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FORWARD-LOOKING STATEMENTS

Some of the matters discussed under the captiois& FrRactors,” “Management’s Discussion and Analydisinancial Condition and
Results of Operation,” “Business” and elsewherthis report include forward-looking statements. iiéee based these forward-looking
statements on our current expectations and assomspabout future events, including, among othegiti

. Implementing our business strategy;

. Attracting and retaining customers;

. Obtaining and expanding our market presence ingevgraphic regions;
. The cost and availability of high quality Arabicafiee beans;

. Consumers’ tastes and preferences; and

. Competition in our market.

In some cases, you can identify forward-lookingesteents by terminology such as “may,” “will,” “shidy’ “could,” “predict,”
“potential,” “continue,” “expect,” “anticipate,” titure,” “intend,” “plan,” “believe,” “estimateand similar expressions (or the negative of
expressions). These statements are based on oentheliefs, expectations and assumptions anduoject to a number of risks and
uncertainties. Actual results, levels of activipgrformance, achievements and events may varyfisigmily from those implied by the
forward-looking statements. A description of riskat could cause our results to vary appears uhderaption “Risk Factors” and elsewhere
in this report. Forward-looking statements spedl an of the date of this report.

LI ” ” o« ” g ”ou ”

PART |

Iltem 1. Business

Peet’s Coffee & Tea (“Peet’s” or the “Company”gispecialty coffee roaster and marketer of fregistesl whole bean coffee. We sell
our coffee under strict freshness standards througtiple channels of distribution including grogestores, home delivery, office, restaurant
and food service accounts and company-owned anmategestores in seven states.

We believe that roasted coffee is a perishableumrioand we pursue distribution channels that ansistent with our strict freshness
standards. For instance, our distribution to grpstores emphasizes the use of a direct storeatglYDSD”) system where our employees
agents deliver fresh goods to our grocery partWwesroast to order and ship coffee directly from masting facility to our home delivery
customers. Our goal is to ensure that customeeivwecoffee within days of roasting.

Over the past eight years, we have expanded froetader that operates its own outlets to a premioffiee brand available through
multiple channels of distribution. We signed ousffioffice coffee distribution agreement in 1994 &xave since added a number of
restaurants, food service accounts and office eadffstributors in select markets. We added onlidering capability to our website in 1997
to complement our existing mail order home deliveuginess and have since invested in marketinganogdesigned to support our home
delivery channel. In 1998, we initiated a strategjipansion into specialty grocery and gourmet fetodes. During the last three years, this
expansion was further developed to include distidimuto mainstream grocers as we expanded our gr@oeounts from 130 to over 3,500
stores. We believe our expansion strategy emphadigeiplined growth and enhancement of our bramdége and quality reputation. We
operate our business through two reportable segmeatail and specialty sales. See Note 13, “Segimésrmation” to the “Notes to
Consolidated Financial Statements” included elsea/hrethis report.
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Our website is located at www.peets.com. Our anregirt on Form 10-K, quarterly reports on FormQ@@nd current reports on Form
8-K, as well as any amendments or exhibits to tmeperts, are available free of charge throughvwelysite at http://peets.com as soon as
reasonably practicable after we file them withfurnish them to, the Securities and Exchange Cosiong“SEC”). The Company was
organized as a Washington corporation in 1971.

Company Retail Stores

At year-end, we operated 92 retail stores in sata&tes through which we sell whole bean coffeeelmes and pastries, tea, and other
related items. Our stores are designed to faclifa¢ sale of fresh whole bean coffee and to eageucustomer trial of our coffee through
coffee beverages. Each store has a dedicatedstafin at the bean counter to take orders and agstemers with questions to lend their
expertise on such topics as coffee knowledge, Hmewing and preparation of our coffees and teasnUpder, beans are scooped and
ground to the customer’s specific requirements. liwerage counter features coffee based beveraaesromote the sale of whole bean
coffee with a standard rotation of freshly breweffae from each category of coffees we sell. Taiemshat our freshness standards are
consistently met, it is our policy not to servewee coffee that is more than 30 minutes old andyeespresso based drink is made to order
using freshly pulled shots of espresso and frestelgmed milk. See “ltem 2. Properties” for furtdescussion about our retail stores.

Specialty Sales
Grocery

In addition to sales through our retail stores haee expanded the availability of our productstigioa network of grocery stores,
including Safeway, Albertson’s, Ralghand Whole Foods Market. To support this expansierhave developed a DSD sales and distribi
system. Peet’'s DSD route sales representativesedédi their stores weekly, properly shelve thedpiat, resolve pricing discrepancies, rotate
to ensure freshness, sell and erect free-standépipgis and forge store-level selling relationshife currently have 111 DSD route sales
representatives, of which approximately 33 aretfolle Peet’'s employees, to continue to supporetp@ansion into new grocery accounts in
the western United States and our existing grosemes.

Home Delivery

In the home delivery channel, we have a dedicatgusite and customer service representatives thaidar points of contact to our
customers for coffee ordering and coffee knowledd&. website, peets.com, features an Express Buwstifin for registered customers for
speed and ease, special coffee and tea progranssaoifke and tea selector to assist the custam@rdosing a product based upon certain
characteristics. Peets.com also features a prapyitdol that allows customers to manage the tinaing delivery of their recurring orders. In
2004, we implemented our Peetnik Loyalty Programeteard our most loyal home delivery customers wiaintain regular, ongoing
deliveries of coffee or tea. This program has pnoebe successful in growing our home deliveryitess online by engaging our most loyal
customers to establish regular deliveries of freststed coffee or tea. In addition to our website have a team of mail order customer
service representatives who assist customers aingl@ustomer orders, choosing a gift item, prawidproduct information and resolving
customer issues. Customer service representatiggsgularly trained on Peet’s product offering®tigh weekly coffee and tea tastings.

Food Service and Office

In the food service and office business, we has&@fi of sales and account managers who make salleso potential and existing
accounts and manage our distributor network. Addgily, we have established relationships withceffirestaurant and food service
distributors to expand our account base in seleckets. These distributors have their own salessaodunt management resources.
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Our Coffee
Coffee Beans

Coffee is an agricultural crop that undergoes pitisetuation and quality differences depending aather, economic and political
conditions in coffee producing countries. We pusghanly Arabica coffee beans, which are considsuvpgrior to beans traded in the
commodity market. Thus, the Arabica beans purchhgeads tend to trade on a negotiated basis atstauiial premium above commodity
coffee prices, depending upon the supply and deraatit time of purchase. Our access to high qualibica beans depends on our
relationships with coffee brokers, exporters armgrs, with whom we have built long-term relatioipshto ensure a steady supply of coffee
beans. We believe that, as a result of our reutdkiat has been built over 39 years, we have a¢oeome of the highest quality coffee
beans from the finest estates and growing regiomena the world and we are occasionally preseniédaepportunities to purchase unique
and special coffees.

Unlike roasted coffee beans, green coffee beansadreighly perishable. We generally turn our inteen of green coffee beans two to
three times per year. We typically carry approxeha$5 million to $10 million worth of green cofféeans in our inventory. We mitigate the
risks associated with fluctuations in coffee pribgentering into fixed price commitments and iae gast, hedging agreements, for a portion
of our green coffee bean requirements.

Our Roasting Method

Our roasting method was first developed by Alfregtand further honed by our talented and skilbedting personnel who make a
long-term commitment to our artisan craft. We rdashand in small batches, and we rely on thesshitid training of each roaster to
maximize the flavor and potential in our beans. @asters undergo a two year apprenticeship progwdearn our roasting method and to
gain the skills necessary to roast coffee at Peet's

Coffee Types and Blends

Beyond sourcing and roasting, we have developeghatation for expert coffee blending. Our blendshsas Major Dickason’s Blend
@, are well regarded by our customers for their uaigess, consistency and special flavor charadgtsri$Ve sell approximately 32 types of
coffee as regular menu items. Included in thisriégare approximately 21 blends with the balancadsingle origin coffees from countries
such as Colombia, Guatemala, Sumatra and Kenyal$@eoffer a line of high-end reserve coffees idslg JR Reserve Blerfdand Kona,
and we have also featured seasonal reserve caffiebsas Jamaica Blue Mountain and Aged SulawesidPga We are active in seeking,
roasting and selling unique special lot and onestooffees. On average, we offer four to six sudfees every year, including our
Anniversary Blend and Holiday Blend.

Tea, Food and Merchandise

Peet’s offers a line of hand selected whole ledflzagged tea. Our quality standards for tea anghigh. We purchase tea directly from
importers and brokers and store and pack the teardacility in Emeryville. We offer a limited lanof specialty food items, such as jellies,
jams and candies. These products are carefullgteeléor quality and uniquene:

Our merchandise program consists of items sucheagithg equipment for coffee and tea, paper fileard brewing accessories and
branded and non-branded cups, saucers, travel amagserveware. We do not emphasize these itemsebcarry them in retail stores and
offer them through home delivery as a means tdasia our commitment to properly home-brewed cofied tea.

Competitive Positioning

The specialty coffee market can be characterizddghdy fragmented. Our primary competitors in wbkan specialty coffee sales

include Gevalia (Kraft Foods), Green Mountain Ceffély Caffé, Millstone (Procter
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& Gamble), Seattles Best (Starbucks) and Starbucks. There are numeroaller, regional brands that also compete sahiegory. Premiu
coffee brands may serve as substitutes for ourevbean coffee and we also compete indirectly agalhsther coffee brands on the market.

In addition to competing with other distributorsvafiole bean coffee, we compete with retailers eppred beverages, including coffee
house chains, particularly Starbucks, numerous@&oience stores, restaurants, coffee shops and etmors.

We believe that our customers choose among speciaffiee brands based upon quality, variety, corerere, and to a lesser extent,
price. Although consumers may differentiate coffegnds based on freshness (as an element of cpfédity), to our knowledge, few
significant competitors focus on product freshreass roast-dating in the same manner as Peet’s.ali&vb that our market share in the
specialty category is based on a solidly diffeietl position built on our freshness standardsaaighn-roasting style. Because of the
fragmented nature of the specialty coffee marketcannot accurately estimate our market share. Henveany of our existing competitors
have significantly greater financial, marketing anmrating resources.

Our roasted coffee is priced in tiers. Our reguai@nu coffees are currently priced within a rang8%85 to $17.95 per pound. Our line
of high-end reserve coffees, which we introduced in 2064 paiced between $49.90 and $79.90 per poundctol@r 2004, we increased (
prices on a selection of our regular menu coffébg price increase was the first in four years aad due to rising operating costs in
widespread areas of our business ranging from grierigealthcare. Despite operational improvementsffset rising costs, we found it
necessary to raise some prices in order to continuenyielding commitment to deliver products atampromising quality. We believe our
higher quality and freshness standards allow uhéoge a higher price for our coffee products.

Intellectual Property

We regard intellectual property and other proprietayhts as important to our success. We own sgverdemarks and service marks
that have been registered with the United StatesnPand Trademark Office, including Peét'sPeet’s Coffee & Te@, peets.con?, Blend
101®, Espresso Forte, Gaia Organic Blenél, Garuda Blen@, JR Reserve Bleritl, Maduro Blen®, Major Dickason’s Blen@, Pride of
the Port®, Pumphrey’s Blen@, Sierra Dorada Blen®, Summer Hous®&, Snow Leopar®, Top Blend® and Vine Street Blen8. We also
have registered trademarks on our stylized logo.

We own registered trademarks for our name andilogogentina, Australia, Brazil, Canada, Chile, @dithe European Union, Hong
Kong, Japan, Paraguay, Singapore, South Korea,ahaand Thailand. We have filed additional applmadifor trademark protection in the
Philippines. In addition to peets.com and coffee.cave own several other domain names relating ti@epPeet’s and our roasting process.

In addition to registered and pending trademarkscansider the packaging for our coffee beans {stimg of dark brown coloring with
African-style motif and lettering with a white banghning around the lower quarter of the bag) &eddesign of the interior of our stores
(consisting of dark wood fixtures, classic lightimganite countertops and understated color) tsttoag identifiers of our brand. Although we
consider our packaging and store design to be &agnour brand identity, we have not applieddgister these trademarks and trade dress,
and thus cannot rely on the legal protections dédrby trademark registration.

Our ability to differentiate our brand from thodeoar competitors depends, in part, on the streagthenforcement of our trademarks.
We must constantly protect against any infringeniigntompetitors. If a competitor infringes on oademark rights, we may have to litigate
to protect our rights, in which case, we may ingignificant expenses and divert significant atmmfrom our business operations.
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Information Systems

The information systems installed at Psetfe used to manage our operations and increagedtuctivity of our workforce. We belie'
our advanced point-of-sale system increases storkuptivity, provides a higher level of serviceouar customers and maintains timely
information for performance evaluation. Our registeave touch screen components and full poinatef-sapability. In 2002, we
implemented a Peet’s cash card in our retail stanelswebsite that will, in the future, allow usrtplement additional customer loyalty
programs. In 2002, during the rollout of our dirstidre delivery system in the grocery channel,mglémented a grocery order entry and
invoice system with handheld capability that allavws route sales representatives to provide seandenformation on the spot. In 2003, we
implemented business intelligence software to bstipport and analyze our business in all chanfre004 we deployed an integrated labor
and scheduling system in our retail stores to impnaroductivity and customer service.

Our website, www.peets.com, is hosted at our caedneadquarters in Emeryville, California. All wé@b applications are built on
Microsoft ASP with in-house development. We offelt-functioning e-commerce and our website is indtgd with our call center for access
to orders placed at both locations. Online delivargfirmation is provided by United Parcel Sendeal the United States Postal Service. Our
website contains several customer-centered furesaoh as Express Buy (which stores customer-spéstt of favorite coffee and other
items), multiple “ship-to” capability on a singldlpextensive coffee search and product matchamgl, a special tool that allows customers to
manage the timing and shipment of their coffeetaadrders. Website and call center system funalityrare designed to accommodate the
need for customers to place repeat orders or atitorders delivered on a pre-set schedule. Wegdesli our website to provide fast, easy
and effective operation when navigating and shappim our website. We have dedicated informatiohrietogy employees and marketing
staffers for website maintenance, improvement, idgveent and performance.

Employees

As of February 25, 2005, we employ a workforce 427 people, approximately 389 of whom are consididull-time employees. We
consider our relationship with our employees tgbed. Since 1979, we have provided full benefitalk@mployees who work at least 21
hours per week and have worked with us for a minintime period. We continue to offer competitive bfits packages to attract and retain
valuable employees.

Government Regulation

Our coffee roasting operations and our retail stame subject to various governmental laws, regulgst and licenses relating to
customs, health and safety, building and land aiseé ,environmental protection. Our roasting faciktygubject to state and local air-quality
and emissions regulation. If we encounter diffi@stin obtaining any necessary licenses or comglviith these laws and regulations, then:

. The opening of new retail locations could be detaye

. The operation of existing retail locations or oaffee roasting operations could be interrupted; or

. Our product offerings could be limited.

We believe that we are in compliance in all mategapects with all such laws and regulations #atl we have obtained all material

licenses that are required for the operation oftauginess. We are not aware of any environmengaillatons that have or that we believe will
have a material adverse effect on our operations.
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Executive Officers of the Registrant
Set forth below is information with respect to tlemes, ages, positions and offices of our execoffieers as of February 25, 2005.

Age
Name Position
Patrick J. ( Dea 43  Chief Executive Officer, President and Direc
Thomas P. Cawle 44  Chief Financial Officer, Vice President and Seane
James E. Grime 49  Vice President, Operations and Information Syst
Peter B. Mehrber 46  Vice President, Business Development, General Goamsl Assistant Secrete
Bruce E. Schrode 45  Vice President, General Manager Re

Patrick J. O’Deahas served as Chief Executive Officer, Presidedtaana director since May 2002. From April 199%#arch 2001, he
was CEO of Archway/Mother’s Cookies and Mother'«€& Cookie Company. From 1995 to 1997, Mr. O’'Deas\vthe Vice President and
General Manager of the Specialty Cheese DivisioBtefla Foods. From 1984 to 1995, he was with Rra&tGamble, where he marketed
several of the company’s snack and beverage brands.

Thomas P. Cawlelyas served as Chief Financial Officer since JugR@rom August 2000 to June 2003, he was at Gapskrving as
Chief Financial Officer, Gap Brand. From 1986 toglist 2000, Mr. Cawley was at PepsiCo/Yum Brandsr{ésly Tricon Global
Restaurants), holding various positions such asdbor of Finance, Vice President—Controller, ande€Rinancial Officer; Pizza Hut.
Previous to 1986, Mr. Cawley was with The Quakers@ompany and General Foods.

James E. Grimelas served as Vice President of Operations andnaftion Systems since July 2002. In August 2001,B4imes
founded Supply Chain Consulting, where he provisiggbly chain management expertise. From 1998 t&,28®was Senior Vice President
of Operations at Archway/Mother’s Cookies. Previgusir. Grimes held various positions at Mother'aké and Cookie Company, Frito Lay
and Procter & Gamble.

Peter B. Mehrberdpas served as Vice President since 1997. He hasdsdire Company in several roles, including Vicesiktent,
Business Development and Vice President, Reald&atat has also served as General Counsel sinoen8spt1994. From July 1994 to June
1997, Mr. Mehrberg was our Director of Real Est8tefore joining Peet's, Mr. Mehrberg held in-hoysssitions at CMC Heartland Partners,
a real estate investment company, and Catellus|Bawvent Corporation, a real estate development eompMr. Mehrberg began his legal
career as an associate at Cooley Godward, a Sani§ta Bay Area based law firm.

