferred to the customer, which is generally upon the
shipment of goods. Revenues include any applicable shipping and handling costs invoiced to the customer and the
expense of such shipping and handling costs is included in cost of sales. Sales tax collected from customers are
presented net of the amounts expected to be remitted to various tax jurisdictions. Accordingly, sales taxes have no
effect on our reported net sales in the accompany statements of operations. The Company sells stored value cards of
various denominations. Cash receipts related to stored value cards sales are deferred when initially received and
revenue is recognized when the card is redeemed and the related products are delivered 1o the customer. Such
amounts are classified as a current liability on the Company’s consolidated balance sheets. Breakage fees related to
stored value cards are recorded as a component of other income.

Advertising

Advertising costs are expensed as incurred. Such amounts aggregated approximately $5,748,000, $4,210,000,
and $4,360,000 for the years ended December 31, 2006, January 1, 2006, and January 2, 2003, respectively.
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Operating Leases and Rent Expense

The Company accounts for its operating leases in accordance with SFAS No. 13, Accounting for Leases, and
FASB Technical Bulletin No. 85-3, Accounting for Operating Leases With Scheduled Rent Increases. Certain of the
Company’s lease agreements provide for scheduled rent increases during the lease terms or for rental payments
‘commencing at a date other than the date of initial occupancy. Rent expense is recorded on a straight-line basis over
the initial lease term. The difference between rent expense and rent paid is recorded as deferred rent and is included
in “accrued expenses” and “deferred rent liability” in the consolidated balance sheets. Contingent rents, including
those based on a percentage of retail sales over stated levels, and rental payment increases based on a contingent
future event are accrued over the respective contingency periods when the achievement of such targets or events are
deemed to be probable by the Company.

Income Taxes

The Company accounts for income taxes under the liability method in accordance with SFAS No. 109,
Accounting for Income Taxes. Under this method, deferred income tax assets and liabilities are determined based on
differences between the financial reporting and tax basis of assets and liabilities and are measured using the enacted
tax rates and laws that will be in effect when the differences are expected to reverse.

Net Loss Per Share

Basic net loss per share was computed based on the weighted average number of shares of common stock
outstanding. Diluted net loss per share was computed based on the weighted average number of shares of common
stock outstanding plus the impact of potentially dilutive shares, if any.

2. Coffeehounse Closings and Asset Disposals

Based on an operating cash flow analysis performed throughout the year, the Company commits to a plan to
close unprofitable coffechouses. If the coffeehouse assets are deemed to be impaired, the Company records a charge
to reduce the carrying value of the property and equipment to estimated realizable value. Upon closing of the
coffeehouses, the Company will accrue for estimated lease commitments and other expenses associated with the
closings. During the year, the Company wrote off the carrying value of property and equipment that were abandoned
or disposed of in connection with coffeehouse remodels, coffeehouse relocations or general property and equipment
impairment. The Company also recognized a loss for the year ended January 2, 2005 associated with exiting a
leased facility in connection with the consolidation of its corporate headquarters, warehouse and roasting facilities,
in accordance with SFAS No. 146, Accounting for Costs Associated with Exit or Disposal Activities. These
consolidating activities consisted of relocating corporate offices, warehousing and coffee roasting and packaging
and the respective employees from three separate buildings to one facility. The Company relocated to this new
facility because, in order to accommodate its current operations and anticipated growth, it required additional space
for its corporate offices, storage of raw materials, roasting, packaging, warehousing of finished goods and
distribution. In addition, the consolidation into a single facility allowed the Company to improve the efficiency
of its operations. This consolidation was completed in June 2004, The charge related to these consolidation
activities is limited to an accrual for the remaining lease rentals, reduced by estimated sublease rentals that could be
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reasonably obtained, associated with the teased space which was vacated. Closing and disposal charges consist of
the following:

Years Ended

December 31, January 1, January 2,
2006 2006 2005

Coffechouse closures . . .. ... ... .. .. .. oo 6 4 4
Amount charged to operations for closed coffeehouses:
Cash cloSUre COSES . . . v vt vt sttt e et e et e et % — $30,000 $ 335853
Amount charged to operations for lease costs associated

with lease termination-cash. . . ....... .. .. ... ...... 127,500 150,836 —
Net book value of closed coffeehouse property and

EQUIPIMENL . . ... ... e 194,413 96,331 189,714
Amount charged to operations for other property and

equipment write-offs .. ... ... ... . L L 68,759 177,929 8,855
Amount charged to operations for costs to consolidate

facilities-cash . . .. o oo i e e e e 119,789 116,889 500,000
Coffeehouse closing expense and disposal of assets. . . .. .. $ 510461  $571,985  $1,034,422
Depreciation expense related to charges for impaired

ASSLS . o it e e e e e $1,225000  $859940 § 985,152

As of
December 31, January 1, January 2,
2006 2006 2005

Closing acerual. .. ... ... i $511,641 $601,712  $500,000

3. Recent Accounting Pronouncements

In June 2006, the Financial Accounting Standards Board (FASB) issued Financial Interpretation No. 48,
Accounting for Uncertainty in Income Taxes (“FIN 48”) which clarifies the accounting for uncertainty in income
taxes recognized in accordance with SFAS No. 109, Accounting for Income Taxes (SFAS No. 109). FIN 48
prescribes a recognition threshold and measurement atiribute for the financial statement recognition and
measurement of a tax position taken ot expected to be taken in a tax return. FIN 48 also provides guidance on
derecognition, classification, interest and penalties, accounting in interim periods and disclosure. FIN 48 is
effective for fiscal years beginning after December 15, 2006 and is required to be adopted by the Company effective
January 1, 2007. The Company is currently evaluating the impact of this standard on its financial statements.

