Case 18 W
Food With Integrity

Chipotle: Mexican Grill, Inc.:

Ells, the founder, chairman of the l?oard,.and Co-ch
f the Denver, Colorado-bgsed restaurant cl;all]n, Chipotle MCXican G
he conference call following lhe i Mo ComPAny's thing .
d results were positive, analysts plckc.ad on the SlOWing 4

for restaurant chainsii the comp;ﬂtci(;:ll from Yum, Bra:z:!

: f the Cantina Bell menu an G’s anng '
Lt alfd th:; Zc::cttézutlz)cihngrease in the near future. Following the anno?l?::?l:m
dizk fOOd co Vrvesults CMG's stock went down by nearly 12 percent in intra-day tradip
af i quar:{ize. at g percent drop over the previous day’s price. At the end of tradip
to hnall;rJ sta1 g CMG's stock price was at $285.93, a significant decline from 52-weey
E?ol? 442,40, CMG had been the darling of both Wall Street and its customer byge ¢y,
sil?ce the company s founding in 1993 and its 200.6 initial pubhic oftep ne (IP.O) ' anesm
were attracted to CMG for its fast growth A d, Sl.zeéble proiit kel the Customery
responded favorably 1o its “Food with _l“tegrlty. e ki good-quallty food wi
inputs sourced using sustainable farming practices. BO'C!1 TS i i eriRa, Montgom.
ery F. Moran, had to respond to the challenges confronting the company.

ie
1 On October 18, 2012, Steven Texeq,,

tive officer (CEO) o

(CMG), completed t
2012 results. While the reporte

of same-stores sales (3 key metric

THE U.S. RESTAURANT INDUSTRY?

Profile
2 For the year 2012, the National Restaurant Association projected total U.S. restaurant sales

of $631.8 billion (compared to $379 billion in 2000 and $239.3 in 1990), which represented
nearly 4 percent of the gross domestic product. There were 970,000 restaurant locations, and
the industry employed 12.9 million people (10 percent of the total workforc | The restaurant
industry’s share of the food dollar was 48 percent in 2012 compared to 25 pzi: <ntin 1955!
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This case has been written on the basis of published sources only. Consequently, the interpretatiof =

perspectives presented in this case are not necessarily th i i 1 fits empe
_ or any o1 11
"Yahoo Finance, accessed October 18,2012. s S Chlts oo K1 '

“Unless otherwise indicated, the i '  Surve®
s , the information in thj ion i ‘¢ Industry Sunve
Restaurants, June 7, 2012, this section is based on Standard & Poor’s | :
sobet 10 wi

*National Restaura iation, *
nt Association, “Restaurants by the Numbers,” www.restaurant.org, accessed O°
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anfl_tfn\'em;" and lodging p;‘:‘:lsted of a number of segments such as eating places. bars
quick service and fagy casual FTEStaun}ms_ The three l;rﬁesfs;-ume;{“ : ; g ? ;x]uej b

age.check (revenue per CUS[-) ull service restaurants offered latfle t‘rd e ud ;Lr‘\ue.

chains such as Darden Reii*; ™Mer) was the highest of the three ﬁewm*nrt‘:1 ':{\;‘;i "atic el-.l

St_eakhome) and Dine Eqili; l} Fants (operator of Red Lobster. Oli;-e:(Jaerx;ﬁ and]li:it:::n

of operators were indivj dual)g (:HOP sind] Applbée’s) eaifseed in thissseement, I g m-ca e

31.7 percent of industry ey, 8. tamilies or limited partnerships. This .\'cg_mem sceounted for