Bruce E. Schrodenas served as Vice President since June 2003. ¢terently serving as Vice President, General Man&gtail and
was our Vice President of Specialty from June 2@0Banuary 2005. From December 2001 through Mag 208 was CEO for
HomeGain.com, Inc. an Internet based real estatgany. Prior to that, Mr. Schroder spent a combiogal of nearly 16 years with PepsiCo,
in finance, sales, marketing and general managerokss for Pepsi Bottling Group, Taco Bell, Pepsuftain Beverage, The North American
Coffee Partnership and SoBe. Mr. Schroder begaoaneer as a CPA with Arthur Andersen & Co and atswed as Executive Vice Presic
of Retail Marketing for Wells Fargo Bank.

ltem 2. Properties

Peet's headquarters are located in Emeryville f@alia, where the Company leases approximatelydiBs@juare feet of office and
production space in multiple locations, includimgsting and direct delivery fulfillment facilitiegVithin these facilities, we have 16,000
square feet devoted to general corporate and mtarhead and a call center for the home delivesiress. These leases expire in 2005 and
2006. We have options to extend the primary leapgiag in 2005 for an additional ten years. Weideat that in 2006 we will need additiol
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production and office space that will exceed ourent facilities. We are in the process of explgraiternatives including extending the
existing lease with additional leasing of productizvarehouse, and/or office space. Transitionirnglpction and/or office space would
increase ongoing occupancy and depreciation artd wils be incurred related to the associated move.

In 2004, we opened 17 new stores. Our retail looatare all company-owned and operated in leasddiés. Our stores are typically
located in urban neighborhoods, suburban shopgEntecs (usually consisting of grocery, specialtg s@rvice stores) and on high-traffic
streets.

The following table lists the number of retail Itioas as of January 2, 2005:

Number
Location
Northern Californie 56
Southern Californi: 21
Illinois 2
Oregon 4
Massachuseti 6
Washingtor 1
Texas 1
Colorado 1
Total 92
Item 3. Legal Proceedings

During 2004, the Company completed the payout @nisto a settlement approved by the Superior Gafuhte State of California,
County of Orange, related to two lawsuits filediagathe Company entitled Brian Taraz, et al vetReCoffee & Tea, Inc., and Tracy Coff
et al. vs. Peet’s Coffee & Tea, Inc. on FebruaryZZ®3 and March 7, 2003. These lawsuits allegestiagsification of employment position
and sought damages, restitution, reclassificatimhatorneysfees and costs. During 2003, the Company recorddduage of $2.7 million fc
the estimated payment of claims to eligible clagsniers, attorneys’ fees and costs, costs to aplairty claims administrator, as well as
applicable employer payroll taxes. During 2004 dabsn the final settlement, fees, and costs induthe Company recorded a benefit of
$565,000 to general and administrative expenséseaccompanying consolidated statements of opesati

In addition to the lawsuits described above, we fnay time to time become involved in certain legadceedings in the ordinary
course of business. Currently, the Company is nuztrey to any other legal proceedings that managebwieves would have a material
adverse effect on the financial position or resaftsperations of the Company.

ltem 4. Submission of Matters to a Vote of Security Holder:
No matters were submitted to a vote of our shadshelduring the quarter ended January 2, 2005.
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PART Il

Item 5. Market for Registrant’s Common Equity, Related Stockholder Matters and Isuer Purchases of Equity Securitie
Market for the Registrant’s Stock

The Company’s common stock is traded on the Nabiddipnal Market under the symbol “PEETThe following table sets forth, for tl
periods indicated, the high and low closing prifmsour common stock as reported on the NasdagphatiMarket for each quarter during the
last two fiscal years.

High Low

Fiscal Year Ended January 2, 2005

Fourth Quarte $27.1¢ $22.7(

Third Quartel $25.6¢€ $21.6¢€

Second Quarte $24.3¢ $21.0C

First Quartel $21.41 $16.2¢
Fiscal Year Ended December 28, 20(C

Fourth Quarte $20.9: $15.4¢

Third Quartel $23.1¢ $17.4%

Second Quarte $18.6( $15.4¢

First Quartel $16.7¢ $12.9¢

As of February 25, 2005, there were approximatély @gistered holders of record of the Companymrmon stock. On February 25,
2005, the last sale price reported on the Nasdaigmd Market for the common stock was $24.66 pers.

Dividend Policy

We have not declared or paid any dividends on apital stock since 1990. We expect to retain atyréuearnings to fund the
development and expansion of our business. Thexef@ do not anticipate paying cash dividends arcommon stock in the foreseeable
future.

Use of Proceeds from Sales of Registered Securities

We completed our initial public offering of our camn stock in January and February 2001 pursuaamRegistration Statement on
Form S-1 initially filed on October 13, 2000, adsequently amended (the “Registration Statemehtl® (No. 333-47597). As of February
25, 2005, the total net proceeds of $17.8 millimmf the offering had been used for debt reduction.

We completed our secondary public offering of camenon stock in April 2002 pursuant to a Registratitatement on Form S-3
initially filed on March 27, 2002, as subsequetigended (the “Registration Statement” (File No.-83885). Net proceeds from the offer
were $41.0 million. As of February 25, 2005, altloé net proceeds were invested in interest-beadr§) government, agency and municipal
obligations. We expect that our use of proceeds fitte offering will conform to the intended usepobceeds as described in our prospectus
dated April 19, 2002, except that the proceeds haen invested in interest-bearing, U.S. governpaggncy, municipal and guaranteed
student loan obligations until required for workicapital purposes.

Issuer Purchases of Equity Securities

The following table sets forth all purchases magledor any “affiliated purchaser” as defined indi0b-18(a)(3) of the Exchange Act
of the Company’s common stock during 2004.

Period

May 3- May 30, 2004

August 2—- August 29, 200-
August 3C- September 26, 20(
September 2—- October 31, 200

Total

(@)
Total Number of
Shares Purchased (:

9,48¢
84,59¢
114,05(
28,36:

236,49t

(b)
Average Price
Paid per Share (1

21.8¢
21.81
22.5%
22.7:

054 B P PP

22.21

(©)
Total Number of
Shares Purchase!
as Part of Publicly
Announced Plans
or Programs (1)

9,48¢
84,59¢
114,05(
28,36:

236,49t

(d)
Maximum Number
of Shares that May
Yet Be Purchased
Under the Plans ot

Programs (1)

990,51¢
905,91
791,86
763,50

763,50
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(1) Represents purchases made by the Company puitsuts stock purchase program. On February @@42the Company’s Board of
Directors authorized the company to purchase upQanillion shares of Peet’'s common stock and thm@any announced its plan on
February 12, 2004 on Form 8-K. The Company expgeatsake purchases from time to time on the operketat prevailing market
prices or in negotiated transactions off the mau

ltem 6. Selected Financial Date
The table below shows selected consolidated firdudeita for our last five fiscal years. Our fisgahr is based on a 52 or 53 week year
and ends on the Sunday closest to the last dagdember.

The following selected consolidated financial dgttauld be read in conjunction with our consoliddtedncial statements and related
notes and “Management’s Discussion and Analysiimdncial Condition and Results of Operations” unigld elsewhere in this report.

Selected Consolidated Financial Data
(in thousands, except per share data)

Year
2004 2003 2002 2001 2000

Statement of Operations Data
Net revenue $145,68: $119,81¢ $104,07: $94,40( $84,30:
Cost of sales and related occupancy expe 67,18¢ 54,96! 48,14¢ 45,35} 40,65¢
Operating expense 48,53( 38,75 33,22: 30,61" 28,07:
Marketing and advertising expens 3,77¢ 4,52¢ 4,55¢ 4,812 6,06¢
Depreciation and amortization expen 5,79¢ 4,89( 4,56¢ 5,03¢ 4,57¢
General and administrative expen 7,262 9,19z 6,732 6,24: 5,89:
Income (loss) from operatiol 13,13 7,49¢ 6,852 2,33: (9649)
Interest income (expense), | 922 1,167 54C (429 (2,907
Income (loss) before income tax 14,05¢ 8,65¢ 7,392 1,904 (2,877
Income tax (provision) benet (5,270 (3,48)) (2,73 (749 59¢€
Net income (loss $ 878 $ 517¢ $ 4,651 $ 1,158  $(2,27Y
Net income (loss) per shal

Basic $ 0.6¢€ $ 041 $ 04< $ 0.1f $ (0.50

Diluted $ 0.62 $ 03¢ $ 0.4C $ 0.14 $ (0.50
Shares used in calculation of net income (losskhare:

Basic 13,30¢ 12,58¢ 10,91¢ 7,941 4,51¢

Diluted 13,95: 13,23¢ 11,627 8,217 4,51¢
Balance Sheet Data:
Cash and cash equivalel $ 11,35¢ $ 30,26: $ 7,57 $ 2,71¢ $ 1,59¢
Working capital (deficit 16,041 44,48t 22,49¢ 3,31t (2,859
Total asset 127,88¢ 110,45! 95,14¢ 41,40¢ 39,72:
Borrowings under line of crec — — — 1,96¢ 4,24¢
Current portion of lon-term borrowings — 3 46¢ 513 2,037
Long-term borrowings, less current porti — — 424 89t 14,54«
Total shareholde’ equity 109,12 95,23 80,50¢ 28,77( 9,161
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Item 7. Managemen’s Discussion and Analysis of Financial Condition ahResults of Operations

You should read the following discussion and ansliysconjunction with our consolidated financidéht&ements and related notes
included elsewhere in this report. Except for hisl information, the discussion below containsafard-looking statements within the
meaning of Section 21E of the Securities ExchamtjefA1934.

Company Overview and Industry Outlook

Peet’s is a specialty coffee roaster and markétesh, deep-roasted whole bean coffee sold thirongltiple channels of distribution
for home and office enjoyment. Founded in Berke@glifornia in 1966, Peet's has established a loyatomer base with strong brand
awareness in California. Our national expansicaitatyy is based on the sale of whole bean coffesuitiple channels of distribution
including grocery, home delivery, office and res#ani accounts and company-owned stores througheutnited States. Our current
expansion strategy is focused in the western UrStetes, where we have strong customer awarengsadtyland brand affinity.

We expect the specialty coffee industry to contitaugrow. We believe that this growth will be fuglley continued consumer interest in
high quality coffee and related products.

Our operations are vertically integrated. We pusehiaigh quality Arabica coffee beans from countaiesind the world, and we utilize
our artisan-roasting technique to bring out théimisive flavor of our coffees. Because roastedamfs perishable, we are committed to
delivering our coffee under the strictest freshretaadards. As a result, we do not stock or inugmoasted coffee. We roast to order and
fresh coffee daily to our stores and customersti©@baf purchasing, roasting, packaging and distiin of our coffee allows us to maintain
our commitment to freshness, is cost effective, @mthnces our margins and profit potential.

Our coffee, tea and related items are sold thrawghsegments as defined under Statement of Finlaic@unting Standards (“SFAS”)
No. 131,Disclosures About Segment of Enterprise and Relatfedmation(*SFAS 131"). These segments are Company-operated r
outlets and specialty sales, consisting of homizelsi (on-line and mail order), grocery, food seevand office. We evaluate segment
performance primarily based on revenue and segaparating income.

The Company’s adoption of SFAS No. 123(Bhare-Based PaymefiSFAS 123(R)”) beginning July 4, 2005 is expectedave a
significant effect on our 2005 financial statemeManagement is still evaluating the methodologgt assumptions for valuing share-based
payments. The amount of expense that will be reizegrin our financial statements will be dependenthese decisions. We also have
300,000 options outstanding subject to accelergtiomisions based on stock price appreciationrit result in expense recognition in
periods earlier than anticipated. Since the Compesyused share-based payments broadly acrossmtiyees, these expenses will be
reported in cost of sales, operating, and genaghbaministrative expenses.

Critical Accounting Policies and Estimates

The preparation of financial statements in confoymiith generally accepted accounting principleguiees the appropriate application
of certain accounting policies, many of which requis to make estimates and assumptions abouéfetents and their impact on amounts
reported in our financial statements and relatddsi&ince future events and their impact cannalebermined with certainty, the actual
results will inevitably differ from our estimateSuch differences could be material to the finanstalements.

We believe our application of accounting policiasd the estimates inherently required thereinrgasonable. These accounting
policies and estimates are periodically reevalyaad adjustments are made when facts and circapestalictate a change. Historically, we
have found our application of accounting policedé appropriate, and actual results have notrdiffenaterially from those determined us
necessary estimates.
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Our accounting policies are more fully describetlote 2 “Summary of Significant Accounting Policiés the “Notes to the
Consolidated Financial Statements,” included elsrimn this report. We have identified the follogicritical accounting policies:

Inventory. Raw materials consist primarily of green bean @fféinished goods include roasted coffee, tea,ssote products,
spices and packaged foods. All products are vadti¢ite lower of cost or market using the firstfirgt-out method, except green
bean and roasted coffee, which is valued at theageecost. We continually evaluate the compositioour coffee related
merchandise and mark down such inventory as ne€iadhistorical inventory writ-offs have been immaterie

Intangibles and other assets.During 2002, we entered into a contractual agre¢mvéh Safeway, a national grocery chain, to
sell Peets coffee through its grocery stores. We began sigpguring the third quarter of 2002. The agreenirecitided an upfror
payment to Safeway that we recorded in intangidtesother assets and was amortized as a reduétiememue based upon
estimated sales during the contract period. Thisuarhwas fully amortized as of January 2, 2(

Long-lived assets. In evaluating the fair value and future benefitéoofg-lived assets, we perform an analysis of titecgpated
undiscounted future net cash flows of the related)lived asset and reduce their carrying valuéghbyexcess, if any, of the result
of such calculation. We believe at this time ti&t fon¢-lived assel carrying values and useful lives continue to berayppate.

Accrued worker compensation. In March 2002, we modified our workers’ compengaiizssurance policy to a high deductible
insurance program with an overall program ceilimgninimize exposure. We began recording an estuingbility for the self-
insured portion of the workers’ compensation claiiirfse liability of $1.6 million recorded as of Jamy 2, 2005 is determined
based on information received from our insuraneearaincluding claims paid, filed and reserved &md historical experience.
Should a greater amount of claims occur comparedhttt is estimated or the settlement costs incrbagend what was
anticipated, the recorded liability may not be might.

Accrued litigation. During 2004, the Company completed the payout @untsto a settlement approved by the Superior Gafurt
the State of California, County of Orange, relatetvo lawsuits filed against the Company entitB¥thn Taraz, et al vs. Peet'’s
Coffee & Tea, Inc., and Tracy Coffee, et al. veetReCoffee & Tea, Inc. on February 25, 2003 andadiar, 2003. These lawsuits
alleged misclassification of employment position @aought damages, restitution, reclassificationattatneys’ fees and costs.
During 2003, the Company recorded a charge of 82libn for the estimated payment of claims to #dlg class members,
attorneys’ fees and costs, costs to a third-pdatyns administrator, as well as applicable emplgagroll taxes. During 2004,
based on the final settlement, fees, and costsrietuthe Company recorded a benefit of $565,0Qktwral and administrative
expenses on the accompanying consolidated statemioperations. There is no remaining liabilitgagsded as of January 2,
2005.

Income taxes In establishing deferred income tax assetdiabhdities, we make judgments and interpretatibased on enacted

tax laws and published tax guidance applicabléstoperations. We record deferred tax assets ahilities and evaluate the need
for valuation allowances to reduce deferred tagtss® realizable amounts. Changes in our valuatidhe deferred tax assets or

changes in the income tax provision may affecaisual effective income tax rate. As of the datehefissuance of this report, we
are concluding an Internal Revenue Service aulditae to our 2002 tax return and do not expectifsigmt adjustments

Hedge accounting. We have in the past used coffee futures and optmhedge price increases in price-to-be-fixedemff
purchase commitments and anticipated coffee pueshdhese derivative instruments qualify for healgeounting. If these
derivative instruments did not qualify for hedge@mting, we would have to record the changeserfdir value of the derivative
instruments directly to earnings. See “ltem 7A. @itative and Qualitative Disclosures about MaRetk” and Note 12 “Hedging
Activities” in the“Notes to Consolidated Financial Statem” included elsewhere in this repc
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. Stock-Based CompensationWe have chosen to account for stock-based awarspboyees using the intrinsic value method
under Accounting Principles Board Opinion No. 28counting for Stock Issued to Employéefrmation about the impact on «
operating results of using the alternative of SBES 123,Accounting for Stock-Based Compensatianincluded in Note 2
“Summary of Significant Accounting Policies” and fddl0 “Stock Option and Employee Purchase PlangtigrfNotes to
Consolidated Financial Statements,” included elss/in this report. The Company’s adoption of SB¥& 123(R) beginning
July 4, 2005 is expected to have a significanto¢fée our 2005 financial statemer

. Lease accounting correction. Like other companies in the retail industry, Pestsently reviewed its accounting practices and
policies with respect to leasing transactions.dwaihg this review, we have corrected an error infmior lease accounting
practices to: a) record rent expense starting erétte we have the right to occupy the leased psgpg® conform the lease term
used in calculating straight-line rent expense whthterm used to amortize improvements on leasgukepty; and c) straight-line
rent expense using the minimum stated escalati@muamThe total adjustment was $768,000 of whichdJ00 related to prior
periods. The result of this correction is primatidyaccelerate the recognition of rent expense iucgltain leases. As the correct
relates solely to accounting treatment, it doesafffect historical or future cash flows or the timgiof payments under the related
leases. It does not have a material effect on Peatrent or prior years’ earnings per share, éash operations and shareholders’

equity.
Business Segments

Our coffee and related items are sold through pleléhannels of distribution that are considergrhsste segments under SFAS No.
131. These channels provide broad market exposure empak purchasers of fresh roasted whole bean eo¥fée are indifferent as to where
consumers purchase our coffees and teas, and ddtiatvour specialty and retail segments are sigtergHowever, we also recognize that
economics of our specialty business and retaiestare different enough that we have chosen tatrépam as separate channels. Therefore,
we currently have two reportable segments, congjgif:

. Our retail stores; and

. Specialty sales, which consist of sales to homwahgl customers, sales to grocery stores, restharahfood service companies
and office account:

We believe growth opportunities exist in all thebannels. Our expansion is focused geographiaadtyby segment. Our first priority
to develop the western U.S. markets where we alrbade a presence and have higher customer awardfeswill continue to open new
stores in strategic locations that meet our denpigeaprofile in these markets, make our coffeeserwpadly and conveniently located in
grocery stores, and partner with distributors amuganies who share our passion for quality andhfress and are willing and able to execute
accordingly in the food service and office envir@am In future years, we also will penetrate nemdstic markets and channels that we
believe can support the sale of specialty coffabamtinue to explore opportunities internationally

Business Categories

In addition to our reportable segments, we measurdusiness by monitoring the volume and revemawip of two distinct business
categories:

. Whole bean coffee and related products, consistippyoducts for home brewing, tea and packagedspadd

. Beverages and pastries.