In September 2006, the FASB issued SFAS No. 157, Fair Value Measurements. This statement clarifies the
definition of fair value, establishes a framework for measuring fair value and expands the disclosures on fair value
measurements. SFAS No. 157 is effective for fiscal years beginning after November 15, 2007. We have not
determined the effect, if any, the adoption of this statement will have on our results of operations or financial
position.
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4. Cash and Cash Equivalents

Cash and cash equivalents consist of the following:

December 31, January 1,
2006 2006
Operating funds .. ..., ... ... .. .. $12,184,408 $ 7,602,905

Money market funds/short-term investments . . ... ............... 2,567,861 26,243,206

$14,752,269  $33,846,111

5. Restricted Cash
At December 31, 2006 and January 1, 2006, cash of $286,005 and $321,030 were pledged as collateral on

outstanding letters of credit related to lease commitments and was classified as restricted cash in the consolidated
balance sheets,

6. Inventories

Inventories consist of the following:

December 31, January 1,
2006 2006
Coffee . . .. L $ 3,879,079 § 5,048,815
Merchandise held for sale. ... .............oooooe 3,627,035 331,014
Supplies. . . ... e e 2,788,379 2,822,683

$10,294,493  $11,182,512

At December 31, 2006 and January 1, 2006, the Company had fixed price inventory purchase commitments,

primarily for green coffee, aggregating approximately $5,433,000 and $6,486,000, respectively. These commit-
ments are for less than one year.

7. Property and Equipment

Property and equipment consist of the following:

December 31, January 1,
2006 2006
Leasehold improvements. . .. ... ... ... ., $ 95044683 $ 87,516,286
Fumntture, fixtures, and equipment. . ... ............... P 103,580,625 80,531,306

198,625,308 168,047,592
............... (93,870,423) {72,024,872)

$104,754,885  § 96,022,720

Less accumulated depreciation and amortization

Depreciation expense on furniture, fixtures and equipment and amortization expense on leasehold
improvements totaled $23,645,110, $18,283,786 and $14,790,877 for the years ended December 31, 2006,
January 1, 2006 and January 2, 2005, respectively, of which $761,438, $665,572 and $543,596, respectively,
are included in cost of sales and related occupancy costs and $1,335,476, $1,121,446 and $865,719, respectively,
are included in general and administrative expense on the Company’s statements of operations.
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8. Note Payable and Revolving Credit Facility

On December 27, 2000, the Company entered into a sale leaseback arrangement with a third party finance
company whereby from time to time the Company sells equipment to the finance company, and, immediately
following the sale, it leases back all of the equipment it sold to such third party. The Company did not recognize any
gain or loss on the sale of the assets. The agreement initially provided for $20 million of such activity and had an
expiration date of April 25, 2005, During fiscal 2004, the Company entered into a new sale leaseback arrangement
where the maximum amount of equipment the Company can sell and leaseback was increased 1o $55 million and the
expiration of the agreement was extended to June 29, 2009. In March 2005 the maximum amount of equipment the
Company can sell and leaseback was further increased to $60 million. Annual rent payable under the lease financing
arrangement is equal to the amount outstanding under the lease financing arrangement multiplied by the applicable
LIBOR rate plus a specified margin.

The finance company funds its obligations under the lease financing arrangement through a revolving credit
facility that it entered into with a commercial lender. The terms of the revolving credit facility are economically
equivalent to the lease financing arrangement such that the amount of rent payments and unpaid acquisition costs
under the lease financing arrangement are at all times equal to the interest and principal under the revolving credit
facility. The Company consolidates the third party finance company as the Company is the primary beneficiary in a
variable interest entity due to the terms and provisions of the lease financing arrangement. Accordingly, the
Company’s consolidated balance sheets include all assets and liabilities of the third party finance company under
the captions property and equipment and revolving credit facility, respectively. The Company’s consolidated
statemnents of operations include all the operations of the finance company including all interest expense related to
the revolving credit facility. Notwithstanding this presentation, the Company’s obligations are limited to its
obligations under the lease financing arrangement and the Company has no obligations under the revolving credit
facility. The third party finance company was established solely for the purpose of facilitating the Company’s sale
leaseback arrangement. The finance company does not have any other assets or liabilities or income and expense
other than those associated with the revolving credit facility. At December 31, 2006 and January 1, 2006, there was
no property and equipment leased under this arrangement. On October 5, 2005, all amounts outstanding under the
revolving credit facility were paid off with proceeds from the Company’s initial public offering. The lease financing
arrangement has been structured to be consistent with Shari’ah principles.

The terms of the sale leaseback agreement contain certain financial covenants and limitations on the amount,
used for expansion activities based on operating cash flows of the Company. The Company is liable for a
commitment fee aggregating on any unused portion of the facility. The unused portion of the facility aggregated
approximately $60.0 million at December 31, 2006, The commitment fee varies between 0.25% to 0.5% based on
outstanding borrowing and financial covenants.

Note payable and revolving credit facility are as follows:

December 31, January 1,
2006 2006

Revolving credit facility . . .. ...... ... ... ...

I 17
I 17

Deferred financing fees consist of the following:
December 31, January 1,
2006

2006
Deferred financing fees . . ...ttt 51,721,958  $1,721,958
Less accumulated amortization . ....... . vt ettt {860,979) (516,587)

$ 860,979  $1,205,371
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Amortization expense on deferred financing fees totaled $344,392, $353 450 and $419,195 for the years ended
December 31, 2006, January 1, 2006 and January 2, 2005, respectively. During the year ended January 2, 2005, the
Company entered into a new sale leaseback arrangement, at which time it wrote-off the unamortized portion of the
deferred financing fees under its prior sale leaseback arrangement. Amortization expense for the year ended January
2, 2005 includes $163,137 from amortization under the new sale leaseback arrangement and $256,058 from
amortization and the write-off of unamortized deferred financing fees under the prior sale leaseback arrangement.

9, Equity and Stock Based Compensation

The Company maintains stock option plans which provide for the granting of non-qualified stock options to
officers and key employees and certain non-employees. Stock options have been granted at prices equal to the fair
market values as of the dates of grant. Options vest generally in four years and expire in ten years from the grant
date. Prior to January 2, 2006, the Company accounted for employee share-based compensation using the intrinsic
value method in accordance with APB Opinion No. 25. Effective Janvary 2, 2006, the Company adopted the fair
value recognition provisions of SFAS 123R using the modified-prospective-transition method. Under SFAS 123R,
share-based compensation expense for fiscal year 2006, totaled approximately $507,000. Results for prior periods
have not been restated.