The quick service Segm:::] = in.2011.
rants that offered fast counter Réf\r.\-etlousl)’ referred to as “fast food™) consisted of restau-
!l?er broken down into outlets‘(h k.e ar_ld ,m“‘“-* 10 eat in or take out. This segment was fur-
pizza. sandwiches and Chickén ;‘ ii?ec‘\ahzed_ in selected menu items such as hamburgers,
(the average check was the lm\.-esne h;m.e of this segment’s focus on quick service and price
Accounting for about $168.5 billi0 [-h s St‘gl_nems). large chains tended to dominate.
shismes o the vegisiirant nmrk;: on in revenues in 2011, this segment held a 238 percent
The fast casual seg .
i1 market share ‘;L;e;;‘fg:u‘”;; it:eﬁgl;lrlleét of the three, accounting for about 4 percent
table convenient food and focused ;n f fe\enues. Op'emmrﬁ s Segmem-(‘ﬁemd il
to-order dishes. The averaee chock ; Tesh healthful ingredients and customizable made-
i e average check in this segment ranged between $7 and $10. price points
typically lower than the full service seg o1 . g
Fast casual was the fastest growi “e Bfekchnlen‘ i o O s f TR
between 2007 and 2 st growing of the thre_e segments, with an llipe.rcenl growth rate
2100 an 2011. The NPD Group. an industry research firm. indicated that as this
segment was in its growth phase, it faced intense competition from both the quick service
and the full service segments. Buoyed by the growth in fast casual restaurants. several full
service operators had recently entered this segment. For example. P.F. Chang’s opened their
Pei Wei locations, and Ruby Tuesday planned to increase the nuinber of its Lime Fresh
eateries to 200 locations by the end of 2012. Panera Bread. CMG. Five Guys Burgers and
Qdoba (owned by ] ack-in-the-Box) were the leading fast casual players.

Industry Economics

Restaurant running costs varied by segment. In addition. costs were a function of size
and location. Upscale formats (typically full service resmu_runts and some .fust casual
chains) made higher investments in intertor deslign -.mc‘i also incurred hlgher input CoSts.
Many chain restaurants typically chose locations wuh)h;gh! ?Upl{m_{mn_de“:hu} 1;),:- ez
large geographic draw. Food and beverage. labor a.nd r'i:‘fe:l&le 5(;:;“::: an; o
largest expense categories for restaurants. T)'pxFall}j. b0t~ 0; _lan . ~1§u§ o
costs accounted for around 30 percent each o.t 1.'e\en‘ues. v~ ;] e 1:4‘ es ? . :ﬁ‘am
around 5 percent. Marketing and general administrative m—er. ‘ca".“‘ere the Sl::l“hL ‘
ofsli expense categories. The National Restaurant Association reporte [I at u;
ggrllaogerji:ri e ]ijncome before income taxes of a restaurant operator ranged between
the ¢

* revenues. _ . I . .
and 6 percent lot le\fgf nputs, many jarge national and regional chains niiotmted dlrec‘ﬂty
. 08 W ne rranchisee-owned restaurants) to
To ltolntrol nl?erﬂ (o benefit both company-oW ned and franchisee-0
with their supphet:

. . in forward pricing {0 ensure stabil-
i + ok < also c‘ngdgcd mn forwar & : )
i rices. Many chalfs atd a1 beef prices hit record
i sompes Yo g National Restaurant Association reported Fk‘ml 4 _'E 12 were finally
ity in input costs. The ected to be eveR higher when the p-mesm ..] e
levels in 2011 and were EXp in 2012 above 2009 Jevels 88 04F alrl‘tc dar?:(i th;:i?ﬁhi?;
tallied. Beet PTEC YO-;C i 14 Canada and Ne“'_zza.‘anf:nrv ::Eﬂl:: (milk b;xttcr
f heof jted States .+ . the price of various dairy F=-e . am
o bebtdm s Uv‘;riety of global fac ors. While 1P the price of grains suchas wheat =
ments due t0 @ 3 ,

cheese) had remaincd fair
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and demiflnd as well as —
heat went Up from $§.48 in 2007 to $7.30 in 201;‘?3}

he average price of a bushel of corp ooris Ay
$3.55 2009.% $4.2 §

n supply
ey

d due to changes i

factors. The price © ae Tt
: S 5009, Similarly, while
falling to $4.87 10 2009 o falling 10