We believe these business categories are usefiuiderstanding our results of operations for théogsrpresented because we operate
our stores and record sales through these two@étsgOur stores are primarily
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designed to facilitate the sale of fresh whole beffee. The format of our stores replicates tlia specialty grocer. Beans are freshly
scooped from bins under the counter, weighed onteotop scales and hand packed into branded bagddition, our stores are also
designed to encourage customer trial of our cdffieeugh coffee beverages. Each store has a bevbeaagkat is dedicated to the sale of
prepared beverages and artisan baked pastries.

Results of Operations

The following discussion on results of operationsudd be read in conjunction with “Item 6. Selec@uhsolidated Financial Data,” the
consolidated financial statements and accompanyatgs and the other financial data included elsesvimethis report. Our fiscal year is
based on a 52 or 53 week year. The fiscal year endise Sunday closest to the last day of December.

2004 2003 2002
Statement of operations data as a percent of netvenue:
Net revenue 100.% 100.(% 100.(%
Cost of sales and related occupancy expe 46.1 45.¢ 46.2
Operating expenst 33.2 32.2 31.¢
Marketing and advertising expens 2.€ 3.8 4.4
General and administrative expen 5.C 7.7 6.5
Depreciation and amortization expen 4.C 4.1 4.4
Income from operatior 9.C 6.2 6.5
Interest income, ne 0.€ 1.C 0.5
Income before income tax 9.€ 7.2 7.C
Income tax provisiol (3.6) (2.9 (2.6)
Net income 6.C% 4.3% 4.4%
Percent of net revenue by business segme
Retail store: 68.% 71.€% 75.2%
Specialty sale 31.1 28.4 24.¢
Percent of net revenue by business categor
Whole bean coffee and related prodt 59.2% 60.1% 60.1%
Beverages and pastri 40.¢ 39.¢ 39.¢
Cost of sales and related occupancy expenses asacent of segment revenue:
Retail store: 45.2% 45.5% 45.1%
Specialty sale 47.¢ 47.32 48.C
Operating expenses as a percent of segment revenue:
Retail store: 38.7% 35.5% 35.2%
Specialty sale 21.4 24.¢ 22.1
Percent increase (decrease) from prior yeai
Net revenue 21.% 15.1%
Retail store: 17.1 9.5
Specialty sale 32.¢ 32.1
Cost of sales and related occupancy expe 22.2 14.2
Operating expense 25.2 16.€
Marketing and advertising expens (16.€) (0.6
General and administrative expen (21.0 36.€
Depreciation and amortization expen 18.5 7.C
Selected operating data
Number of retail stores in operatic
Beginning of the perio 75 65 60
Store opening 17 10 5
Store closure 0 0 0
End of the perios 92 75 65
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2004 Compared with 2003
Net revenue

Net revenue for 2004 increased 21.6% versus 2083 @sult of continued expansion of our retail apécialty sales segments and the
impact of an extra week in fiscal year 2004. Traéase from the same 52 weeks was 19.4% as tteevestrtk accounted for 2.2%. Sales of
whole bean and related products increased 19.888@@ million. Sales from beverages and pastrieeased 24.2% to $59.4 million. A key
element of our multi-channel strategy emphasizesé#tes of whole bean coffee and related prodAsta. result, we continued to derive a
majority of our net revenue from the sale of whodan coffee and related products. For 2004, whede lzoffee and related products as a
percent of net revenue was 59.2%, slightly dowmf&903.

In the retail segment, revenue increased 17.1% aoedo 2003, or 14.9% without the 8@eek, primarily as a result of increased s
from the 27 new stores we opened in the last tvewsyand growth in the existing stores. Sales oflevhean coffee and related products in
retail segment increased by 7.9% to $42.1 millighile sales of beverages and pastries increas@d 890 to $58.3 million. The increase in
beverage and pastry sales was primarily causedlbyg at the stores we opened in 2003 and 2004dsed traffic in our existing stores, ar
revamped pastries program that emphasized ourroessbfavorites. The slower growth in whole bead ezlated products was due to
cannibalization of bean sales in retail stores asnereased the availability of Peet’s coffee inggry stores and the lower mix of whole bean
sales in our new stores. During 2004, we openetbhdf 17 stores compared to 10 in 2003. As plouo goal of accelerating sales growth to
at least 20% for 2005 and beyond, we will open axiprately 20 to 25 stores in 2005, all of themtia tvestern United States.

In the specialty sales segment, revenue increga®&@Bcompared to 2003, or 30.8% without thedsgek. The $11.2 million increase
consisted primarily of a $7.3 million increase mocery sales and a $1.9 million increase in salesstaurants and food service companies.
The increase in both grocery and food service cblesales was primarily due to sales to new acconatadded as well and continued strong
growth in our existing accounts. In grocery, weedl800 new stores during the year, bringing thebarmof grocery stores selling Peet’s
coffee to 3,500. In the food service area, we $elely added new accounts such as San Francisemhtional Airport and the Omni Hotel in
Orlando. Sales to the home delivery channel, whicludes online and mail order, grew 12.1% compaoe2D03 as we continued to
emphasize loyalty programs that reward customerssubscribe to our recurring order programs. Iritamd office coffee sales increased
17.8% primarily due to our effort to expand distititrships and the stabilizing office populatiorttas job market and the economy recover.

Cost of sales and related occupancy expenses

Cost of sales and related occupancy expenses tofgioduct costs, including manufacturing costat and other occupancy and
hedging costs. As a percent of net revenue, castles increased from 45.9% in 2003 to 46.1% im2@ to the cumulative adjustment of
$0.8 million, or 0.5% of net revenue, related sk accounting. This adjustment, which increasedpancy expenses, was the result of our
review of our lease accounting initiated by a letédeased on February 7, 2005 by the SEC. Upaeweof all of our leases, we determined
that our previous methods of accounting for retidlays and specific rent escalation terms werdmatcordance with generally accepted
accounting principles. This correction does notactghe company’s historic or future cash flowls timing or amount of lease payments.
This increase as a percent of net revenue wasalbadifset by negotiated cost savings, waste rédas, and by the retail price increase we
took at the end of October.

Green coffee is our largest single cost of sales.dé/not purchase coffee on the commodity markettsprice movements in the
markets do impact the price we pay. Over the pashenths, the commaodity cost for
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coffee has risen. We currently have fixed pricechase commitments to meet our production needalifof 2005 and a portion of 2006 and
therefore we do not believe cost of sales will &@ase due to higher coffee prices in the short-tefowever, sustained coffee cost increases
could negatively impact our future cost of sales.

In the retail segment, cost of sales and relatedpancy expenses as a percent of revenue wekefkais the prior year due to several
offsetting items. The lease accounting charge as@d cost by 0.8%. The impact of opening more nieses which have higher occupancy
cost on a lower sales base, increased cost by 0.B&se increases were slightly offset by bettetevamnagement and the price increase.
Better waste management of pastries and packagstg m our existing stores lowered costs by 1.TB&. price increase, which affected
coffee, beverages and tea, lowered cost of sales laglditional 0.4%. In the specialty segment, obsales increased 0.6% as a percent ¢
revenue compared to the prior year due to chamggslés mix.

Operating expenses

Operating expenses as a percent of net reven@®@ar increased compared to 2003 primarily dueeaaflening of new stores, partially
offset by leverage gained in the specialty segment.

In the retail segment, operating expenses as &ipeot sales increased by 3.2% to 38.7%. The isereas due to a 1.9% increase from
opening 27 new stores in the last two years. Newestgenerally have higher operating expensesadiesver sales volume and startup costs.
The remaining increase was due to investments iinat&ining, recruiting and real estate personaeupport store growth. In addition,
operating expenses were also higher due to inatdsesgth insurance, workers’ compensation coveaageequipment and building
maintenance expenses.

As a percent of revenue, specialty operating exgredscreased 2.9% as we leveraged the relatiwelgt Giperating structure in all areas.
The leverage gained was primarily due to implememaosts incurred in 2003 for the DSD system.

Marketing and advertising expenses

For 2004, marketing and advertising expenses deetdeecompared to the prior year. We focus our mendketforts primarily on new
store openings and retaining existing customeaiirhome delivery channel. The Company does litbelia advertising, with most efforts
focused on in-store and direct-to-consumer margedimd acquiring new grocery customers.

General and administrative expenses

General and administrative expenses decreased 2&r@2.0 million, as compared to 2003. The de@eess due to the net difference
of $4.0 million associated with the wage and hewrduit and severance expenses. In 2003, we rec&lédnillion for these costs. In 2004,
after the settlement was final and paid, we rexe#e6 million of the remaining reserve and recdrde offset to general and administrative
expenses. The impact on expenses as a perceneoluewas a decrease of 0.4% to 5.0% in 2004, mimtteease of 2.8% to 7.7% in 2003.
Offsetting the impact of these charges were inegasgeneral and administrative expenses for tmests in headcount to support our
growth and higher audit and consulting fees to dgmyith the requirements of the Sarbanes-Oxley #&Q@002.

Depreciation and amortization expenses

Depreciation and amortization expenses increasd0d primarily due to the stores we opened du2ib@4 and 2003. This increase
partially offset by certain assets becoming fuklypreciated during the year.
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Investment income, net

We invest excess cash in interest-bearing, U.Semgwrent, agency, municipal and guaranteed studantdbligations. Investment
income includes interest income and gains fronsttie of these instruments. For 2004, investmeminmecdecreased $0.2 million, resulting
from prior year gains of $0.3 million compared tmne this year, offset by minimal increases in ieséincome on similar cash and market:
securities balances.

Income tax provision

This year’s corporate income tax rate was 37.5%uge40.2% in the prior year. Our effective rate veaiiced primarily by the removal
of the 2003 valuation allowance on federal andcestharitable contribution carryforwards and theliarefit provided by shifting more of our
investments into federal and state tax-exempt g&urWe anticipate our effective tax rate to ppraximately 39.0% in 2005.

2003 Compared with 2002
Net revenue

Net revenue for 2003 increased versus 2002 asult ofsontinued expansion of our retail and spegisales segments, mostly in the
western United States. Sales of whole bean antkdetaoducts increased 15.0% to $72.0 million. Salem beverages and pastries increased
15.3% to $47.8 million. Whole bean coffee and egdgtroducts as a percent of net revenue was 6@ Bt 2003 and 2002.

In the retail segment, revenue increased 9.5% credpa 2002 primarily as a result of increasedssatem 15 new stores we opened
during 2002 and 2003 and growth in existing stoBades of whole bean coffee and related produdtseimetail segment increased by 2.8% to
$39.1 million, while sales of beverages and pasiriereased by 15.9% to $46.7 million. The incread®everage and pastry sales is primarily
due to the introduction, during the second quadenew iced drinks and a revamped bar menu thahasized many of our customer
favorites. The slower growth in whole bean andteglgproducts was due to cannibalization of beagssalretail stores as we increased the
availability of Peet’s coffee in grocery storesgdhe slower maturation of whole bean sales in stnes. During 2003, we opened a total of
10 stores, an increase of 5 from 2002.

In the specialty sales segment, revenue increastteaesult of our continued focus on the groeeny food service channels. The $8.3
million increase consisted primarily of a $5.9 ol increase in grocery sales and a $2.1 milli@mease in sales to restaurants and food
service companies. The increase in the groceryrefiaales was primarily due to sales to approxim@&@00 new stores we added during
last 15 months. During the second half of 2002adeed approximately 1,200 Safeway stores, 860eoh tim the western United States. In
2003, we added approximately 1,200 points of diigtion, primarily in the western United States tigb multi-location chains such as
Albertsons, Ralph’s, and Whole Foods Market. Thaulght the total number of grocery stores sellirgt® coffee to over 2,700 at the end of
2003. The increased sales were also driven bydinsition, during the first quarter, to a DSD systevhere our own route sales
representatives replaced warehouse distributiolm wétekly store delivery. We believe the DSD sysersures freshness through proper
rotation and weekly delivery, optimizes store sfiediem assortments, achieves proper shelf spaddémaproves free-standing display levels,
thus increasing the unit sales in each grocergstorthe restaurant and food service channekdles increase was primarily due to new
accounts added last year and earlier this year asi€hmni Hotels. Sales to the home delivery andeffhannels grew 4.1% primarily due to
more emphasis on loyalty programs and the stahginiffice population as the job market and the eoonbegan to recover. Sales to kiosks
and licensed partners, representing 1.4% of netnes, were down 15.1% primarily due to our Japaensed Partner ceasing its retail
operation.

Cost of sales and related occupancy expenses

Cost of sales and related occupancy expenses tohgi®duct costs, including manufacturing coetsit and other occupancy and
hedging costs. Cost of sales increased by 14.28apity as a result of the increase in
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net revenue and the addition of 10 new stores. pereent of net revenue, cost of sales decreased46.3% to 45.9% due higher retail
revenue, which benefited from higher price poirdaarated from new iced drinks and a revamped baungpecialty sales costs decrease
a percent of net revenue as compared to the peigr gue to a favorable sales mix.

Operating expenses

Operating expenses for 2003 increased as compa2DR as we grew our business. Operating expassapercent of net revenue
increased primarily due to the opening of new st@med the transition to a DSD system to suppomvtirén our grocery channel.

In the retail segment, operating expenses as &ipeot sales increased by 0.3% to 35.5%. The iseraas due to a 0.7% increase from
opening 15 new stores in the last 18 months andpadmlly offset by a 0.4% improvement in our éixig store operation. New stores
generally have higher operating expenses due terleales volume and higher startup costs, includioge activities to drive sales. The
improvement in existing operation was mainly duéete@raging our sales growth.

Our focus on growing the specialty sales segmepe@ally grocery, led to an increase in specisdiigs operating expenses as a percen
of segment revenue. The factors contributing tanbeease included the continued upgrade and addifi sales staff and an increase in
distribution costs in the grocery channel. In tingt fquarter of 2003, we implemented our DSD sysigth dedicated route sales
representatives delivering our product to grocéoyes weekly. This increased our operating expeimstt®e areas of payroll, the associated
commission and vehicle expenses. The startup gifabes was completed by the second quarter. Ir820€ had approximately 50 DSD roi
sales representatives, of which 34 were full-tireet®® employees.

Marketing and advertising expenses

For 2003, marketing and advertising expenses wssengially in line with the prior year. Our 2002 6s had been to attract new
customers in our new retail stores and in the gyockannel. We were able to leverage marketing esgeein other channels.

General and administrative expenses

General and administrative expenses increased 3@5%$2.5 million, as compared to 2002. The inceeaas due to a $2.7 million
charge related to the settlement of a wage andlhwsuit and $0.7 million in severance expensestedlto the departure of two veteran
executives. These charges, taken in the third eyagduced our full year diluted earnings pershigr$0.16. The increase was partially of
by the restructuring of the executive bonus progaah reduced expenses in the areas of stock pfamtration and proxy statement
preparation related activities.

Depreciation and amortization expenses
Depreciation and amortization expenses increas2a08 primarily due to the five stores we openedndpthe last five months of 2002
and the ten stores we opened in 2003. This incaseartially offset by certain assets becomitiy fiepreciated during the year.
Investment income, net
We invest excess cash in interest-bearing, U.Semgwrent, agency, municipal and guaranteed studantdbligations. Investment
income includes interest income and gains fronstie of these instruments. For 2003,
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investment income increased $0.6 million due toftileyear impact of income earned from the proseefdour 2002 public offering as
compared to seven months in 2002.

Income tax provision

The 2003 corporate income tax rate was 40.2% v&B186 in the prior year. Our taxable income wakiced primarily by the tax
benefit provided by the exercise of stock optiond acceleration of depreciation of fixed assetsdrmpurposes. These tax benefits reduced
our ability to release the valuation allowance edefral and state charitable contribution carryfadsan the current year, thus, increasing our
tax rate.

Liquidity and Capital Resources

At January 2, 2005, we had a total of $63.4 milliocash and cash equivalents and marketable sesuliVe had $16.0 million of
working capital at January 2, 2005.