As aresult of adopting SFAS 123R on Janvary 2, 2006, the net loss and net loss per share for fiscal year 2006,
were $507,000 and $0.03 lower, respectively, than if the Company had continued to accouni for share-based
compensation under APB Opinion No. 25.

The Company receives a tax deduction for certain stock option exercises during the period the options are
exercised, generally for the excess of the price at which the stock is sold over the exercise price of the options. Prior
to adoption of SFAS No. 123R, the Company reported all tax benefits resulting from the award of equity instruments
as operating cash flows in our condensed consolidated statements of cash flows. In accordance with SFAS 123R, the
Company is required to report excess tax benefits from the award of equity instruments as financing cash flows;
however as the Company is currently in a net operating loss carryforward position, there is no cash flow effect for
the excess tax benefits. Once the Company is no longer in a net operating loss carryforward position, excess tax
benefits will be recorded when a deduction reported for tax return purposes for an award of equity instruments
exceeds the cumulative compensation ‘cost for the instruments recognized for financial reporting purposes.

The following table illustrates the effect on net loss and net loss per share had the Company accounted for the
share-based compensation in accordance with SFAS 123R for the fiscal years ended January 1, 2006 and January 2,
2005:

Years Ended
January 1, January 2,
2006 2005

Netloss,asreported ... ... ... .. .. ... ... . i, $(4,905,476) $(2,073,817)
Deduct: Share-based employee compensation expense determined

under fair value based method for all awards, net of related tax

effects . .. e (380,238) (336,112)
Proformanet 10SS. . . ... i $(5,285,714)  $(2,409,929)
Basic and diluted net loss per share

Asreported . .. ... e 3 {032 $ (0.15)

Proforma . ... e $ (0.35) $ (0.17)

The per share weighted-average fair value of stock options granted during the years ended December 31, 2006,
January 1, 2006 and January 2, 2005 was $4.11, $1.94 and $1.05, respectively, on the date of grant using the
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Black-Scholes option-pricing mode! to estimate fair value of share-based awards with the following weighted
average assumptions:

Years Ended
December 31, January 1, Januoary 2,
2006 2006 2005
Expected dividend yield .. ........... ... ... . ... .... 0% 0% 0%
Weighted average risk free interestrate .. .. ............. 4.78% 4.01% 3.43%
Expected life ... ... . . i 5 years 5 years 5 years
Volatility . . ... .. 47%-50% 0-56% 0%

Prior to September 29, 2005, there was no public market for the Company’s common stock and therefore stock
price volatility was 0%. Since the Company does not have a sufficient amount of historical information regarding
the volatility of its share price, the estimate of expected volatility for 2006 was based on an average of comparable
compantes in similar industries. The Company uses historical data to estimate option exercises and employee
terminations within the valuation model. Separate groups of employees that have similar historical exercise
behavior are considered separately for valuation purposes. The expected term of options granted is estimated based
on historical exercise behavior and represents the period of time that options granted are expected to be cutstanding.
The risk-free rate for periods within the contractual life of the option is based on the U.S. Treasury yield curve in
effect at the time of grant.

At December 31, 2006, there was $1.1 million of unrecognized compensation cost related to share-based .
payments, which is expected to be recognized over a weighted-average period of 2.2 years.

Stock option activity during the years indicated is as follows:

Weighted Weighted Aggregate
Number of Average Average Intrinsic
Shares Exercise Price Contract Life Value
Outstanding, December 28, 2003 . ... .. .. 1,621,789 $6.30 8.57 Yrs
Granted . . . ................... ... 226,000 $6.70
Exercised. . . ... .o (7.067) $5.62
Forfeited ........................ (69,266) $6.06
OQutstanding, January 2,2005........... 1,771,456 $6.36 7.81 Yrs
Granted . .. ............ ... ... ... 781,867 $8.80
Exercised. . . .. e (11,329) $5.71
Forfetted . . . ..................... (337,795) $6.55
Outstanding, January 1, 2006........... 2,204,199 $£7.21 7.66 Yrs
Granted . . ........ciii i 341,088 $8.93
Exercised. .. ....... i, (18,594) $5.90
Forfeited . ....................... (105,093} $7.96
QOutstanding, December 31, 2006 . ... .. .. 2,421,600 $7.43 6.98 Yrs $2,668,323
Options vested and expected to vest at
December 31,2006 . ............... 2,009,259 $7.11 6.57 Yrs $2,855,671
Options vested at December 31, 2006. . . .. 1,341,893 $6.68 6.00 Yrs $2,484,213

Options granted to employees are exercisable according to the terms of each agreement, usually four years. At
December 31, 2006 and January 1, 2006, 1,341,893 and 1,097,801 options outstanding were exercisable with
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weighted average exercise prices of $6.68 and $6.25, respectively. At December 31, 2006 and January 1, 2006,
446,328 and 682,857, respectively, of the Company’s common stock were reserved for issuance related to stock
options and stock purchase warrants. At December 31, 2006 and January 1, 2006, the weighted-average remaining
contractual life of outstanding options was 6.98 and 7.66 years, respectively. During the fiscal year ended
December 31, 2006, the total intrinsic value of stock exercised was $48,861. During the fiscal year ended

December 31, 2006, the total fair value of options vested was $1.9 million.

The following table summarizes information about stock options outstanding at December 31, 2006:

Options Qutstanding Options Exercisable

Weighted Average
Number of Options Remaining Weighted Average Number of Options Weighted Averape

Range of Exercise Prices Quistanding Contractual Life Exercise Price Exercisable Exercise Price

$487-3670..... 1,455,704 5.80 years $ 6.37 1,166,712 $ 6.29

$671-%5852..... 342,446 8.77 years $ 721 60,253 5709

$ 853-51035..... 562,657 8.75 years $ 9.60 99,730 3 9.87

$10.36 - $12.47 ... .. 5,793 8.87 years $11.00 1,448 $11.00

$12.18 - $14.00 ... .. 55,000 8.76 years $14.00 13,750 $14.00
Total .........-. 2,421,600 6.98 years $ 743 1,341,893 $ 6.08

10. Leasing Arrangements and Commitments

The Company leases retail coffechouses, roasting and distribution facilities and office space under operating
leases expiring through February 2021. Most lease agreements contain renewal options and rent escalation clauses.
Certain leases provide for contingent rentals based upon gross sales.