Net cash provided by operations was $18.3 milllo2004 compared to $16.3 million in 2003. Operatingh flows were positively
impacted in 2004 by increased net income offsadthgr changes in working capital.

Net cash used in investing activities was $39.0ionilin 2004. Investing activities primarily relate the purchase of marketable
securities, totaling $23.7 million net of maturitiand sales, and property and equipment. Capipanshitures totaling $15.3 million included:

. $10.1 million used for the buildout of new storesl @@model of existing stores;
. $2.7 million used for food service kiosks, grocdigplays and other equipment for specialty sales;
. $1.7 million used for manufacturing plant capaeibd additional machinery; and

. $0.8 million used for website development, inforimatechnology support systems, and other soft@atehardware to support
our growing infrastructure

Net cash provided by financing activities was $ilion in 2004. Financing activities in 2004 cosisid primarily of $6.9 million in
exercise of stock options by employees offset ley@Gbmpany’s purchase of $5.3 million of its comnstck.

Subsequent to year-end, we terminated our credlitfawith General Electric Capital Corporatioratiprovided for a revolving line of
credit of $15.0 million. See Note 6 “Borrowings”time “Notes to Consolidated Financial Statemernitgfuded elsewhere in this report.

Our 2005 capital expenditures are expected to tvedesm $16.0 and $17.0 million. Approximately $&051.0 million is expected to
used for the opening of 20 to 25 new retail sted®duled for 2005 and expenditures for new siarpeogress for 2006. The remaining is
expected to be used for the remodeling of existioges, equipment for the grocery channel, infoionatiechnology enhancements and
investments in our roasting plant.

We are exploring capacity and office space needgeasontinue to grow our business. Our primarydeas our corporate office and
plant facilities expires in 2005 and we have anarpto extend the lease for an additional ten yeales believe that in 2006 we will need
additional production and office space that wilte&d our current facilities. We are in the proadssxploring alternatives including
extending the existing lease with additional leghproduction, warehouse, and/or office space e®feect that a move in 2006 could
increase our capital requirements by $6.0 to $8ldom
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The following table summarizes the Company’s cartral obligations and the timing and effect thattsaommitments are expected to
have on the Company’s liquidity and capital requieats in future periods as of January 2, 2005h@usands):

Payments Due by Period
(in thousands)

Less than 4- After
Contractual obligations Total 1 year 1-3 years 5 years 5 years
Equipment operating leas $ 234 ¢ 838 $ 13 $ 16 $ —
Retail store operating leas 34,75¢ 7,44¢ 12,04: 7,57¢ 7,69(
Fixec-price coffee purchase commitme 24,95( 18,01¢ 6,931 — —
Total contractual cash obligatio $59,94: $25,55¢ $19,10¢ $7,592 $7,69(

For the next twelve months, we expect our cashdlfram operations and cash and marketable seauritibe sufficient for our
operating and capital requirements, our share peprogram and our contractual obligations as¢beye due.

Inflation

We do not believe that inflation has had a matémglact on our results of operation in recent yeldmvever, we cannot predict what
effect inflation may have on our results of openasiin the future.

Recent Accounting Pronouncements

In March 2004, the Emerging Issues Task Force (FEJTeached a consensus on Issue No. OBag, Meaning of Other-Than-
Temporary Impairments and Its Application to Canthivestment§'EITF 03-1"), but subsequently delayed the rectigniand measurement
provisions. For reporting periods beginning aftane) 15, 2004, only the disclosure requirementsifailable-for-sale securities and cost
method investments are required. Our adoptionefiiaclosure requirements did not have a signifieffiect on our financial statements.

In December 2004, the Financial Accounting Stansl@&alard (“FASB”)issued SFAS 123(R). FAS 123(R) requires companiés)tuse
fair value to measure stock-based compensationdsveard (2) cease using the intrinsic value metli@toounting as described in Note 2 of
the “Notes to Consolidated Financial Statementsrh@ensation cost based on the fair value of thecawdl be recognized over the period
during which an employee is required to provideviserin exchange for the award (usually the vestiegod). We expect to adopt the
Modified Prospective Application transition methioglginning July 4, 2005. We are currently evaluatingvaluation methodology and
forfeiture rates, as well as various compensatimategies and have not determined the effect amdyteriod financial statements. We do not
believe that the adoption of SFAS 123(R) will havsignificant impact on other matters or busineastjres, but will have a significant
impact on our financial statements.

In November 2004, the FASB issued SFAS No. 1&dentory Costs (“SFAS 151"), an amendment of Accounting Rese&ualetin
No. 43, Chapter 4, to clarify the accounting fonatmal amounts of idle facility expense, freighantling costs, and wasted material. 1
statement requires that abnormal expenses be rizedgn the current period and also introducesctivcept of “normal capacity” to require
the allocation of fixed production overhead to intggy based on the normal capacity of the prodadéeilities. The statement is effective
the fiscal period beginning July 4, 2005 and wendbbelieve that the adoption of SFAS 151 will havagnificant effect on our financial
statements.

In December 2004, the FASB issued SFAS No. Ex8hanges of Nonmonetary Assgt'SFAS 153”) an amendment of Accounting
Principles Board Opinion No. 29. SFAS 153 replabesexception from fair value measurement for simplroductive assets with that for
exchanges of nonmonetary assets that do not hawmercial substance. The statement is effectivéhi®fiscal period beginning July 4, 2C
and we do not believe that the adoption of SFASW#ihave a significant effect on our financiahttments.
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ltem 7A.  Quantitative and Qualitative Disclosures about Marlet Risk

We invest excess cash in interest-bearing, U.Semgonent, agency, municipal and guaranteed studantdbligations. These financial
instruments are all subject to fluctuations of ylaiterest rates. Therefore our investment pourfidiexposed to market risk from these
changes.

The supply and price of coffee are subject to §icgmt volatility and can be affected by multipkcfors in the producing countries,
including weather, political and economic condisom addition, green coffee bean prices have bffested in the past, and may be affected
in the future, by the actions of certain organmasi and associations that have historically attethfil influence commodity prices of green
coffee beans through agreements establishing egpotas or restricting coffee supplies worldwide.

We currently use fixed-price purchase commitmdmis$,in the past have used and may potentiallyeérfaiture use coffee futures and
coffee futures options to manage coffee supply@ice risk.

Fixed-Price Purchase Commitments

We enter into fixed-price purchase commitmentsrifeoto secure an adequate supply of quality gceéiee beans and fix our cost of
green coffee beans. These commitments are madestiblished coffee brokers and are denominateldSndollars. As of January 2, 2005,
we had approximately $25.0 million in open fixguiced purchase commitments with delivery dategirsg from February 2005 through Ji
2007. We believe, based on relationships estalliglilh our suppliers that the risk of non-delivery such purchase commitments is low.

Coffee Futures and Futures Options

We may use coffee futures and futures optionsdaae the price risk of our coffee purchase requérsthat we cannot make or have
not made on a contractual basis. These instrunaeaetsaded on the New York Coffee, Sugar & Cocoeharge. We use these futures and
options solely for financial hedging purposes aadan take actual delivery of the coffee tradedhmnexchange. These derivative instruments
qualify for hedge accounting. The effective portafrthe gains and losses are accounted for astiorecosts and are recorded as expense or
income when the related coffee is sold. The ingffeqortion is recorded as an expense or inconmeadiately. The extent of our coffee
futures and coffee futures options positions atgimgn time depends on the amount of coffee we lsanéracted to purchase, the amount of
coffee qualified for hedge accounting and geneilket conditions and trends. Our hedging positemesonly placed by the Chief Financial
Officer through one brokerage firm that we beliéwée reputable. As of January 2, 2005, we heldaffee futures or futures options. We |
no outstanding positions at January 2, 2005 or Dbee 28, 2003. We do not hold or issue derivatisgruments for trading purposes.
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RISK FACTORS
We may not be successful in the implementation ofio business strategy or our business strategy mayhbe successful, either of
which will impede our growth and operating results.

Our business strategy emphasizes expansion throutitple channels of distribution. Currently, oetail stores, which generated ne
69% of our 2004 net revenue, continue to be an itapbelement of our business. We do not know wdretre will be able to successfully
implement our business strategy or whether oumlegsi strategy will be successful. Our ability tpliement this business strategy is
dependent on our ability to:

. Market our products on a national or internatistle and over the internet;

. Enter into distribution and other strategic arrangets with third party retailers and other potdrtistributors of our coffee;
. Increase our brand recognition on a national atetriational scale;

. Identify and lease strategic locations suitablenfaw stores; and

. Manage growth in administrative overhead and digtion costs likely to result from the planned engian of our retail and non-
retail distribution channel:

Our revenue may be adversely affected if we failrtplement our business strategy or if we divesbreces to a business strategy that
ultimately proves unsuccessful.

Because our business is highly dependent on a siagiroduct, specialty coffee, if the demand for spéity coffee decreases, our
business could suffer.

Sales of specialty coffee constituted nearly 84%uwf2004 net revenue. Demand for specialty caffedfected by many factors,
including:

. Consumer tastes and preferences;

. National, regional and local economic conditic

. Demographic trends; and

. Perceived or actual health benefits or risks.

Because we are highly dependent on consumer defomagecialty coffee, a shift in consumer prefeemaway from specialty coffee
would harm our business more than if we had morerdified product offerings. If customer demanddpecialty coffee decreases, our sales
would decrease accordingly.

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

We believe that maintaining and developing our Briarcritical to our success and that the imporasfdorand recognition may increi
as a result of competitors offering products simitaours. Because the majority of our retail staee located on the West Coast, primarily in
California, our brand recognition remains largedgional. Our brand building initiative involves ieasing the availability of our products ¢
opening new stores to increase awareness of ond farad create and maintain brand loyalty. If oanlrbuilding initiative is unsuccessful,
we may never recover the expenses incurred in aionewith these efforts and we may be unable ¢ogiase our future revenue or
implement our business strategy.

Our success in promoting and enhancing the Peetrsltwill also depend on our ability to provide tunsers with high quality products
and customer service. Although we take measurenguare that we sell only fresh roasted whole be#fee and that our retail employees
properly prepare our coffee beverages, we
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have no control over our whole bean coffee prodoote purchased by customers. Accordingly, custsmmaty prepare coffee from our wh
bean coffee inconsistent with our standards, staravhole bean coffee for long periods of timeeasall our whole bean coffee without our
consent, which in each case, potentially affectsinality of the coffee prepared from our produlftsustomers do not perceive our products
and service to be of high quality, then the valtiewsr brand may be diminished and, consequently ability to implement our business
strategy may be adversely affected.

Because our business is based primarily in Califoiin, a worsening of economic conditions, a decreaseconsumer spending or a
change in the competitive conditions in this markemmay substantially decrease our revenue and may a€rsely impact our ability to
implement our business strategy.

Our California retail stores generated 61% of dd@4£2net revenue and a substantial portion of themae from our other distribution
channels is generated in California. We expectdahatCalifornia operations will continue to generatsubstantial portion of our revenue. In
addition, our California retail stores provide ushwmeans for increasing brand awareness, buildirsjomer loyalty and creating a premium
specialty coffee brand. As a result, an economierdorn or other decrease in consumer spending lifo@aa may not only lead to a
substantial decrease in revenue, but may also selyampact our ability to market our brand, buildstomer loyalty, or otherwise implement
our business strategy.

Labor conditions in the grocery business could negizely impact our grocery business.

There have been grocery strikes in the past that hagatively impacted our grocery business aisdpibssible that future grocery
strikes in places where we have large distributiy adversely impact our grocery business.
If we are unable to continue leasing our retail loations or obtain leases for new stores, our existijnoperations and our ability to
expand may be adversely affected.

All of our 92 retail locations at year-end are eaded premises. If we are unable to renew thesedeaur revenue and profits could
suffer. In addition, we intend to lease other ps@miin connection with the planned expansion ofetail operations. Because we compete
with other retailers and restaurants for storessited some landlords may grant exclusive locatiomsir competitors, we may not be able to
obtain new leases or renew existing leases on tafdepgerms. This could adversely impact our reeegnowth and brand building initiatives.

Because we rely heavily on common carriers to shipur coffee on a daily basis, any disruption in theiservices or increase in shipping
costs could adversely affect our business.

We rely on a number of common carriers to delia#fez to our customers and retail stores. We censimhsted coffee a perishable
product and we rely on these common carriers toalefresh roasted coffee on a daily basis. We meveontrol over these common carriers
and the services provided by them may be intercupgea result of labor shortages, contract disputesher factors. If we experience an
interruption in these services, we may be unabghip our coffee in a timely manner. A delay inpging could:

. Have an adverse impact on the quality of the caffépped, and thereby adversely affect our braddr@putation;
. Result in the disposal of an amount of coffee tmatid not be shipped in a timely manner; and

. Require us to contract with alternative, and pdgsitore expensive, common carriers.

Any significant increase in shipping costs coulddo our profit margins or force us to raise priaekich could cause our revenue and
profits to suffer.
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We depend on the expertise of key personnel. If tee individuals leave or change their role within oucompany without effective
replacements, our operations may suffer.

The success of our business is dependent to adagree on our management and our coffee roastdrnsuachasers. If members of our
management leave without effective replacementsability to implement our business strategy cdaddmpaired. If we lost the services of
our coffee roasters and purchasers, our abiligotace and purchase a sufficient supply of higHityuzoffee beans and roast coffee beans
consistent with our quality standards could suffiereither case, our business and operations dmublitiversely affected.

We may not be able to hire or retain additional maagement and other personnel and our recruiting andraining costs may increase
as a result of turnover, both of which may increaseur costs and reduce our profits and may adverselynpact our ability to implement
our business strategy.

The success of our business depends upon oudbikitttract and retain highly motivated, well-dgtiatl management and other
personnel, including technical personnel and retaiployees. We face significant competition inrberuitment of qualified employees. Our
ability to execute our business strategy may sufffer

. We are unable to recruit or retain a sufficient bemof qualified employees;
. The costs of employee compensation or benefitease substantially; or

. The costs of outsourcing certain tasks to thirdypgroviders increase substantially.

We expend significant resources in training ougitehanagers and employees. During the past fewsyestail employee turnover has
been approximately 60% per year. If turnover insesawe may incur additional recruiting and tragniosts.

Because we have only one roasting facility, a sidicant interruption in the operation of this facili ty could potentially disrupt our
operations.

We have only one coffee roasting and distributixcility. A significant interruption in the operati®f this facility, whether as a result
a natural disaster or other causes, could signiigampair our ability to operate our business.mstwver, our roasting and distribution facility
and most of our stores are located near severalrmaajthquake faults. The impact of a major earkgon our facilities, infrastructure and
overall operations is difficult to predict and aarthquake could seriously disrupt our entire bussne

Our earthquake insurance covers net income, cangmormal operating expenses and extra expenseséu during the period of
restoration. However, in the event of a catastrophirthquake, our coverage is limited and we wnddr additional expenses.

We have a high deductible workers’ compensation insance program and more claims and higher costs fim these claims may
adversely affect our profit.

Our current workers’ compensation insurance progeamodified selfasured program with a high deductible with an allgsrogran
ceiling to limit exposure. The California workempensation environment has been unpredictableagittinually increasing costs in the
past five years. The majority of our business i€aiifornia, therefore, we are exposed to the smereased costs. Additionally, we have had
to estimate our liability for existing claims whosetcome is uncertain. While we believe our resene¢hodology on these claims is
appropriate today, unfavorable development inahésa will also affect any open claims that weredfibeginning March 2002, the date we
transitioned to a high deductible program. Shoulglesmter amount of claims occur or the settlemestscincrease beyond what was
anticipated, our expenses could increase and ofitahility may decrease.
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Increases in the cost and decreases in availabiliof high quality Arabica coffee beans could impact our profitabilityand growth of our
business.

Green coffee is our largest single cost of sales.dé/not purchase coffee on the commodity marketsprice movements in the trading
of coffee do impact the price we pay. Over the pasimonths, the commodity cost for coffee hasrrisgoffee is a trade commaodity and, in
general, its price can fluctuate depending on:

. Weather patterns in coffee-producing countries;
. Economic and political conditions affecting coffeeducing countries;
. Foreign currency fluctuations; and

. The ability of coffee-producing countries to agte@xport quotas.

If the cost of our green coffee beans increasesalaay of these or other factors impacting us tieglg, we many not be able to pass
along those costs to our customers because obthpetitive nature of the specialty coffee industfyve are unable to pass along increased
coffee costs, our margin will decrease and ourifatofity will suffer accordingly. If we are not &bto purchase sufficient quantities of high
quality Arabica beans due to any of the above factwe many not be able to fulfill the demand far ooffee, our revenue may decrease and
our ability to expand our business may also suffer.

Our roasting methods are not proprietary, so competors may be able to duplicate them, which could han our competitive position.

We consider our roasting methods essential toléiverf and richness of our roasted whole bean cafek therefore, essential to our
brand. Because we do not hold any patents foraasting methods, it may be difficult for us to pratcompetitors from copying our roast
methods. If our competitors copy our roasting mdtheohe value of our brand may be diminished, aadnay lose customers to our
competitors. In addition, competitors may be abldévelop roasting methods that are more advameaddur roasting methods, which may
also harm our competitive position.

Competition in the specialty coffee market is intese and could affect our profitability.