Rental expense under these lease agreements, excluding real estate taxes, COmmMon aréa charges and insurance,
was as follows:

Years Ended
December 31, January 1, January 2,
2006 2006 2005
Minimum rentals ... ..o e $19.473,725  $15,439,020 $12,018,384
Contingent rentals ........ e 2,053,608 1,843,955 1,659,959
21,527,333 17,282,795 13,678,343
Less sublease rentals. . .. ... e (222,582) {273,227) (257,640)

$21,304,751  $17,009,748 $13,420,703

Minimum future rental payments under these agreements as of December 31, 2006 are as follows:

e, 72T e $ 21,502,107
s - ST e 20,237,350
0 T SR 19,429,839
o4} () DT 18,632,959
2011 ... s S I 17,252,600
VT s A R 58,802,342

$155,857,197

Total future minimum sublease rental income is $383,636.
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11. Income Taxes

The provision for income taxes consists of the following:

Years Ended
December 31, January 1, January 2,
2006 2006 2005
Current:
US. Federal . . ... ... . ittt % 80,158 $35440 % —
State . . . ... e e e et e e 189,444 44,124 219,330
Foreign. .. ... . . . 43,725 —_ —

$313,327 £79.564  $219,330

A reconciliation of the differences between income taxes computed at the U.S. Federal statutory tax rate and
the Company’s income tax provision is as follows:

Years Ended
December 31, Januvary 1, Januvary 2,
2006 2006 2005

Tax at U.S. Federal statutory rate. . ................. $(2,973,559) $(1,640,810) $(630,522)
Federal AMT ... ... . ... . . .. ... . i — 35,440 —
Tax at State statutory rate net of federal benefit ... ... .. {488,260) — —
State income taxes, net of federal benefit. ... ......... 125,033 (218,679) 111,757
Foreigntax .......... ... .0 iiuiiiin ... 43,725 — —
Permanent differences . . ................coenun.n. 42,002 (216903) 34,381
Changes in valuation allowance . . . . ................ 3,378,513 2,168,498 820,293
Increase to reserve for tax contingencies ............. 105,000 e —
Other, DEt . . ..ottt e e e it i v e 80,873 (47,982) (116,579)

$ 313327 $ 79564 219,330

Net operating loss carryforwards totaled $14.1 million at December 31, 2006. The net operating loss
carryforwards will begin to expire in' 2011, if not utilized. Additional equity offerings or certain changes in
control in future years may further limit the Company’s ability to utilize carryforwards. After consideration of all
the evidence, both positive and negative, management has recorded a valuation allowance against its deferred
income tax assets at December 31, 2006 due to the uncertainty of realizing such deferred income tax assets.
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Deferred income taxes refiect the net income tax effect of temporary differences between the carrying amounts
of the assets and liabilities for financial reporting purposes and amounts used for income taxes. The tax effects of
temporary differences that give rise to significant portions of the Company’s deferred income tax assets (liabilities)
are as follows:

December 31, January 1,
2006 2006
Depreciation .. .. ... e $ 3,740,096  §$ 1,737,080
Deferred rentonleases ... ., 458,557 520,728
Net operating loss carryforwards . ........... ... ... ... ...... 5,203,334 4,579,923
Coffechouse closing and assetreserves. . ...................... 173,958 204,582
Accrued eXpPensES . .. ... 810,290 509,141
Deferred revenue . . ... .. . 1,364,412 1,223416
Other. . ... e 469,019 511,785
State deferred ... ... .. 1.093,466 653,964
Gross deferred income tax assets ... ........... ... ... .. ... .. 13,319,132 9,940,619
Less deferred income tax asset valuation allowance . .......... .., (13,319.132) (9,940,619)
Net deferred income tax assets. ....... e $ — 3 —

12. Related Party Transactions
Management Agreement

In December 2000, the Company executed a management agreement with an affiliate of the Company’s
majority shareholder. The management agreement provides that the affiliate will provide general advisory services
to the Company. The management agreement requires the Company to pay an annual management fee of $200,000.
The Company prepaid $600,000 for three years of management fees in December 2000. Accordingly, the Company
expensed $200,000 of management fees in each fiscal year ended 2001, 2002 and 2003. In 2004, the Company
accrued a management fee of $200,000, which was paid during the first quarter of 2005. The management
agreement terminated in connection with the closing of our initial public offering and the Company paid a prorated
management fee aggregating $150,000 for the fiscal year ended January 1, 2006.

Notes from Affiliates

In 1999, the Company issued a note to an affiliate of the Company. The note has a variable interest rate of prime
plus 2%, with interest-only payments due each quarter, from January 15, 1999 until October 15, 2001. Beginning
January 15, 2002, principal payments of $4,029 and any accrued interest were due each quarter with the final
payment due on October 15, 2009. The note receivable balance plus accrued interest totaled $48,413 and $64,531 at
December 31, 2006 and January 1, 20006, respectively, and are included within other assets on the consolidated
balance sheets.

Executive Split Dollar Life Insurance

On August 1, 1999, the Company signed a deferred compensation agreement with its then current CEO. This
agreement required the Company to credit the CEQ’s deferred compensation account (the “Account”) for $154,000
on the effective date of such agreement and each of the seven annual anniversaries of the effective date. Each month
the Company credited the Account with earnings or losses based on an earnings rate that was determined by the
performance of certain investment funds. In January 2003, the CEQ's employment contract was terminated, thereby
ceasing the Company’s future obligations to the deferred compensation agreement, and requiring a scheduled
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payout of the balance in the Account, which concluded with the final payment during the year ended January 2,
2005.

13. Employee Benefit Plan

The Company sponsors a 401{k) defined contribution plan for substantially all employees. Amounts expensed
for company contributions to the plan aggregated approximately $140,000, $90,000, and $76,000 for the years
ended, December 31, 2006, January 1, 2006, and January 2, 2005, respectively.

14. Master Franchise Agreement

In November 2004, the Company entered into a Master Franchise Agreement with a franchisee. The agreement
provides the franchisee the right to develop, subfranchise or operate 250 Caribou Coffee coffeehouses in 12 Middle
Eastern countries. The Agreement expires in November 2012 and provides for certain renewal options.

In connection with the agreement the franchisee paid the Company a nonrefundable deposit aggregating
$3,250,000. In addition to the deposit the franchisee is obligated to pay the Company a $20,000 per franchised/
subfranchised coffechouse (initial franchise fee) opened for the first 100 Caribou Coffee Coffeehouses and $15,000
for each additional franchised/subfranchised coffeehouse opened (after the first 100). The agreement provides for
$5.000 of the initial deposit received by the Company to be applied against the initial franchise fee as discussed
herein. Monthly royalty payments ranging from 3%-5% of gross sales are also due to the Company.

The Company included $2,769,000 of the deposit in long term liabilities as deferred revenue and $325,000 in
current liabilities as deferred revenue on its December 31, 2006 balance sheet. Such initial deposit will be amortized
into income on a pro rata basis at the same time the initial franchise fee payments are received in connection with the
execution of the franchise or subfranchise agreements. The Company also deferred certain costs related to the
agreement, At December 31, 2006, there were seventeen coffechouses operating under this Agreement. The
franchisee and certain owners of the franchisee also own indirect interests in Caribou Holding Company Limited.

15. Net Loss Per Share

Basic and diluted net loss per share for the last three fiscal periods were as follows:

December 31, January 1, January 2,
2006 2006 2005

Netloss . ..o nin it i L. $(5,059,090) $(4.905476) $(2,073,817)
Weighted average number of shares outstanding (for

basic calculation) . ........... ... ... ........ 19,281,740 15,254,761 13,798,347
Effects of dilutive stock options .. ............... — — —
Weighted average number of shares outstanding (for

diluted calculation) . ........ ... ... . . ... 19,281,740 15,254,761 13,798,347
Net loss per share — basic and diluted ............ $ 047) $ (0.32) § (0.15)

For fiscal 2006, 2005 and 2004 stock options to purchase, 207,921, 528,428, and 91,691, respectively, of
Company commeon stock were excluded from the calculation of shares applicable to diluted net loss per share
because their inclusion would have been anti-dilutive,
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16. Commitments and Contingencies

On July 26, 2005, three of our former employees filed a lawsuit against us in the State of Minnesota District
Count for Hennepin County seeking monetary and equitable relief from us under the Minnesota Fair Labor
Standards Act, or the Minnesota FLSA, the federal FLSA, and state common law. Pursuant to the Order Granting
Stipulation of Dismissal of February 8, 2006, the plaintiffs dismissed their claims for quantum meruit and unjust
enrichment under Minnesota law and for injunctive relief under the FLSA and all claims on behalf of current and
former managers in training. The suit now primarily alleges that we misclassified our retail coffeehouse managers
as exempt from the overtime provisions of the Minnesota FLSA and the federal FLLSA and that these managers are
therefore entitled to overtime compensation for each week in which they worked more than 40 hours from May
2002 10 the present with respect to the claims under the federal FLSA and for weeks in which they worked more than
48 hours from May 2003 to the present with respect to the claims under the Minnesota FLSA. The plaintiffs are
seeking to represent themselves and all of our allegedly similarly situated current and former (within the foregoing
periods of time) coffeehouse managers. The plaintiffs are seeking payment of an unspecified amount of allegedly
owed and unpaid overtime compensation, liquidated damages, prejudgment interest, civil penalties under the
Minnesota FLSA, a full accounting of the amount allegedly owed to the putative class, temporary and injunctive
relief, attorney’s fees and costs. On August 15, 2005, we removed the lawsuit to the Federal District Court for the
District of Minnesota and filed our answer to the complaint. On October 31, 2005, the court granted the plaintiffs’
motion to conditionally certify an alleged nationwide class of our current and former coffeehouse managers since
May 25, 2002 for purposes of pursuing the plaintiffs’ claim that the coffechouse managers were and are
misclassified as exempt under the FLSA. By order dated December 21, 2005, the court approved a notice to
be sent to all members of the conditionally certified class, setting a deadline for such members to elect to opt into the
case. The period for potential class members to opt in and discovery is now closed. On September 22, 2006 we filed
a Motion for Decertification seeking to decertify the conditionally certified class. On October 10, 2006, the
plaintiffs moved to certify an alleged class under the Minnesota FLSA. Our motion to decertify and the plaintiffs’
motion to certify were heard by the Magistrate Judge on December 14, 2006, who has not ruled on either motion. On
February 16, 2007 we filed a Motion for Summary Judgment on the claims of the origina! three named plaintiffs and
the plaintiffs filed a motion to reopen the opt in period on the FLSA claims. Neither of these 1wo motions has been
heard by the Court. We continue to believe that we have defenses to these claims, and we are vigorously defending
the lawsuit. This claim could divert our management’s time and attention from our business operations and might
potentially result in substantial costs of defense, settlement or other disposition, which could have a material
adverse effect on our results of operations in one or more fiscal periods.

In addition, from time to time, we become involved in certain legal proceedings in the ordinary course of
business. We do not believe that any such ordinary course legal proceedings to which we are currently a party will
have a material adverse effect on our financial position or results of operations.
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17. Selected Quarterly Financial Data (Unaudited)
Fiscal Quarters

Year Ended January I, 2006 First Second Third Fourth
Netsales .............c..oo. .. $45,039,679  $47,913,940  $48,654.813 356,383,400
Cost of sales and related occupancy

COSES . o v e et 18,044,841 19,371,860 19,606,907 23,218,555
Operating income (loss) ........... 25,553 (2,126,391} (1,372,532) (588,267)
Netloss . ... ... (437,217) (2,668,520) {1,198,380) (601,359)
Net loss per share

Basic ........ .. .. it {0.03) (0.19) (0.08) (0.03)

Diluted ., . ... ... ... L (0.03) (0.19) (0.08) (0.03)

Fiscal Quarters
Year Ended December 31, 2006 First Second Third Fourth
Netsales ...................... $55,966,211  $56,583,993  $56,968,442  $66,710,090
" Cost of sales and related occupancy

COSES . i e 23,266,067 23,764,186 23,725,262 27,900,114
Operating income (loss) ........... (1,730,372) (2,423,004) (3,360,490) (1,972,119
Netloss ............ ... ... (1,572,065} (2,385,153) (3,102,793) (1,999,079
Net loss per share

Basic ........ ... i (0.08) (0.12) (0.16) (0.10)

Diluted . .. ................... (0.08) (0.12) {0.16) (0.10)
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Years Ended:
January 2, 2005

AHowance for doubtful accounts. .. ..........
Deferred income tax asset valuation allowance . . .