Competition in the specialty coffee market is bemanincreasingly intense as relatively low barrigergntry encourage new competit
to enter the specialty coffee market. Our wholenbszecialty coffee competes with several majoromati brands, such as Gevalia (Kraft
Foods), Green Mountain Coffee, llly Caffé, Millsi(Procter & Gamble), Seattle’s Best (Starbucksl) Starbucks, as well as numerous
smaller, regional brands. In addition, we compatirectly against all other coffee brands on theketa A number of nationwide coffee
marketers, such as Kraft Foods, Procter & GambieNestlé, are distributing premium coffee brandsupermarkets. These premium coffee
brands may serve as substitutes for our whole beff@e. In addition to competing with other distribrs of whole bean coffee, we compete
with retailers of prepared beverages, includindesvhouse chains, such as Starbucks and The (Béfme & Tea Leaf, numerous
convenience stores, restaurants, coffee shopstieeed gendors. If we do not succeed in effectiwdfferentiating ourselves from our
competitors or our competitors adopt our stratedren our competitive position will be weakened.

Despite competing in a fragmented product categehple bean specialty coffee brands are being kstt@ across multiple
distribution channels. Several competitors havenlzggyressive in obtaining distribution in specigtgcery and gourmet food stores, through
online and mail order and in office, restaurant foatl service locations. We have only recently begupenetrate these channels. Other
competitors may have an advantage over us basttkmrearlier entry into these distribution chasnel

Many of these new market entrants may have sulistigrgreater financial, marketing and operatingagrces than us. In addition, mi
of our existing competitors have substantially ¢geéinancial, marketing and operating resources tis.
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Lawsuits and other claims against the company maydaersely affect our profitability.

We may from time to time become involved in certieigal proceedings in the ordinary course of bussnsuch as the two lawsuits filed
in 2003 against us entitled Brian Taraz, et alReet’'s Coffee & Tea, Inc., and Tracy Coffee, eval Peet’s Coffee & Tea, Inc. In
investigating any claims against the Company oeéihg any allegations, we may incur legal feettleseent fees, damages or remediation
expenses that may harm our business, reducingateg and adversely affecting our profitability.

Adverse public or medical opinion about caffeine mgharm our business.

Our specialty coffee contains significant amouritsadfeine and other active compounds, the hedfdtes of some of which are not
fully understood. A number of research studies katecor suggest that excessive consumption of ic&fimay lead to increased heart rate,
nausea and vomiting, restlessness and anxietyespn, headaches, tremors, sleeplessness angadieese health effects. An unfavorable
report on the health effects of caffeine or ott@mnpounds present in coffee could significantly ithe demand for coffee, which could
harm our business and reduce our sales and profits.

Adverse publicity regarding customer complaints mayharm our business.

We may be the subject of complaints or litigatioonf customers alleging beverage and food-relateelsises, injuries suffered on the
premises or other quality, health or operationalceons. Adverse publicity resulting from such adiéggns may materially adversely affect us,
regardless of whether such allegations are truehether we are ultimately held liable.

Item 8. Financial Statements and Supplementary Dat

All information required by this item is included pages F-1 to F-21 in Item 15 of this annual reporForm 10-K and is incorporated
in this item by reference.
ltem 9. Changes in and Disagreements with Accountants on Agunting and Financial Disclosure

None.

ltem 9A. Controls and Procedures
Conclusion regarding the Effectiveness of DisclosarControls and Procedures

We conducted an evaluation, under the supervigidnnth the participation of our management, inatgdour Chief Executive Officer
and our Chief Financial Officer, of the effectiveseof the design and operation of our disclosur¢rots and procedures, as such term is
defined under Rule 13a-15(e) of the SecuritiesExghange Act of 1934, as amended (the Exchange Bagted on the foregoing, our Chief
Executive Officer and Chief Financial Officer comgéd that our disclosure controls and proceduree efective as of the end of the period
covered by this annual report.

Management’s Report on Internal Control over FimgrReporting required by this item is includedpage F-2 in Item 15 of this
annual report on Form 10-K and is incorporatedis item by reference.

Item 9B.  Other Information
None.
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PART 1lI

Item 10. Directors and Executive Officers of the Registran

Information respecting continuing directors and nwes of the Company is set forth under the captibection of Directors” in the
Company’s proxy statement relating to its 2005 AairMieeting of Stockholders (the “Proxy Statemeatiyl is incorporated by reference into
this annual report on Form 10-K. The Proxy Statemeéihbe filed with the Securities and Exchangen@nission in accordance with Rule
14a-6(c) promulgated under the Securities Exch@mg®f 1934, as amended (the “Exchange Act.”). Wiith exception of the foregoing
information and other information specifically inporated by reference into this annual report FbéaK, the Proxy Statement is not being
filed as a part hereof. Information respecting exige officers of the Company is set forth at Rart this Report.

Information respecting compliance with Section }&fathe Exchange Act is set forth under the capt®ection 16(a) Beneficial
Ownership Reporting Compliance” in the Proxy Stagatrand is incorporated by reference into this ahreport on Form 10-K.
ltem 11.  Executive Compensatior

Information concerning executive compensation negliby Item 11 is set forth under the captions ‘tExiwe Compensation,” “Stock
Option Grants and Exercises,” “Employment Agreerseahd “Compensation Committee Interlocks” in thexy Statement and is
incorporated by reference into this annual reporEorm 10-K.
ltem 12.  Security Ownership of Certain Beneficial @vners and Management and Related Stockholder Matter

Information concerning security ownership of certbeneficial owners and management required by 1t2ris set forth under the
caption “Security Ownership of Certain Beneficiak@ers and Management” and “Our Equity IncentivenBlan the Proxy Statement and is
incorporated by reference into this annual reporEorm 10-K.
Item 13.  Certain Relationships and Related Transaains

Information concerning certain relationships ardteal transactions required by Item 13 is set farttler the captions “Employment
Agreements” and “Certain Transactions” in the Pr8kgtement and is incorporated by reference insoathnual report on Form 10-K.
ltem 14.  Principal Accounting Fees and Service

Information concerning principal accounting feed aprvices required by Item 14 is set forth underdaption “Proposal 2—
Ratification of Selection of Independent Auditons’the Proxy Statement and is incorporated by esfes into this annual report on Form 10-
K.
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PART IV

Item 15.  Exhibits and Financial Statement Schedule
The following documents are filed as part of thisaal report on Form 10-K.

(a)(1) Index to Consolidated Financial Statements.

The following Consolidated Financial Statement®eét's Coffee &Tea, Inc. and its subsidiaries #eel fas part of this annual report on
Form 10-K:

Page
Managemer's Report on Internal Control over Financial Repay F-2
Report of Independent Registered Public AccourfEing F-3
Consolidated Balance Sheets as of January 2, 2tBbacember 28, 20( F-4
Consolidated Statements of Income for the YeareBidénuary 2, 2005, December 28, 2003 and Dece2@b2002 F-5
Consolidated Statements of Sharehol' Equity for the Years Ended January 2, 2005, Dece@®e2003 and December 29, 2( F-6
Consolidated Statements of Cash Flows for the Yeaded January 2, 2005, December 28, 2003 and Dese?f), 200: F-7
Notes to Consolidated Financial Statem F-8

(a)(2)Index to Financial Statement Schedule.

Schedules are omitted because they are not apleljaadt required or because the required informasgdncluded in the Consolidated
Financial Statements or Notes thereto.

(a)(3) Listing of Exhibits

Exhibit Description
3.1 Amended and Restated Articles of Incorporatic
3.2 Amended and Restated Bylaw:
4.1 Form of common stock certificate
10.1 Amended and Restated 1993 Stock Option Plan.
10.2 1994 California Stock Option Plan. (1
10.3 1997 Equity Incentive Plan and form of Stock Opthgreement. (1)
10.4 Pee’s Operating Company, Inc. Savings and Retiremext.F1)*
10.5 2000 Equity Incentive Plan and form of Stock Optigreement. (1)
10.6 2000 Nor-Employee Director Plan and form of Stock Option égment. (1)’
10.7 2000 Employee Stock Purchase Plan and form of @fe(1)*
10.8 Pee’s Operating Company, Inc. Key Employee SeveranceftePlan. (2)*
10.9 Change of Control Option Acceleration Plan. (
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Exhibit

10.11

10.12

10.13

10.14

10.15

10.16

10.17

10.18

10.19

211
23.1
311

31.2

32.1
32.2

Description

Peets Operating Company, Inc. Key Employment Agreenfi@nPeter B. Mehrberg, Vice President, Businessdlyment an
General Counsel, dated as of January 4, 1999.pocated by reference to the Company’s annual repoFRorm 10-K for
the year ended December 28, 2003.

Peet's Operating Company, Inc. Key Employment Agreset for James E. Grimes, Vice President, Opermstionl Information
Systems, dated as of June 24, 2002. Incorporateefbsence to the Company’s annual report on FdifK for the year
ended December 28, 2003.

Peet's Operating Company, Inc. Key Employment Agreset for James A. Reynolds, Vice President, Roasten&meritus,
dated as of June 6, 2000. (.

Form of Indemnity Agreement between the registeemat each of its directors and officers. Incorpatdte reference to Exhibit
10.21 to the Compa’s annual report on Form -K for the year ended December 31, 2000.

Peet's Coffee & Tea, Inc. Key Employment AgreemfentPatrick J. O’'Dea, Chief Executive Officer, dats of May 6, 2002.
Incorporated by reference to Exhibit 10.17 to tlenPany’s quarterly report on Form 10-Q for the ¢tgraended June 30,
2002. (2)

Peet's Coffee & Tea, Inc. Amended and Restated 2aOEmployee Director Stock Option Plan and FofrStock Option
Agreement. Incorporated by reference to Exhibil@@o the Company’s quarterly report on FormQ@er the quarter ende
September 29, 2002. (

Peet’'s Coffee & Tea, Inc. Key Employment AgreenfenBruce E. Schroder, Vice President, General Manaf Retail, dated
as of June 9, 2003. Incorporated by reference okitx10.17 to the Company’s quarterly report omrd.0-Q for the
quarter ended June 29, 2003.

Peet's Coffee & Tea, Inc. Key Employment AgreemfenfThomas P. Cawley, Chief Financial Officer, ahées of June 25,
2003. Incorporated by reference to Exhibit 10.1#h®Company’s quarterly report on Form 10-Q far dfuarter ended
September 28, 2003. (

Nongqualified Deferred Compensation Plan dated Déegrh, 2003. Incorporated by reference to ExhiBiBQ to the
Compan’s quarterly report on Form -Q for the quarter ended March 28, 2004.

Subsidiaries of the registrani
Consent of Deloitte & Touche LLI

Certification of the Company’s Chief Executive @#f, Patrick O’'Dea, pursuant to Rule 13a-14(a) utite Securities
Exchange Act of 1934, as amend

Certification of the Company’s Chief Financial @#r, Thomas Cawley, pursuant to Rule 13a-14(a)uth&eSecurities
Exchange Act of 1934, as amend

Certification of the Compar's Chief Executive Officer, Patrick’ Dea, pursuant to Section 906 of Sarb-Oxley Act of 2002

Certification of the Company’s Chief Financial @#r, Thomas Cawley, pursuant to Section 906 of Bab-Oxley Act of
2002.

*  Incorporated by reference to the Registrantfedimation Statement on Form S-1 (File No. 333-4739B&d on October 13, 2000, as
subsequently amende

(1) Compensatory plan or arrangeme

(2) Management contrac
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SIGNATURES

Pursuant to the requirements of Section 13 or 1&f{the Securities Exchange Act of 1934, the regigthas duly caused this report to
be signed on its behalf by the undersigned, théoedmly authorized.

Date: March 16, 200 PeEeT’ sCoFrFee& T EA, I NC.

By: /sl PaTrICK J. C'D EA
Patrick J. O’'Dea
President and Chief Executive Officer

POWER OF ATTORNEY

KNOW ALL PERSONS BY THESE PRESENTS, that each pemsbose signature appears below constitutes anargppPatrick J.
O’Dea and Thomas P. Cawley and each of them, asugisand lawful attorneys-in-fact and agents, Withpower of substitution and
resubstitution, for him and in his name, place, steéd, in any and all capacities, to sign anyaihamendments to this report and to file the
same, with all granting unto said attorneys-in-fatl agents, and each of them, full power and aitytto do and perform each and every act
and thing requisite and necessary to be done ineattion therewith, as fully to all intents and pasps as he might or could do in person,
hereby ratifying and confirming all that said atteys-in-fact and agents, or any of them, or thehi® substitute or substitutes, may lawfully
do or cause to be done by virtue hereof.

Pursuant to the requirements of the Securities &xgé Act of 1934, this report has been signed bélpthe following persons on
behalf of the registrant and in the capacities@mthe dates indicated.

Signature Title Date

/s PaTRICK J. O'DEA President, Chief Executive Officer and Director March 16, 2005
(Principal Executive Officer)

Patrick J. O’'Dea

/s/ THomAsP. CAWLEY Vice President, Chief Financial Officer and March 16, 2005
Secretary (Principal Financial and Accounting
Thomas P. Cawley Officer)
/s  JEAN-M ICHEL V ALETTE Chairman March 16, 2005

Jean-Michel Valette

/s/ GERALD B ALDWIN Director March 16, 2005
Gerald Baldwin

/sl HiLARY B ILLINGS Director March 16, 2005
Hilary Billings

/sl GORDONA. B OWKER Director March 16, 2005

Gordon A. Bowker

/sl  H.WIiLLIAM JESSE, JR. Director March 16, 2005

H. William Jesse, Jr.
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MANAGEMENT’'S REPORT ON INTERNAL CONTROL OVER FINANC IAL REPORTING

To our shareholders:

Our management is responsible for establishingnaaidtaining adequate internal control over finah@aorting, as such term is
defined in Exchange Act Rule 13a-15(f). The Compaimternal control system was designed to provasonable assurance to the
company’s management and board of directors reggttie preparation and fair presentation of publistinancial statements. All internal
control systems, no matter how well designed, liakrerent limitations. Therefore, even those systdaisrmined to be effective can provide
only reasonable assurance with respect to finastaéément preparation and presentation. Undesupervision and with the participation of
our management, including our Chief Executive @ffiand our Chief Financial Officer, and effecteddoy board of directors, we conducted
an evaluation of the effectiveness of our intermaitrol over financial reporting based on the fraroek in Internal Control—Integrated
Frameworkissued by the Committee of Sponsoring Organizatidrise Treadway Commission (“COSQ”). Based onexaluation under the
COSO framework, our management concluded thatrtarrial control over financial reporting was effeetas of January 2, 2005.

The Company’s independent registered public ac@ogifitm, Deloitte & Touche LLP, has audited managat’'s assessment of the
effectiveness of internal control over financighoeting as of January 2, 2005. Deloitte & TouchePld attestation report on management’s
assessment of internal control over financial répgis included herein.

March 10, 2005
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
To the Board of Directors and Shareholders Peeaifée€ & Tea, Inc.:

We have audited the accompanying consolidated balsineets of Peet's Coffee & Tea, Inc. and sub#dgidthe “Company”) as of
January 2, 2005 and December 28, 2003, and thedatansolidated statements of income, stockhdl@epsity and cash flows for each of
three years in the period ended January 2, 2005al¥éehave audited management’s assessment, iddludlee accompanyiniglanagemens
Report on Internal Control Over Financial Reporti, that the Company maintained effective internaitaa over financial reporting as of
January 2, 2005 based on criteria establishéatémnal Control—Integrated Framewoiksued by the Committee of Sponsoring
Organizations of the Treadway Commission. The Camijsamanagement is responsible for these finamtéements, for maintaining
effective internal control over financial reportjrand for its assessment of the effectivenesstefnal control over financial reporting. Our
responsibility is to express an opinion on thesarftial statements, an opinion on management'sss&at, and an opinion on the
effectiveness of the Company’s internal controlrdirancial reporting based on our audits.

We conducted our audits in accordance with thedstals of the Public Company Accounting OversighamioUnited States). Those
standards require that we plan and perform thet &amdbtain reasonable assurance about whethdindrecial statements are free of material
misstatement and whether effective internal cordvelr financial reporting was maintained in all evéal respects. Our audit of financial
statements included examining, on a test basideaee supporting the amounts and disclosures ifirthecial statements, assessing the
accounting principles used and significant estismatade by management, and evaluating the ovemahdial statement presentation. Our
audit of internal control over financial reportimgluded obtaining an understanding of internaltedrover financial reporting, evaluating
management’s assessment, testing and evaluatirtpiign and operating effectiveness of internatrobrand performing such other
procedures as we considered necessary in the dtanoes. We believe that our audits provide a redse basis for our opinions.

A company'’s internal control over financial repogiis a process designed by, or under the supenvidi the company’s principal
executive and principal financial officers, or pgmrs performing similar functions, and effected g tompany’s board of directors,
management, and other personnel to provide realassurance regarding the reliability of financ&dorting and the preparation of
financial statements for external purposes in ataoce with generally accepted accounting princigdesompany’s internal control over
financial reporting includes those policies andcgdures that (1) pertain to the maintenance ofrdscihat, in reasonable detail, accurately
and fairly reflect the transactions and disposgiofithe assets of the company; (2) provide redsersssurance that transactions are recordec
as necessary to permit preparation of financiaéstants in accordance with generally accepted atc@uprinciples, and that receipts and
expenditures of the company are being made ordg@ordance with authorizations of management amdtdirs of the company; and (3)
provide reasonable assurance regarding preventibmely detection of unauthorized acquisition, ,usedisposition of the company’s assets
that could have a material effect on the finansfatements.