January 1, 2006

Allowance for doubtful accounts. . . ... .......
Deferred income tax asset valuation allowance . . .
Inventory reserve . ............. ... ......

December 31, 2006

Allowance for doubtful accounts. . ... ........
Deferred income tax asset valvation allowance . . .
Inventory reserve .. ... . ... ... ... ...,

Balance at Additions
Beginning of Charged to  Deductions from Balance at
Year Expense reserves End of Year
$ 34900 % — 5 — $ 34,900
$6,951,828 $ 820,293 3 — $ 7,772,121
$ 34900 $ 202,695 b — ¥ 237,595
$7.772,121 $2,168.498 A — $ 9,940,619
h3 — $ 444,281 i — 5 444281
$ 237595 § — $224,902(1) % 12,693
$9,940,619 $3,378,513 $ —_ $13,319,132
$ 444281 $ 346,298 $416,290(2) $ 374,289

(1) Deductions represent the write-off of accounts deemed uncollectible,

(2) Deductions represent the write-off of obsolete inventory.
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Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

None.

Item 9A. Controls and Procedures
Conclusion regarding the Effectiveness of Disclosure Controls and Procedures

We carried out an evaluation, under the supervision and with the participation of our management, including
the chief executive officer and the chief financial officer, of the effectiveness of the design and the operations of the
disclosure controls and procedures, as defined in Rules 13a-15(e) and 15d-15(e) under the Securities Exchange Act
of 1934, as amended (the “Exchange Act™). Based upon that evaluation, our chief executive officer and chief
financial officer concluded that the company’s disclosure controls and procedures are effective, as of December 31,
2006, in ensuring that material information relating to us required to be disclosed by us in reports that we file or
subnit under the Exchange Act is recorded, processed, summarized and reported within the time periods specified
in the SEC rules and forms. There were no changes in our intémnal controf over financial reporting during the quarter
and fiscal year ended December 31, 2006, that have materially affected, or are reasonably likely to materially affect,
our iMernal control over financial reperting.

Item 9B. Other Information

None.

PART 111

Item 10. Directors and Executive Officers of the Registrant

The information required by this item regarding the Company’s directors is incorporated herein by reference to
the sections entitled “PROPOSAL | — ELECTION OF DIRECTORS” and “EXECUTIVE COMPENSATION —
Section 16(a) Beneficial Ownership Reporting Compliance” in the Company’s definitive Proxy Statement for the
Annual Meeting of Shareholders to be held on August 8, 2007 (the “Proxy Statement”). Information regarding the
Company’s executive officers is set forth in Itern 4A of Part 1 of this Report under the caption “Executive Officers of
the Registrant.”

The Company adopted a code of ethics applicable to its chief executive officer, chief financial officer,
controller and other finance leaders, which is a “code of ethics” as defined by applicable rules of the Securities and
Exchange Commission. This code is publicly available on the Company’s website at www.cariboucoffee.com in the
Investors section accessed through the About Us menu option. If the Company makes any amendments to this code
other than technical, administrative or other non-substantive amendments, or grants any waivers, including implicit
waivers, from a provision of this code to the Company’s chief executive officer, chief financial officer or controller,
the Company will disclose the nature of the amendment or waiver, its effective date and to whom it applies on its
website or in a report on Form 8-K filed with the Securities and Exchange Commission.

Item 1t. Executive Compensation

Information concerning executive compensation required by Item 11 is set forth under the captions “Executive
Compensation,” “Stock Option Grants and Exercises,” “Employment Agreements” and “Compensation Committee
Interlocks” in the Proxy Statement and is incorporated by reference into this annual report on Form 10-K.

Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Shareholder
Matters

Information concering security ownership of certain beneficial owners and management required by Item 12
is set forth under the caption “Beneficial Ownership of Common Stock™ and “Executive Compensation — Equity
Compensation Plan Information” in the Proxy Statement and is incorporated by reference into this annual report on
Form 10-K.
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Item 13. Certain Relationships and Related Transactions, and Director Independence

Information concerning certain relationships and related transactions required by ftem 13 is set forth under the
captions “Executive Compensation — Certain Relationships and Related Transactions™ in the Proxy Statement and
is incorporated by reference into this annual report of Form 10-K.

Item 14. Principal Accounting Fees and Services

[nformation concemning principal accounting fees and services required by Item 14 is set forth under the
caption “Proposal 7 __Ratification of Selection of Independent Auditors” in the Proxy Statement and is
incorporated by reference into this annual report on Form 10-K.

PART 1V

Item 15. Exhibits and Financial Statement Schedules
The following documents are filed as part of this annual report on Form 10-K.
(a)(1) Index o Consolidated Financial Statements.

The following Consolidated Financial Statements of Caribou Coffee Company, Inc. are fited as Part IT, Item 8
of this annua! report on Form 10-K:

Page
Report of Independent Registered Public Accounting Firm .. ...ovvvcnee e 33
Consolidated Balance Sheets as of December 31, 2006 and January 1,2006 ...... ... 34
Consolidated Statements of Operations for the Years Ended December 31, 2006, January 1, 2006, and
JANUATY 2, 2005 _ . . oo e 35
Consolidated Statements of Changes in Shareholders’ Equity for the Years Ended December 31, 2006,
January 1, 2006, and January 202005 ot 36
Consolidated Statements of Cash Flows for the Years Ended December 31, 2006, January 1, 2006, and
JanUAry 2, 2005 . . o\ e oo T 37
Notes to Consolidated Financial STAtements ... ... ..oohrcercenmrrrr s m s m it ey 38-52

(a)(2) Index to Financial Statement Schedule.
Schedule 1I — Valuation and Qualifying Accounts and Reserves

All other financial schedules are omitted because they are not applicable, not required or because the required
information is included in the Consolidated Financial Statements or Notes thereto.