Because of the inherent limitations of internaltcohover financial reporting, including the possti of collusion or improper
management override of controls, material misstatémdue to error or fraud may not be preventatbtacted on a timely basis. Also,
projections of any evaluation of the effectivenekthe internal control over financial reportingftdure periods are subject to the risk that the
controls may become inadequate because of chamgesdlitions, or that the degree of compliance Withpolicies or procedures may
deteriorate.

In our opinion, the consolidated financial statetegaferred to above present fairly, in all matenégpects, the financial position of the
Company as of January 2, 2005 and December 28, 20@3he results of its operations and its cashdlfor each of the three years in the
period ended January 2, 2005, in conformity witbcamting principles generally accepted in the UhBates of America. Also in our
opinion, management’s assessment that the Compaimgaimed effective internal control over finandieporting as of January 2, 2005 is
fairly stated, in all material respects, basedhandriteria established Internal Control—Integrated Framewoigsued by the Committee of
Sponsoring Organizations of the Treadway Commisdtonthermore, in our opinion, the Company mairgéirin all material respects,
effective internal control over financial reportiag of January 2, 2005, based on the criteria ksttald ininternal Control—Integrated
Frameworkissued by the Committee of Sponsoring Organizatifrise Treadway Commission

/s/ DELOITTE & TOUCHE LLP

Oakland, California
March 10, 2005
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PEET'S COFFEE & TEA, INC.

CONSOLIDATED BALANCE SHEETS
(In thousands, except share amounts)

December 2€

January 2,
2005 2003
ASSETS
Current assel
Cash and cash equivalel $ 11,35¢ $ 30,26!
Marketable securitie — 12,32¢
Accounts receivabl 4,13¢ 2,89(
Income tax receivabl — 34C
Inventories 12,61+ 10,72(
Deferred income taxe 1,40: 563
Prepaid expenses and otl 2,28( 1,77z
Total current asse 31,78¢ 58,87
Property and equipment, r 40,58¢ 32,32:
Intangible and other assets, 3,45¢ 2,684
Marketable securitie 52,057 16,57:
Total asset $127,88t¢ $ 110,45
LIABILITIES AND SHAREHOLDERS ' EQUITY
Current liabilities
Accounts payabl $ 571 $ 4,77C
Accrued compensation and bene 4,26¢ 4,157
Deferred revenu 2,39¢ 1,34¢
Accrued litigation expens — 2,34:
Income tax payabl 84C —
Other accrued liabilitie 2,532 1,77¢
Total current liabilities 15,74: 14,39:
Deferred income taxe 83¢ 10
Deferred lease credits and other I-term liabilities 2,182 81¢
Total liabilities 18,76: 15,22
Shareholder equity
Preferred stock, no par value; authorized 10,0@gb@res; none issu
Common stock, no par value; authorized 50,000,0@0es; issued and outstanding: 13,500,000 shares
and 12,983,000 shar 93,09: 87,80¢
Accumulated other comprehensive income (loss)phttx (152) 23
Retained earning 16,18¢ 7,40:
Total shareholde’ equity 109,12 95,23
Total liabilities and sharehold¢ equity $127,88¢ $ 110,45

See notes to consolidated financial statements.

F-4



Table of Contents

PEET'S COFFEE & TEA, INC.

CONSOLIDATED STATEMENTS OF INCOME
(In thousands, except per share amounts)

2004 2003 2002
Retail store: $100,44-. $ 85,76 $ 78,30(
Specialty sale 45,23¢ 34,05 25,77

Net revenu 145,68: 119,81¢ 104,07:

Operating expense
Cost of sales and related occupancy expe 67,18¢ 54,96 48,14¢
Operating expenss 48,53( 38,75 33,22
Marketing and advertising expens 3,77¢ 4,52¢ 4,55¢
Depreciation and amortization expen 5,794 4,89( 4,56¢
General and administrative expen 7,262 9,19: 6,732

Total operating costs and expen 132,55( 112,32( 97,22

Income from operatior 13,13: 7,49¢ 6,852

Interest incomt 1,00¢ 1,25] 66C

Interest expens (87) (88) (220

Income before income tax 14,05¢ 8,65¢ 7,392

Income tax provisiol 5,27( 3,481 2,73¢

Net income $ 8,78t $ 5,17¢ $ 4,651

Net income per shar
Basic $ 0.6€ $ 041 $ 0.4:
Diluted $ 0.6% $ 0.3¢ $ 0.4C

Shares used in calculation of net income per sl
Basic 13,30¢ 12,58¢ 10,91¢
Diluted 13,95 13,23¢ 11,627

See notes to consolidated financial statements.
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Balance at December 30, 20

PEET'S COFFEE & TEA, INC.
CONSOLIDATED STATEMENTS OF SHAREHOLDERS’ EQUITY

(In thousands)

Common Stock

Shares
Outstanding

8,272

Stock sold in public offering, net of expenses 3,13¢
Stock options exercised, including tax benefit 61C

Stock sold in Employee Stock Purchase
Program
Amortization of stock compensation

83

Unrealized losses on cash flow hedges, net

tax of $38

Less: reclassification of net losses on cash flow
hedges to cost of sales, net of tax of $252
Net unrealized loss on marketable securities

of tax of $133

Other comprehensive income
Net income

Balance at December 29, 2002

12,10¢

Stock options exercised, including tax benef 79¢

Stock sold in Employee Stock Purchase
Program
Amortization of stock compensation

82

Unrealized losses on cash flow hedges, net of

tax of $12

Less: reclassification of net losses on cash f
hedges to cost of sales, net of tax of $14
Net unrealized loss on marketable securities

of tax of $134

Other comprehensive loss
Net income

Balance at December 28, 2003

12,98:

Stock options exercised, including tax benef 66¢

Stock sold in Employee Stock Purchase
Programs
Amortization of stock compensation

84

Stock purchased in accordance with share

purchase program

(236)

Unrealized losses on cash flow hedges, net

tax

Less: reclassification of net losses on cash flow

hedges to cost of sales, net of tax o

Net unrealized loss on marketable securities

of tax of $117

Other comprehensive lo
Net income

Balance at January 2, 20

13,50(

Retained
Earnings/
Amount (Accumulated
Deficit)

$31,60¢ $ (2,4372)
41,03(
4,51
56€&
29C

4,657

$78,01¢« $ 2,22t
$ 8,87¢
727
191

5,17¢

$87,80¢ $ 7,40z
$ 9,33
1,13¢
87
(5,277)

8,78t

$93,00: $ 16,18

I

Accumulated

Other Total
Comprehensive Shareholders’ Comprehensive
Income/(Loss) Equity Income
$ (407) $ 28,77( $ 74€
I
41,03(
4,517
56€
29C
$ 66
37¢
227
672 672 $ 672
4,657 4,657
$ 26E $ 80,50« $ 5,32¢
I
$ 8,87¢
727
191
$ (20)
(21)
(202)
(242) (242) $ (242)
5,17¢ 5,17¢
$ 23 $ 95,23¢ $ 4,93¢
I
$ 9,33¢
1,13¢
87
(5,277)
$ _
3
17¢)
175) (a7%) $ (a7%)
8,78t 8,78t
$ (152) $ 109,12° $ 8,61(

See notes to consolidated financial statements.
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PEET'S COFFEE & TEA, INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS

(In thousands)

2004
Cash flows from operating activitie
Net income $ 8,78t
Adjustments to reconcile net income to net caskigea by operating activitie:
Depreciation and amortizatic 6,89¢
Tax benefit from exercise of stock optic 3,54¢
Amortization of discounted stock optio 87
Deferred income taxe 10=
Gain on investment (11)
Loss on disposition of assets and impairn 28¢€
Other 25C
Changes in other assets and liabilit
Receivable! (90€)
Inventories (1,899
Prepaid expenses and other current a: (507)
Other asset (92¢)
Accounts payable and accrued liabilit 1,25¢
Deferred lease credits and other I-term liabilities 1,36¢
Net cash provided by operating activit 18,33
Cash flows from investing activitie
Purchases of property and equipm (15,305
Proceeds from sales of property and equipr 9
Acquisition of intangible asse —
Proceeds from sales and maturities of marketalolersies 71,18(
Purchases of marketable securi (94,86¢)
Net cash (used in) provided by investing activi (38,989
Cash flows from financing activitie
Purchase of common sto (5,277
Net proceeds from issuance of common s 6,92¢
Bank overdraft: 96
Repayments of del ©)]
Net cash provided by financing activiti 1,74C
Change in cash and cash equival (18,907
Cash and cash equivalents, beginning of pe 30,26:
Cash and cash equivalents, end of pe $ 11,35¢
Supplemental cash flow disclosur
Cash paid for
Interest $ 22
Income taxe: 44C

See notes to consolidated financial statements.
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2003 2002
$ 5,17¢ $ 4,657
5,79t 5,251
3,52¢ 1,25¢
191 29C
(127) 1,141
(294) 27)
2 11
89 374
(129 (1,956)
287 (2,062)
(237) (211)
397 (1,530)
1,54¢ 4,33
93 89
16,30¢ 11,61(
(9,965 (9,316)

3 -

— (35)
97,91t 229,38
(86,76%) (269,16¢)
1,19¢ (49,139
6,08( 44,86
(88¢) (2,482)
5,19- 42,37
22,69 4,85¢
7,572 2,71¢
$ 30,26: $ 7,57
$ 8 $ 48
— 2,05(
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PEET'S COFFEE & TEA, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. History and Organization

Peet’s Coffee & Tea, Inc., a Washington corporat{tite “Company”), sells fresh roasted coffee, hsglécted tea, and related
merchandise in several distribution channels, iidg grocery, home delivery, food service and efficcounts and company-operated retalil
stores. At January 2, 2005 and December 28, 2863Cbmpany operated 92 and 75 retail stores, régplycin California, Colorado,
lllinois, Oregon, Massachusetts, Texas and Wasbimgt

2. Summary of Significant Accounting Policies

Principles of Consolidation—The consolidated financial statements includesiteounts of the Company and its subsidiaries. All
significant intercompany transactions have beenirfited in consolidation.

Use of Estimates—The preparation of financial statements in confrwith accounting principles generally acceptedhe United
States of America (“GAAP”) requires management ekeestimates and assumptions that affect thetezshamounts of assets and liabilities
and disclosures of contingent assets and liaksldiethe date of the financial statements andgperted amounts of revenues and expenses
during the reporting period. Actual results coulitfied from those estimates.

Reclassifications—Certain reclassifications have been made to gears’ financial statements in order to conformhwite current
yeal's presentation.

Year End—The Company’s year end is the Sunday closest teiber 31. The year ended January 2, 2005 inclo8eeeeks. The
years ended December 28, 2003 and December 29,2f108ed 52 week:

Cash and Cash Equivalents-The Company considers all liquid investments witiginal maturities of three months or less to asic
equivalents.

Inventories—Raw materials consist primarily of green bean@effFinished goods include roasted coffee, te@saocy products,
spices, and packaged foods. All products are veadti¢ite lower of cost or market using the firstfirst-out method, except green bean and
roasted coffee, which is valued at the average cost

Property and equipmerare stated at cost. Depreciation and amortizatiemexorded on the straight-line method over thienesed
useful lives of the property and equipment, whighge from 3 to 10 years. Leasehold improvementam@tized using the straight-line
method over the lesser of the estimated usefublifine term of the related lease, consistent thighperiod used for recognizing rent expense
and deferred lease credits, which range from Dtgehrs.

Intangibles and other asseiaclude lease rights, contract acquisition costpadits, and restricted cash. Lease rights represgment:
made to lessors and others to secure retail lotetiod are amortized on the straight-line methed the life of the related lease from 5 to 15
years. Intangibles, primarily lease rights, subfeamortization were $653,000 and $809,000, necofimulated amortization, at Januar
2005 and December 28, 2003, respectively. Theeglatcumulated amortization was $2,100,000 andt81000 at January 2, 2005 and
December 28, 2003, respectively. Amortization esgdior 2004, 2003, and 2002 was $156,000, $203080246,000, respectively. Future
amortization expense for 2005 through 2009 is estohat $123,000, $118,000, $112,000, $112,000$26d,000, respectively. Contract
acquisition costs represent a payment made taaereto obtain distribution for a specified periotitime and was amortized as a reduction of
revenue over the contract period. This amount whg &mortized as of January 2, 2005. Restricteshaz $2,624,000 and $1,056,000 as of
January 2, 2005 and December 28, 2003, respectieglyesents collateral for the Company’s high d&ble workers’ compensation policy.
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PEET'S COFFEE & TEA, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)

Investment Policy—Marketable securities are classified as availabteséle and are recorded at fair value. Any urzedligains and
losses are recorded in other comprehensive inctimeg) (Gains and losses are due to fluctuationmsténest rates and are considered
temporary impairments as management has the iatehability to hold the securities to maturity. Jsnuary 2, 2005, investments are
classified as long-term as management believes#sit needs will be met with cash flows from openst

Impairment of Long-Lived Assets~The Company evaluates the recoverability of itgjlived assets whenever events or changes in
circumstances have indicated that the carrying amoilits assets might not be recoverable. If dievalue is less than the carrying amout

the asset, a loss is recognized for the differeAndmpairment loss of $280,000 was recorded du2i®@4. No charges were recorded during
2003 or 2002.

Accrued Compensation and BenefitsBeginning in March 2002, the Company modifiedwisrkers’ compensation insurance policy to
a high deductible program with an overall progragititg to minimize exposure. The Company begannading an estimated liability for the
self-insured portion of the workers’ compensatitairgs. The liability is determined based on infotimia received from the Company’s
insurance adjuster including claims paid, filed aeserved for, as well as using historical expeger\s of January 2, 2005 and Decembel
2003, we had $1,648,000 and $1,136,000 accrueddders’ compensation.

A summary of the accrual activity is as follows {frousands):

Balance a
Additions Balance
Beginning Charged ta at end of
Claims
of Period Expense Paid Period
Accrual related to worke’ compensatiol

Year ended January 2, 20 $ 1,13¢ $ 1,18¢ ($677) $1,64¢
Year ended December 28, 2C 703 792 (359) 1,13¢
Year ended December 29, 2C — 792 (89 703

Revenue Recognitior—Net revenue is recognized at the point of satiatCompany-operated retail stores. Revenue frarniafjty
sales, consisting of whole bean coffee sales thirtnagne delivery, grocery, food service and officeaunts, is recognized when the product
is received by the customer. Revenue from stor&gevaards, gift certificates and home delivery ambesl payments is recognized upon
redemption or receipt of product by the customeastCreceived in advance of product delivery ismes in “Deferred revenue” on the
accompanying consolidated balance sheet. All rex®@we recognized net of any discounts. Saleswetre insignificant. The Company

establishes an allowance for estimated doubtfub@mis based on historical experience and currentl§, which management believes are
appropriate.

The Company records shipping revenue in net reveflue Company recorded shipping revenue of $2,029$1,726,000, and
$1,617,000 related to online and mail order andigjtg sales in 2004, 2003, and 2002, respectively.

A summary of the allowance for doubtful accountassollows (in thousands):

Balance a

Additions . Balance

Beginning Charges tc :xgtg?{::r at end of

of Period Expense Period

Allowance for doubtful account

Year ended January 2, 20 $ 54 $ 37 ($2) $ 89
Year ended December 28, 2C 75 16 (37 54
Year ended December 29, 2C 58 162 (14%) 75

F-9
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PEET'S COFFEE & TEA, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)

Cost of sales and related occupancy experaassist primarily of coffee and other product cokltalso includes plant manufacturing
(including depreciation), freight and distributioasts. Occupancy expenses include rent and redageehses such as utilities.

Preopening costs— Costs incurred in connection with the start-ug promotion of new store openings are expensedcasred.

Hedging Activities—The Company may use coffee futures and optiohetiye price increases in price-to-be-fixed coffeipase
commitments and anticipated coffee purchases. Tdeseative instruments qualify for hedge accouptimder Statement of Financial
Accounting Standards (“SFAS”) No. 138¢counting for Derivative Instruments and Hedgirgivities. See Note 12. The Company does not
hold or issue derivative instruments for tradingpmses.

Fair Value of Financial Instruments—The carrying value of cash and equivalents, red#es and accounts payable approximates fair
value. Marketable securities are recorded at falme. The fair value of futures contracts is theant at which they could be settled, base!
estimates obtained from dealers. At January 2, 20@5December 28, 2003 there were no open futargsacts. See Note 12.

Advertising costsre expensed as incurred. Advertising expense #&8&,000, $3,136,000, and $2,775,000 in 2004, 2403 2002,
respectively.

Deferred Lease Credits-Certain of the Company'’s lease agreements prdeidstated scheduled rent increases during the ¢étime
lease. Rent is expensed on a straight-line basistbe lease term, beginning with the Compamight to occupy the space, which may or |
not coincide with the commencement of the leasthdforiginal lease term is less than the Compaawtiipated rental period, one or more
stated option terms are included in the straigig-tomputation in order to match the scheduledpenod with the lives of leasehold
improvements. During the fourth quarter of 2004, @ompany corrected certain errors with respeits ioterpretation of GAAP resulting in
additional cost of sales and occupancy expens&ef$,$00, of which the amount related to prior ye$#r4 9,000, was determined to be
immaterial and previously reported financial stagats have not been restated. The error resultethgly from the use of the lease
commencement date, rather than the date the contaahthe right to occupy the space, and the usieeddriginal lease term, without
renewals, in computing the period over which taigtnt-line rent payments.

Income Taxes—Income taxes are accounted for using the assetability method, under which deferred tax assetd liabilities are
determined based on the difference between thadiabstatements and tax bases of assets andtiegbiising enacted tax rates currently in
effect.

Recently Issued Accounting Standares In March 2004, the Emerging Issues Task Force (FE) Teached a consensus on Issue No.
03-1, The Meaning of Other-Than-Temporary Impairtaemd Its Application to Certain Investments (“EIU3-1"), but subsequently
delayed the recognition and measurement proviskemsteporting periods beginning after June 1542@@dly the disclosure requirements for
available-for-sale securities and cost method iimeests are required. The Company’s adoption otlteelosure requirements did not have a
significant effect on its financial statements.

In November 2004, the FASB issued SFAS No. 1&dentory Cost§*SFAS 151”),an amendment of Accounting Research Bulletin
43, Chapter 4, to clarify the accounting for abnalramounts of idle facility expense, freight, hanglcosts, and wasted material. This
statement requires that abnormal expenses be rizedgn the current period and also introducesctivcept of “normal capacity” to require
the allocation of
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PEET'S COFFEE & TEA, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)

fixed production overhead to inventory based omitenal capacity of the production facilities. T¢tatement is effective for the fiscal period
beginning July 4, 2005 and the Company does nagvaethat the adoption of SFAS 151 will have a Bigant effect on its financial
statements.

In December 2004, the FASB issued SFAS No. Ex8hanges of Nonmonetary Asg6&FAS 153"), an amendment of Accounting
Principles Board Opinion No. 29. SFAS 153 replabesexception from fair value measurement for @imglroductive assets with that for
exchanges of nonmonetary assets that do not hawmercial substance. The statement is effectivéhi®fiscal period beginning July 4, 2C
and the Company does not believe that the adopfi@rAS 153 will have a significant effect on itsancial statements.

In December 2004, the Financial Accounting Stansl@&adiard (“FASB”) issued SFAS No. 123(FBhare-Based PaymefiSFAS 123
(R)"). SFAS 123(R) requires companies to (1) useviaue to measure stock-based compensation aveadi§2) cease using the intrinsic
value method of accounting used by the Company.@nsation cost based on the fair value of the awdrdthe recognized over the period
during which an employee is required to provideviserin exchange for the award (usually the vestiagod). The Company expects to adopt
the Modified Prospective Application transition imed beginning July 4, 2005. Management is currestbluating its valuation methodolo
and forfeiture rates, as well as various compeosairategies and has not determined the effefiitare period financial statements. In
addition, the Company has 300,000 options outstansiibject to acceleration provisions based orkgidce appreciation. A derived service
period will be estimated for these awards, but dasethe future price of our common stock, expensag be incurred prior to our
expectations. The Company does not believe thadbetion of SFAS 123(R) will have a significantpatt on other matters or business
practices, but will have a significant impact anfinancial statements.

Stock-Based Compensation-The Company currently accounts for stock-baseda@dsvm employees using the intrinsic value metimod i
accordance with Accounting Principle Board No. 26¢ounting for Stock Issued to EmployeAscordingly, no compensation cost has been
recognized for the stock option awards grantediainfiarket value. Through 2001, the Company graaggibns at 85% of fair value and
recorded compensation expense equal to the irtriradiie over the vesting period. The Company hesrded compensation expense of
$87,000 in 2004, $191,000 in 2003, and $290,0aMD2. SFAS No. 12F#ccounting for Stock-Based Compensafit8FAS 123"), requires
the disclosure of pro forma net income and earpergshare as if the Company had adopted the faievaethod. Had compensation cost for
the Company’s stock option plans and employee gtocghase plan been determined based on the fai whthe grant date consistent with
the provisions of SFAS 123, the Company’s net ineamuld have been reduced to the pro forma amaunditsated below (in thousands):

2004 2003 2002
Net incom—as reportel $ 8,78¢ $5,17¢ $ 4,651
Stocl-based employee compensation included in reporteshceme, net of ta 54 11t 174
Stocl-based compensation expense determined under fa@ based method, net of t (4,337 (3,28¢€) (2,295
Net incom—pro forma $ 4,502 $ 2,007 $ 2,53¢
Basic net income per sh—as reportel $ 0.6€ $ 0.41 $ 0.4:
Basic net income per sh—pro forma $ 0.34 $ 0.1€ $ 0.2¢
Diluted net income per shi—as reporte $ 0.6 $ 0.3¢ $ 0.4C
Diluted net income per shepro forma $ 0.3¢ $ 0.1t $ 0.22

The Company uses the Black-Scholes option-pricingehfor determining the fair value of options, athrequires the input of certain
estimates that may affect what is deemed fair valbe existing model may not
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necessarily provide a reliable single measure ef#tiue of its stock options. Management will adepAS 123(R) on July 4, 2005. See
discussion irRecently Issued Accounting Standards

Additional disclosure requirements of SFAS No. 128¢ounting for Stock-Based Compensatiare set forth in Note 10.

The fair value of each option grant and EmployeiSPurchase Plan (“ESPP”) award is estimated enldéte of grant using the Black-
Scholes option-pricing model with the following aswptions:

2004 2003 2002
Expected dividend raf 0% 0% 0%
Expected volatility
Options 42.7%% 52.1%% 69.36%
ESPP award 45.82% 50.6€% 63.64%
Risk-free interest rat
Options 3.2€% 1.95% 3.94%
ESPP award 1.61% 1.69% 1.61%
Expected lives (year:
Options 3.2: 4.9¢ 5.6(
ESPP award 1.1t 0.5C 0.5C

Net Income per Share—Basic net income per share is computed as netriaativided by the weighted average number of common
shares outstanding for the period. Diluted netineger share reflects the potential dilution tiwatld occur from common shares issued
through stock options. Anti-dilutive shares of 288, 142,747 and 630,621 have been excluded frhutediweighted average shares
outstanding in 2004, 2003, and 2002, respectively.

The number of incremental shares from the assuxeise of stock options and warrants was calcdlapplying the treasury stock
method. The following table summarizes the diffeenbetween basic weighted average shares outsfieanalil diluted weighted average
shares outstanding used to compute diluted netriequer share (in thousands):

2004 2003 2002
Basic weighted average shares outstan 13,30¢ 12,58¢ 10,91¢
Incremental shares from assumed exercise of siobéns 643 647 70¢
Diluted weighted average shares outstan 13,95 13,23¢ 11,627

3. Inventories

The Company’s inventories consist of the followatg/ear end 2004 and 2003 (in thousands):
2004 2003
Raw materials $ 7,41¢ $ 6,144
Finished good 5,19¢ 4,57¢
Total $12,61¢ $10,72(
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4.  Property, Plant and Equipment
Property, plant and equipment consists of the falg at year end 2004 and 2003 (in thousands):

2004 2003
Leasehold improvemen $ 33,78 $ 27,86¢
Furniture, fixtures, and equipme 38,02( 30,93:
Plant equipmer 9,62¢ 8,38¢
Construction in progres 2,12¢ 1,86:

Total 83,551 69,04
Less accumulated depreciati (42,965 (36,727

Total $ 40,58¢ $ 32,32:

Depreciation expense was $6,741,000 in 2004, $3)B64n 2003 and $5,005,000 in 2002, respectiv@bnstruction in progress
includes retail stores under construction and edléiktures, manufacturing plant equipment, angotiapital projects not yet placed in
service.

5. Marketable securities

At January 2, 2005 and December 28, 2003, the Coynpaintained marketable securities classifiedvadable-for-sale as follows (in
thousands):

Gross Unrealized

Holding Holding
Amortized Fair
Cost Gains Losses Value
January 2, 2005
U.S. government and agency obligatit $38,54¢ $ — $ 20t $38,34:
State and local government obligatic 13,77¢ — 65 13,71¢
Total marketable securitit $52,32] $ — 27C 52,057

Gross Unrealized

Holding Holding
Amortized Fair
Cost Gains Losses Value
December 28, 200:

U.S. government and agency obligatit $ 4,02¢ $ — $ — $ 4,02¢
U.S. guaranteed student loan obligati 8,30( — — 8,30(
Total marketable securit—shor-term $12,32¢ $ — $ — $12,32¢
U.S. government and agency obligatis $16,547 $ 29 $ 4 $16,57:
Total marketable securit—long-term $16,547 $ 29 $ 4 $16,57:

Gross unrealized holding losses at January 2, 26®8ue to fluctuations in interest rates and ansidered temporary impairments as
management has the intent and ability to hold goaisties to maturity. There are no securities withealized losses aged greater than twelve
months. At January 2, 2005 the amortized cost amd/élue of maturities within one year was $38,080 and $37,904,000, respectively.
remaining amortized cost and fair value of markietalcurities maturing after one year through tlyeses was $14,246,000 and $14,153,
respectively.
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During 2004 and 2003, the company sold availabieséde securities for net proceeds from marketabtairities of $71,180,000 and
$97,915,000, and realized gains of $11,000 and $P84respectively. Realized gains and losseseterrdined on the specific identification
method. For the periods ended January 2, 2005 acdrbber 28, 2003, the Company had net unrealizsédoof $178,000 (net of $117,000
tax) and $201,000 (net of $134,000 tax), respelgtivecluded in accumulated other comprehensiverime (l0ss).

6. Borrowings

Effective January 21, 2005, the Company terminégedredit facility with General Electric Capitab€oration for a revolving line of
credit up to $15,000,000 and the issuance of §310600,000 in letters of credit. As of January@)%2, there was no outstanding balance and
the Company was in the process of terminating tfileeament due to violation of certain covenantgictstg the Company'’s ability to make
capital expenditures and open retail stores. Th&s@ssociated with the termination of the creatitlity had an insignificant effect on the
financial statements.

The Company had no long term borrowings as of Jgr2ig@2005 and $3,000 in current payables undeitaldpase obligations as of
December 28, 2003.

7. Income Taxes
The income tax provision (benefit) consists of fiblowing (in thousands):

2004 2003 2002
Current:
Federal $4,34¢ $2,86¢ $1,47(C
State 82C 73E 377
Total 5,16¢ 3,59¢ 1,841
Deferred:
Federal (330 (48) 827
State 43t (70 61
Total 10t (11¢) 88¢
Total $5,27( $3,481 $2,73¢

The difference between the effective income tas aatd the United States federal income tax ragaensmarized as follows:

2004 2003 2002
Statutory Federal ra: 34.(% 34.(% 34.(%
State income taxes less federal ber 5.8 5.8 5.8
Change in valuation allowan (1.6) 0.€ (3.0
Tax-exempt interes (0.6) 0.C 0.C
Other (0.2) 0.8 1.4
California Manufacturer Investment Cre 0.C (2.0 (1.2
Total 37.5% 40.2% 37.(%
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Deferred tax assets (liabilities) consist of thiofeing at year end 2004 and 2003 (in thousands):

2004 2003
Net operating loss carryforwar $ — $ 16F
Charitable contribution carryforwart 157 287
Credit carryforward: 76 62¢
Scheduled rer 872 351
Accrued reserve 80t 1,51¢
Accrued compensatic 43C 25E
State taxe 162 20
Other 39C 29

Gross deferred tax ass! 2,892 3,25(
Property and equipme (2,24¢) (2,409
Other (812) (63)

Gross deferred tax liabilitie (2,327%) (2,477
Valuation allowanct — (22%)

Net deferred tax asse $ 56t $ 554

The Company will establish a valuation allowancewit is more likely than not that some portiorathrof the deferred tax assets will
not be realized. Periodically, the valuation alloem is reviewed and adjusted based on managenassessment of realizable deferred tax
assets. The valuation allowance in 2003 of $225r8@ed to charitable contribution carryforwardsrevpartially used by the Company in
2004. The Company anticipates the ability to ugeréimainder of these carryforwards and all othégrded tax assets. The Company has
Manufacturer’s Investment Credits of $76,000, @rgiin 2011.

The American Job Creations Act of 2004, signed latoon October 22, 2004, allows phased-in tax dadns for qualified domestic
production activities beginning in 2005. The Compancurrently evaluating the expected impact ef ldw on its effective tax rate and
deferred tax assets and liabilities.

As of the date of the issuance of these finant@éments the Company is concluding an InternaERee Service audit related to its
2002 tax return and does not expect significanisidjents.

8. Employee Benefit Plan

The Company’s 401(k) plan covers substantialleaiployees. Employees may contribute up to 60%aeif innual salary up to a
maximum of $13,000. The Company matches 50% of aisarontributed by its employees, subject to a mari of 5% of the employees
eligible compensation contributed to the plan. Toenpany contribution was $288,000, $261,000 an@$® in 2004, 2003, and 2002
respectively. The plan does not offer investmemtSompany stock.

9.  Shareholders’ Equity

In February 2004, the Board of Directors approvedgurchase of up to one million shares of the Gomis common stock. During the
year ended January 2, 2005, the Company purchaskeattired 236,496 shares of common stock at arageeprice of $22.27, in accordar
with the share purchase program.

Subsequent to the Company’s initial public offerin@001, in April 2002, the Company issued 3,180,5hares of common stock at
$14.00 per share of its common stock in a publierofg and received net proceeds of $41,030,000.
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10. Stock Option, Employee Purchase and Deferred Compsation Plans

Effective in 2001, the Company adopted a new stgtlon plan for which the Company has reservedd,(BID shares of common stc
for issuance pursuant to the plan. As of each dimaating of the Company’s shareholders, beginmr2p02, and continuing through and
including the annual meeting of the Company'’s dhalders in 2010, the number of shares of commarksteserved for issuance under the
2000 plan will be increased automatically by thesér of (i) five percent (5%) of the total numbésioares of common stock outstanding on
such date, (ii) five hundred thousand (500,000)eshaor (iii) a number of shares determined byBbard prior to such date, which number
shall be less than (i) and (ii) above. The purchaie of the common stock issuable under this {gatetermined by the Board of Directors,
however may not be less than 85% of the fair markete of common stock at the grant date. The wfrengranted stock option is 10 years
from the grant date. Stock options vest according pre-determined vest schedule set at grant date.

Also effective in 2001, the Company adopted theO280n-Employee Director Plan that provides for @lomatic grant of nonstatutory
stock options to purchase shares of common stookreemployee directors, which is administeredH®yBoard of Directors. The aggregate
number of shares of common stock that may be issoddr the plan is 330,000. As of each annual mgeti the Company’s shareholders,
beginning in 2002, and continuing through and idirig the annual meeting of the Company’s sharehslite2020, the number of shares of
common stock reserved for issuance under the 2@B0will be increased automatically by the lesdgi)ahree quarters of one percent
(0.75%) of the total number of shares of commoupkstutstanding on such date, (ii) sixty thousar@l@80) shares, or (iii) a number of she
determined by the Board prior to such date, whistmioer shall be less than (i) and (ii) above. Ther@se price of options granted will be
equal to the fair market value of the common stmtkhe date of grant and have a term no more #ragydars from the date granted. Option
grants vest over a period of three years from #te df grant. In 2004, 2003, and 2002, the Comgaagted noremployee director options
purchase an aggregate of 45,000, 60,000 and 116208s of common stock, respectively.

As of January 2, 2005, there were 259,608 shar@ahle for grant under the 2000 stock option @ad 178,125 shares available for
grant under the 2000 Non-Employee Director stodioopplan. Changes in stock options were as follows

Weighted-

Average

Exercise

Options Price

Outstanding Per Share

Outstanding at December 30, 2( 2,170,85; $ 6.54
Granted 1,344,71 14.9i
Cancelec (48,637 9.81
Exercisec (541,167 6.0:
Outstanding at December 29, 2( 2,925,77. 10.47
Granted 869,08! 14.7¢
Cancelec (98,460) 13.1¢
Exercisec (798,36)) 6.7C
Outstanding at December 28, 2( 2,898,03. 12.7¢
Granted 576,75: 22.6¢
Cancelec (156,59 17.1¢
Exercisec (669,129 8.72
Outstanding at January 2, 20 2,649,07. $ 15.7(C
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The weighted average fair value of the stock optigranted during 2004, 2003 and 2002 was $7.585%6nd $9.42, respectively. The
weighted average fair value of each 2004, 20032002 ESPP award was $5.93, $4.33, and $3.84, tasggcper share.

At January 2, 2005, December 28, 2003, and Decefther002, 1,329,965, 1,240,306 and 1,428,323 eptiespectively, were
exercisable with a weighted-average exercise @fi¢i3.15, $10.12, and $7.05, respectively.

The following table summarizes stock option infotimia at year end 2004:

Options Outstanding Options Exercisable

Weighted-Average

Number of Remaining Contractual Weighted-Average Number of Weighted-Average
Range of Exercise Prices Options Life (Years) Exercise Price Options Exercise Price
$4.75 to $12.9: 750,35: 6.75 $ 10.2: 688,77t $ 10.0¢
$13.47 to $14.9 55,87¢ 7.8¢ 14.7¢ 25,13¢ 14.71
$15.49 to $15.4 730,30¢ 7.41 15.4¢ 281,57( 15.4¢
$16.00to $17.4 594,37¢ 8.1z 16.8¢ 304,69( 16.97
$18.00 to $26.0 518,16( 9.3¢ 22.6¢ 29,79 22.2¢
$4.75 to $26.0! 2,649,07. 1.717 $ 15.7(¢ 1,329,96! $ 13.1¢

During 2001, the Company adopted the 2000 Empl&feek Purchase Plan, where eligible employees lsaose to have up to 15% of
their annual earnings withheld to purchase the Gomis common stock. The purchase price of sto86% of the lower of the beginning of
the offering period or end of the offering periodniet price. The Company authorized 200,000 shafresmmon stock available for issuar
under the plan, which will be increased as of esmutual meeting of the Company’s shareholders, begir?002 until 2020, by the lesser of
200,000 shares or 1.5% of the number of sharesrafron stock outstanding on that date. HoweverBterd of Directors has the authority
to designate a smaller number of shares by whielatithorized number of shares of common stockbsiincreased on that date. During
2004, 2003 and 2002, employees purchased 83,588 Band 82,865 shares, respectively, of the Cogipaommon stock under the plan at
a weighted-average per share price of $13.14, $h8%6.86, respectively. At January 2, 2005 48Ddtares remain available for future
issuance.