(@)(3) Listing of Exhibits

Exhibit
Number ) Description of Exhibits
3.1 — Form of Amended and Restated Articles of Incorporation of the Company (incorporated by reference to
Exhibit 3.1 to the Company’s Registration Statement on Form S-1/A filed August 25, 2005).
32 — Form of Amended and Restated Bylaws of the Company (incorporated by reference to Exhibit 3.2 to the
Company’s Registration Statement on Form S-1/A filed August 25, 2005).
4.1 — Form of Registrant’s Common Stock Certificate (incorporated by reference to Exhibit 4.1 to the
Company’s Registration Statement on Form S-1/A filed September 6, 2005).
10.1 — 1994 Stock Awards Plan (incorporated by reference to Exhibit 10.1 to the Company’s Registration
Statement on Form $-1 filed July 19, 2005).
102 — Form of 1994 Stock Awards Plan Stock Option Grant and Agreement (incorporated by reference to
Exhibit 10.2 to the Company’s Registration Statement on Form S-1 filed July 19, 2005).
103 —- 2001 Stock Incentive Plan (incorporated by reference to Exhibit 10.3 to the Company’s Registration

Statement on Form S-1 filed July 19, 2005).
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Exhibit

Number Description of Exhibits

104 — Amendment No. 1 to the 2001 Stock Incentive Plan (incorporated by reference to Exhibit 10.4 to the
Company’s Registration Statement on Form S-1 filed July 19, 2005).

10.5 — Form of 2001 Stock Incentive Plan Stock Option Grant and Agreement (incorporated by reference to

Exhibit 10.5 to the Company’s Registration Statement.on Form S-1 filed July 19, 2005).

10.6 — 2005 Equity Incentive Plan (incorporated by reference to Exhibit 10.6 to the Company’s Registration
Statement on Form S-1/A filed August 25, 2005).

10.7 — Senior Executive 2005 Supplemental Bonus Plan (incorporated by refercnce to Exhibit 10.7 to the
Company’s Registration Statement on Form $-1/A filed September 20, 2005).
108  — Description of Annual Support Center and Field Management Bonus Plan (incorporated by reference to

Exhibit 10.1 to the Company’s on Form 8-K filed May 26, 2006).

10.9* — Amended and Restated Employment Agreement between Caribou Coffee Company, Inc. and Michael J.
Coles, dated June 29, 2005 (incorporated by reference to Exhibit 10.9 to the Company’s Registration
Statement on Form S-1 filed Suly 19, 2005).

10.10* — Bonus Compensation Agreement between Caribou Coffee Company, Inc. and Michael J. Coles dated
June 29, 2005 (incorporated by reference to Exhibit 10.10 to the Company’s Registration Statement on
Form S-1 filed July 19, 2005).

10.11* — Employment Agreement between Caribou Coffee Company, Inc. and George E. Mileusnic, dated
July 18, 2005 (incorporated by reference to Exhibit 10.11 to the Company’s Registration Statement on
Form S-1 filed July 19, 2003).

10.12* — Employment Agreement between Caribou Coffee Company, Inc. and Amy K. O’Neil, dated July 18,
2005 (incorporated by reference to Exhibit 10.12 to the Company’s Registration Statement on Form S-1
filed July 19, 2005}.

10.13* — Form of Directors and Officers Indemnification Agreement (incorporated by reference to Exhibit 10.13
of the Company’s Form 10-K for the year ended January 1, 2006).

10.14 — Master Franchise Agreement between Caribou Coffee Company, Inc. and Al-Sayer Enterprises
(incorporated by reference to Exhibit 10,14 to the Commpany’s Registration Statement on Form S-1/A
filed September 14, 2005).

10.15* — Offer Letter from Caribou Coffee Company, Inc. to Janet D. Astor, dated November 29, 2004
{(incorporated by reference to Exhibit 10.15 to the Company’s Registration Statement on Form S-HA
filed August 25, 2005).

10.16* — Severance Agreement between Caribou Coffee Company, Inc. and Janet D. Astor, dated December 13,
2004 {incorporated by reference to Exhibit 10.16 to the Company’s Registration Statement on
Form S-1/A filed August 25, 2003).

10.17* — Offer Letter from Caribou Coffee Company, Inc. to Kathy F. Hollenhorst, dated Aprii 13, 2005
(incorporated by reference to Exhibit 10.17 to the Company’s Registration Statement on Form S-1/A
filed August 25, 2005).

10.18 — Commercial Lease between Caribou Coffee Company, Inc. and Twin Lakes III LLC, dated September 3,
2003 (incorporated by reference to Exhibit 10.18 to the Company’s Registration Statement on
Form S-1/A filed August 25, 2005).

10.19 — Second Amended and Restated Lease and License Financing and Purchase Option Agreement between
Caribou Coffee Company, Inc. and Arabica Funding, Inc., dated June 29, 2004 (incorporated by
reference to Exhibit 10.19 1o the Company’s Registration Statement on Form S-1/A filed August 25,
2005)

10.20 — Amendment to Second Amended and Restated Lease and License Financing and Purchase Option
Agreement between Caribou Coffee Company, Inc. and Arabica Funding, Inc., dated March 25, 2005
(incorporated by reference to Exhibit 10.20 to the Company’s Registration Statement on Form S-1/A
filed August 25, 2005).

1021 — Second Amendment to Second Amended and Restated Lease and License Financing and Purchase
Option Agreement between Caribou Coffee Company. Inc. and Arabica Funding, Inc., dated May'10,
2005 (incorporated by reference to Exhibit 10.21 to the Company’s Registration Statement on
Form S-1/A filed August 25, 2005).
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Exhibit
Number Description of Exhibits

10.22 — Second Amended and Restated Call Option Letter from Arabica Funding, Inc. to Caribou Coffee
Company, Inc., dated June 29, 2004 (incorporated by reference to Exhibit 10.22 to the Company’s
Registration Statement on Form S-1/A fited August 25, 2005).