See Note 2 for the pro forma effect of accountimmgstock options and ESPP awards using the fairevadethod and discussion of the
Company’s adoption of SFAS 123(R).

Effective December 1, 2003, the Company adoptedragNalified Deferred Compensation Plan (the “Pldat)certain executive
employees. The purpose of the Plan is to offeralemployees an opportunity to elect to defer teipt of compensation in order to provide
termination of employment and related benefits tdx@ursuant to section 451 of the Internal Revebode of 1986, as amended (the
“Code”). The Plan is intended to be a “top-hat"rp(ae., an unfunded deferred compensation plamtaiaied for a select group of
management or highly-compensated employees) uedioss 201(2), 301(a)(3) and 401(a)(1) of the Eayg Retirement Income Security
Act of 1974 (“ERISA"). The long-term liability retad to compensation deferrals under the Plan wag,800 and $0 as of January 2, 2005
and December 28, 2003, respectively.

11. Commitments and Contingencies

Leases—The Company leases its Emeryville, California eeffoasting plant, distribution center, administeabffices, and warehouse,
its retail stores and certain equipment under dgjperdeases that expire
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from 2005 through 2014. Certain leases containwaheptions for an additional five to fifteen yeaasd also provide for contingent rents to
be paid equal to a stipulated percentage of séleslease agreements also provide for periodicstijents to the minimum lease payments
based on changes in cost of living indices or oficbeduled increases.

Future minimum lease payments required underagamtelable operating leases subsequent to Janu20@2 are as follows (amounts
thousands):

Leases

Years:

2005 $ 7,53
2006 6,61¢€
2007 5,557
2008 4,31t
2009 3,271
Thereafte 7,69(

Total minimum lease paymer $34,99:

Rent expense was $7,740,000, $5,979,000, and $6@¥fr 2004, 2003, and 2002 respectively, ineigdiontingent rents of
$206,000, $149,000, and $139,000.

As of January 2, 2005, the Company is a guaramtar lease assigned to a third party that has $8@40Dremaining lease payments.
The Company has a security deposit of $6,000 anuheantee from the sublessee’s parent for a maxiampount of $313,000. The Company
expects that the assignee will make all future payiments required under the lease.

Purchase Commitments—As of January 2, 2005, the Company had approxim&24,950,000 of outstanding coffee purchase
commitments from 2005 to 2007 with fixed prices.

Employment Agreements-The Company has agreements with certain offieemdvide severance benefits in the event their
employment is terminated under certain defineduonstances.

Legal Proceedings—During 2004, the Company completed the payoutyansto a settlement approved by the Superior Gifute
State of California, County of Orange, relatedtm lawsuits filed against the Company entitledaBriraraz, et al vs. Peet's Coffee & Tea,
Inc., and Tracy Coffee, et al. vs. Peet’s Coffe€ea, Inc. on February 25, 2003 and March 7, 2008s€ lawsuits alleged misclassification
of employment position and sought damages, restituteclassification and attorneys’ fees and cddtsing 2003, the Company recorded a
charge of $2.7 million for the estimated paymentlafms to eligible class members, attorneys’ s costs, costs to a third-party claims
administrator, as well as applicable employer plhyages. During 2004, based on the final settletyfe®s, and costs incurred, the Company
recorded a benefit of $565,000 to general and adirative expenses on the accompanying consolidaggdments of operations.

In addition to the lawsuits described above, we fnay time to time become involved in certain legadceedings in the ordinary
course of business. Currently, the Company is ruztrey to any other legal proceedings that managebwieves would have a material
adverse effect on the financial position or resaftsperations of the Company.
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12. Hedging Activities

The Company is exposed to price risk related toepto-be-fixed coffee purchase commitments andipatied coffee purchases. The
Company may use coffee futures and options to nepege increases and designates these derivastreiinents as cash-flow hedges of its
price-to-be-fixed coffee purchase commitments antitipated coffee purchases. These derivativeunstints qualify for hedge accounting
under SFAS No. 13#ccounting for Derivative Instruments and Hedgirgivities. The Company does not hold or issue derivative
instruments for trading purposes.

As of January 2, 2005 and December 28, 2003 there mo open futures contracts. During 2004, 2008,2902, the effective portion
of the cash-flow hedges amounted to $0, a los20fP0 (net of $12,000 of tax), and a gain of $66,(het of $38,000 of tax), respectively,
and was recorded in other comprehensive incoms)(IBairing 2004, 2003, and 2002, the ineffectiveipo of the hedges of $0, $15,000 and
$27,000, respectively, was recorded as cost of sAkcumulated other comprehensive income (lodade to hedging activities, net of tax,
was $0 and ($3,000) as of January 2, 2005 and Desred8, 2003, respectively. The balance as of Dbee®8, 2003 was reclassified into
cost of sales in 2004 as the related inventoryseés In addition, in 2003, $21,000 of coffee fesitosses included in other comprehensive
income (loss) were reclassified into cost of gosals.
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13. Segment Information

The Company operates in two reportable segmerntst amd specialty sales. Retail store operatiamsist of sales of whole bean
coffee, beverages, tea and related products thrGogtpany-operated retail stores. Specialty salesisbof whole bean coffee sales through
grocery, home delivery, food service and officefeefaccounts. Management evaluates segment perfoenmaimarily based on revenue and
segment operating income. The following table pneseertain financial information for each segm&asgment income before taxes excludes
unallocated marketing expenses and general anchesirative expenses. Unallocated assets include ca$fee inventory in the warehouse,
corporate headquarter assets and intangibles hed agsets.

Unallocatec
Retail Specialty Total
Percent of Percent of Percent of
Net Revenu Net Revenut Net Revenut
Amount Amount Amount

2004

Net revenue $100,44. 100.(%  $45,23¢ 100.(% $145,68: 100.(%
Cost of sales and related occupa 45,51 45.2% 21,67¢ 47.%% 67,18¢ 46.1%
Operating expense 38,82¢ 38.7% 9,70z 21.2% 48,53( 33.%%
Depreciation and amortizatic 4,094 4.1% 1,102 24% $  59¢ 5,79¢ 4.C%
Segment operating income (lo: 12,00¢ 12.(% 12,75¢ 28.2% (11,63%) 13,13: 9.C%
Interest income, ne 922 922

Income before income tax 14,05t

Total asset 28,22¢(b) 10,13¢ 89,52¢((a) 127,88

Capital expenditure 10,12: 2,72¢ 2,45¢ 15,30¢

2003

Net revenue $ 85,76¢ 100.(%  $34,05: 100.(% $119,81¢ 100.(%
Cost of sales and related occupa 38,85¢ 45.2% 16,10¢ 47.2% 54,961 45.%
Operating expense 30,47¢ 35.5% 8,27: 24.2% 38,751 32.2%
Depreciation and amortizatic 3,371 3.£% 971 2% $ 54z 4,89( 4.1%
Segment operating income (lo: 13,05« 15.2% 8,70z 25.€% (14,260 7,49¢ 6.2%
Interest income, ne 1,16: 1,16%

Income before income tax 8,65¢

Total asset 22,48¢(b) 7,321 80,64%a) 110,45!

Capital expenditure 6,312 1,81z 1,83¢ 9,96:

2002

Net revenue $ 78,30( 100.(%  $25,77: 100.(% $104,07: 100.(%
Cost of sales and related occupa 35,77¢ 45.7% 12,36¢ 48.(% 48,14¢ 46.2%
Operating expense 27,52: 35.2% 5,69¢ 22.1% 33,221 31.%
Depreciation and amortizatic 3,19¢ 4.1% 87¢ 34% $ 497 4,56¢ 4.4%
Segment operating income (lo: 11,80¢ 15.1% 6,82¢ 26.5% (11,787 6,852 6.5%
Interest income, ne 54C 54C

Income before income tax 7,39z

Total asset 20,75%(b) 4,33( 70,06%(a) 95,14¢

Capital expenditure 4,93( 1,33 3,08¢ 9,351
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(@) Unallocated total assets includes cash andeteble securities of $61,275,000, $57,495,000 $492,000 at the end of the years
2004, 2003, and 2002, respective

(b) Retail total assets includes cash and marletsturities of $2,138,000, $1,669,000, and $1028Bat the end of the years 2004, 2003,
and 2002, respectivel

Net revenue from external customers for the twoompjoduct lines are as follows:

2004 2003 2002

Whole bean coffee, tea, and related prod $ 86,27( $ 71,99: $ 62,58
Beverages and pastri 59,41 47,82¢ 41,49(
Total $145,68: $119,81¢ $104,07:

14. Quarterly Financial Information (Unaudited)

Quarter Ended

March 28, September 2€
June 27, January 2,
2004 2004 2004(a) 2005(b)
Net revenue $32,59¢ $33,55: $ 34,46¢ $ 45,07(
Income (loss) from operatiol 2,821 2,715 2,95( 4,63¢
Net income (loss 1,80¢ 1,77 2,00¢ 3,192
Basic income (loss) per she $ 0.1 $ 0.1: $ 0.1t $ 0.24
Diluted income (loss) per shs $ 0.1¢ $ 0.1: $ 0.14 $ 0.2

Quarter Ended

March 30, September 2¢ December 2€
June 29,
2003 2003 2003(a) 2003
Net revenue $27,39¢ $29,08( $ 28,83 $ 34,50:
Income from operatior 1,85¢ 2,29¢ (947) 4,291
Net income 1,282 1,563¢ (329) 2,68(
Basic income per sha $ 0.1C $ 0.1 $ (0.03) $ 0.21
Diluted income per shal $ 0.1C $ 0.1 $ (0.09) $ 0.2C

(&) The 2004 third quarter includes a benefit ab$aillion or $.02 per share related to the 200& @l for litigation settlement and
severence. The 2003 third quarter includes expassxiated with the accrual for litigation andesemce costs of $3.4 million or $0.
per share

(b) The 2004 fourth quarter includes expenses &teacwith accounting for leases of $0.8 million$@.03 per share. See discussion in
Note 2.
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CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

We consent to the incorporation by reference ini®egion Statement No. 333-5290 on Form S-8 ofreport dated March 10, 2005,
relating to the financial statements of Peet's €# Tea, Inc. and management’s report of the tffeess of internal control over financial
reporting, appearing in this Annual Report on FAOrK of Peet’s Coffee & Tea, Inc. for the year ethdanuary 2, 2005.

/s/ DELOITTE & TOUCHE LLP
Oakland, California
March 16, 2005
Exhibit 31.1

CEO CERTIFICATION



I, Patrick O’Dea, certify that:

1. I have reviewed this annual report on Forr-K of Pee’s Coffee & Tea, Inc.
2. Based on my knowledge, this report does notatoriny untrue statement of a material fact or donétate a material fact necessary to
make the statements made, in light of the circuntgts.under which such statements were made, nigtagisg with respect to the
period covered by this repo
3. Based on my knowledge, the financial statemeamd,other financial information included in théport, fairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amdtfe@ periods presented in this rep
4.  The registrant’s other certifying officer(s) alngre responsible for establishing and maintaimisglosure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&)1%nd internal control over financial reportirag defined in Exchange Act Rules
13e15(f) and 15-15(f) for the registrant and hav
(@) Designed such disclosure controls and procsdorecaused such disclosure controls and procedoifee designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhgibsidiaries, is made known to
us by others within those entities, particularlyidg the period in which this report is being pregzh

(b) Designed such internal control over financial réipgr, or caused such internal control over finahaaorting to be designed uni
our supervision, to provide reasonable assurargading the reliability of financial reporting atfie preparation of financial
statements for external purposes in accordancegeitlerally accepted accounting princip

(c) Evaluated the effectiveness of the registradisslosure controls and procedures and presentgilsi report our conclusions about
the effectiveness of the disclosure controls andguiures, as of the end of the period coveredibyédport based on such
evaluation; ant

(d) Disclosed in this report any change in thestgnt’s internal control over financial reportitigat occurred during the registrant’s
most recent fiscal quarter (the registrant’s fodigbal quarter in the case of an annual repo&) tfas materially affected, or is
reasonably likely to materially affect, the regast’s internal control over financial reporting; a

5.  The registrant’s other certifying officer(s) anlave disclosed, based on our most recent evatuat internal control over financial
reporting, to the registrant’s auditors and theitacmmmittee of the registrant’s board of direct@spersons performing the equivalent
functions):

(@ All significant deficiencies and material weakses in the design or operation of internal cootrer financial reporting which are
reasonably likely to adversely affect the regid’s ability to record, process, summarize and refptahcial information; an

(b) Any fraud, whether or not material, that innedvmanagement or other employees who have a sigmifiole in the registrant’s
internal control over financial reportin

Date: March 16, 2005 By: /sl PATRICK O'D EA

Patrick O'Dea
Chief Executive Officer

Exhibit 31.2
CFO CERTIFICATION

I, Thomas Cawley, certify that:

1.
2.

| have reviewed this annual report on Forr-K of Pee’s Coffee & Tea, Inc.

Based on my knowledge, this report does notatoriny untrue statement of a material fact or dongttate a material fact necessary to
make the statements made, in light of the circuntgts.under which such statements were made, nigtagisg with respect to the
period covered by this repo

Based on my knowledge, the financial statememis,other financial information included in théport, fairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amgdtfe periods presented in this rep

The registrant’s other certifying officer(s) anare responsible for establishing and maintainiisglosure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&)1%nd internal control over financial reportirag @efined in Exchange Act Rules
13e15(f) and 15-15(f) for the registrant and hav

(@) Designed such disclosure controls and procsdorecaused such disclosure controls and procedofee designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhgbsidiaries, is made known to
us by others within those entities, particularlyidg the period in which this report is being pregzh

(b) Designed such internal control over financial réipgr, or caused such internal control over finahaaorting to be designed uni
our supervision, to provide reasonable assuram@ading the reliability of financial reporting attte preparation of financial
statements for external purposes in accordancegeitlerally accepted accounting princip

(c) Evaluated the effectiveness of the registradisslosure controls and procedures and presenttisi report our conclusions about
the effectiveness of the disclosure controls andguiures, as of the end of the period coveredibyédport based on such
evaluation; ant

(d) Disclosed in this report any change in thestgnt’s internal control over financial reportitigat occurred during the registrant’s
most recent fiscal quarter (the registrant’s fodigbal quarter in the case of an annual repo&) tfas materially affected, or is
reasonably likely to materially affect, the regast’s internal control over financial reporting; a



5.  The registrant’s other certifying officer(s) angave disclosed, based on our most recent evafuat internal control over financial
reporting, to the registrant’s auditors and theitacmmmittee of the registrant’s board of direct@spersons performing the equivalent
functions):

(@ All significant deficiencies and material weakses in the design or operation of internal cootrer financial reporting which are
reasonably likely to adversely affect the regid’s ability to record, process, summarize and refptahcial information; an

(b) Any fraud, whether or not material, that invedvmanagement or other employees who have a sigmifiole in the registrant’s
internal control over financial reportin

Date: March 16, 2005 By: /s/  THOMAS C AWLEY

Thomas Cawley
Chief Financial Officer

Exhibit 32.1
CEO CERTIFICATION

Pursuant to Section 906 of the Sarbanes-Oxley A2002 (18 U.S.C.Sec. 1350, as adopted), Patri€e@, the Chief Executive Officer of
Peet’s Coffee & Tea, Inc. (the “Company”) herebytifies that, to the best of his knowledge:

1. The Company’s annual report on FormKL@r the period ended January 2, 2005, to which @ertification is attached as Exhibit 32.1 (
“Annual Report™) fully complies with the requiremits of section 13(a) or section 15(d) of the Sé¢i@sriExchange Act of 1934, and

2. The information contained in the Annual Repaitl§ presents, in all material respects, the faiaincondition and results of operations of
the Company.

IN WITNESS WHEREOF, the undersigned has set hisl lemeto as of the 16day of March, 2005.

/s/  PaTrICK J. C'D EA
Patrick J. O'Dea
Chief Executive Officer

Exhibit 32.2
CFO CERTIFICATION

Pursuant to Section 906 of the Sarba®atey Act of 2002 (18 U.S.C.Sec. 1350, as adopfElddmas Cawley, Chief Financial Officer
Peet’s Coffee & Tea, Inc. (the “Company”) herebytiies that, to the best of his knowledge:

1. The Company’s annual report on Form 10-K forghgod ended January 2, 2005, to which this Geatibn is attached as Exhibit
32.1 (the “Annual Report”) fully complies with tliequirements of section 13(a) or section 15(dhef$ecurities Exchange Act of 1934, and

2. The information contained in the Annual Repaitly presents, in all material respects, the faiaincondition and results of
operations of the Company.

IN WITNESS WHEREOF, the undersigned has set hisl iemeto as of the 1&day of March, 2005.

/s/ THomAS C AWLEY

Thomas Cawley
Chief Financial Officer
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