10.23 — Second Amended and Restated Put Option Letter from Caribou Coffee Company, Inc. to Arabica
Funding, Inc., dated June 29, 2004 (incorporated by reference to Exhibit 10.23 to the Company’s
Registration Statement on Form S5-1/A filed August 25, 2005).

10.24 — Second Amended and Restated Tax Matters Agreement between Caribou Coffee Company, Inc. and
Arabica Funding, Inc., dated June 29, 2004 (incorporated by reference to Exhibit 10.24 to the Company’s
Registration Statement on Form S-1/A filed August 25, 2005).

10.25 — Second Amended and Restated Supplemental Agreement between Caribou Coffee Company, Inc. and
Arabica Funding, Inc., dated June 29, 2004 (incorporated by reference to Exhibit 10.25 to the Company’s
Registration Statement on Form S-1/A filed August 25, 2005).

10.26 — Credit Agreement among Arabica Funding, Inc., as Borrower, The Several Lenders from Time to Time
Parties thereto, and Fleet National Bank, as Administrative Agent, dated as of June 29, 2004
(incorporated by reference to Exhibit 10.26 to the Company’s Registration Statement on Form §-1/A
filed August 25, 2005).

10.27 — Amendment to Credit Agreement among Arabica Funding, Inc., as Borrower, The Several Lenders from
Time to Time Parties Thereto, and Fleet National Bank, as Administrative Agent, dated as of March 2005
(incorporated by reference to Exhibit 10.27 to the Company’s Registration Statement on Form S-1/A
filed August 25, 2005).

21.1 — List of Subsidiaries (incorporated by reference to Exhibit 21.1 to the Company’s Registration Statement
on Form S-1/A filed September 14, 2005).
23.1 — Consent of independent registered public accounting firm.
31.1 — Certification Pursuant to Rule 13a — 14(a), as Adopted Pursuant to Section 302 of the Sarbanes-Oxley
Act of 2002.
31.2 — Certification Pursuant to Rule 13a — 14(a), as Adopted Pursuant to Section 302 of the Sarbanes-Oxley
Act of 2002.
32.1 — Certification Pursuant to 18 U.S.C. Section 1350, as Adopted Pursuant to Section 906 of the Sarbanes-

Oxley Act of 2002.

322 — Certification Pursuant to 18 U.S.C. Section 1350, as Adopted Pursuant to Section 906 of the Sarbanes-
Oxley Act of 2002.

* Indicates management contracts and compensatory arrangements required to be filed pursuant to Item 15(b) of
this annual report.

(b} Exhibits.
See Item 15 (a)(3)
(c) Financial Statement Schedules.

See TItem 15(a)(2)
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d} of the Securities Exchange Act of 1934, the registrant has
duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

Carmou Corree CoMPaNy, INC.

By: /s MicnagL J. CoLEs

Name: Michael . Coles
Title:  Chief Executive Officer

March 30, 2007

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the
following persons on behalf of the registrant and in the capacities and on the dates indicated.

Signature Title Date
/s MicHAEL J. CoLES Chief Executive Officer, President and March 30, 2007
Michael J. Coles Chairman of the Board of Directors
{principal executive officer)
fs/  GeorGe E. MILEUSNIC Chief Financial Officer March 30, 2007
George E. Mileusnic (principal financial officer)
/! MichagL E. PETERSON Controller March 30, 2007
Michael E. Peterson {principal accounting officer)
fs/  CHARLES H. OGBURN Director March 30, 2007

Charles H. Ogburn

/s/ CHarLES L. GRIFFITH Director March 30, 2007
Charles I.. Griffith

/s/  JerrERY C. NEAL Director March 30, 2007
Jeffery C. Neal

fs/  Kip R, CAFFEY Director March 30, 2007
Kip R. Caffey
/s/  WaLLace B. DooLmy Director March 30, 2007

Wallace B. Doolin
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ANNUAL MEETING LOCATION INDEPENDENT REGISTERED

August 8, 2007 PUBLIC ACCOUNTING FIRM
10:00 a.m. {Central Time) Ernst & Young LLP

Hyatt Regency Minneapolis 220 South Sixth Street, Suite 1400
1300 Nicollet Avenue Minneapolis, MN 55402

Minneapolis, MN
INVESTOR RELATIONS

Nasdaq National Market Integrated Corporate Relations
Trading Symbol: CBOU Tel: {203)803-35856
Fax: {212)752-2114
CORPORATE COUNSEL Email: ir@cariboucoffee.com
Dan Lee
Caribou Coffee Company, Inc. REPORTS
3900 Lakebreeze Avenue North Copies of the Company’s annual and quarterly
Minneapolis, MN 55429 reports as filed with the Securities and Exchange
{763)592-2200 Commission are available at www.cariboucoffee.com
{Investor Relations} or by e-mailing our Investor
TRANSFER AGENT AND REGISTRAR Relations department at: ir@cariboucoffee.com

Shareowner Services
P.O. Box 64873
St. Paul, MN 55164-9397

PERFORMANCE COMPARISON GRAPH

The foliowing graph depicts the Company’s total return to shareholders from September 29, 2005, the date
our common stock began trading on the Nasdaq National Market, through December 31, 2008, relative to the
performance of {i} the Standard & Poor’s 500 Index, (ii) the Nasdaq Stock Market {U.S. Companies) Index, and
(i} the Nasdaq Specialty Eating Establishments Index, a peer group that includes Starbucks, Tim Hortons, and
Panera Bread. All indices shown in the graph have been reset to a base of 100 as of September 29, 2005,
assume an investment of $100 on that date and the reinvestment of dividends paid since that date. The
Company has never paid cash dividends on its Common Stock. The points represent index levels based on
the last trading day of the Company’s fiscal year. The stock price performance shown in the graph is not
necessarily indicative of future price performance.
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Caribou Coffee. An experience that makes the day better.

CARIBoU CoFFEE.

Caribou Coffee Company, Inc.
3900 Lakebreeze Avenue North
Minneapolis, MN 55429
www.cariboucoffee.com