2007. it rose to $6.20 in 2011

itors ‘
Key Compet o Mexican food chain owned by Yum Brands, capy,
following observation: “We are aj red the

A former CEO of Taco Bell, th o
et . i
competition 1n the restaura{lt mdustr!)]r”s competing
he customer s stomaci. — o
0 : )
dustry cOmPEE® 7 ¥ Cgment’s players

for a share of t

Players in the res
also with those of other
as well as frozen or pac

taurant in

segments. In addition, they competed with meals prepareg atho
Me

kaged food items available in supermarkets. While Testaurangg
counted for about 48 percent of the dollar amount spent on food in 2012, the CCODQ;@
played a major role in this. In a 2011 National Househgld .Survey reported in Standgy,
hose surveyed indicated that they would incre &
ase

Poor’s Industry Surveys, 21 percent of t .
7012, while 42 percent would decrease it slightly and 37 -
£

their eating out spending n
cent would reduce it significantly. .
itors in the Mexican food category of the restayrapy ;

N~

CMG faced two major competl . _
dustry. While Taco Bell was a player in the quick service segment, Qdoba competed, Jik,
CMG, in the fast casual segment.

Qdoba®
Qdoba was a wholly owned subsidiary of the San Diego, California—based Jack-in-the-Box
in 42 U.S. states and the District of Columbia. Qdoba

chain and in 2012 had 600 restaurants 1
w nationally by featuring Mission-style

was founded in Boulder, Colorado in 1995 and gre
ous first in San Francisco). After Jack-in-the-Box acquired Qdoba in

burritos (made fam
2003, it expanded the brand rapidly. Of the 600 restaurants in the chain in 2012, around
350 were franchisee-owned and the rest were company-owned. A franchisee spoke about
his rationale for launching a Qdoba restaurant:
_What attracted us to the chain was quality. What brought us to this is that everything
is hand-crgfled and made daily. We consider ourselves to be an artisan fast fra4 chain.
We come in every morning about three hours prior to opening and start cookirg our
me‘aIs. We start our slow-roasted pork and shredded beef that cooks for 6 tc ¥ -;Jurs Our
chicken is marinated in adobo spices for 24 hours before we serve it. We hav: 'av art'isan
table{ where we make our pico de gallo salsa, mix our cilantro with rice and- L~;:plare our
,guac.lmo!(:1 as cu‘gtomers watch. What fnakes us stand out is the quality of the ;ngredients
we use and our signature flavors. I believe being fast, friendly and fresh is what makes Us

successful in business.”
The company reported an average check of $9.74 in fiscal 2011 for compan}’-opem‘ed

; ;S;a;ral(::; Zthe ave;age yearly revenue per restaurant was $961,000 in 2011, an increas®
3p over 2010. Jack-in-the-Box had revenues of $2.17 billion and net inc™

4J0bﬂ 1 BHTOHC “Commodity 0 WWW.IES aurar E
) O { & i
: ; 7 ; . u 10 k 20 I 2, Natlonal Restaurant ASSOCiation, . taur LOTE,
‘?T'h()mas O Joneg al’ld GV E ] I W y iVﬂ”d Bu‘s ne
. - . a-lI Sasser, J - v H ] ! .
( - :l . ] , . > h Sdhsﬂed Customers DCfCCt.“ Hd i ; i 3
;Ju(.‘k-m-[he-BOX, 20] I IO—K. . i :Omf
l aul Sebelt “GOOd E’lt‘;‘ Saﬂ l T i I .
2 1 als. ancisco i 1 i ‘ W.er a]d dI ;‘E B

: : ] ; 7 Y . Style Hlts'Huntmg’mn W]th Qdoba," WW .h oy - ﬁ”

entertainment/x 5 |3286 1 O Saﬂ I IalICISCO‘*Style'hltS'Huntingtﬂn~With'Qd0ba-i‘—ov SCCESSe : lL
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Chipotle: Mexi i .,
of $67.83 m.il]i()n ipotle: Mexican Grill, Inc. 18-4

n 2011, Ty,
I 2 - + 1€ com
600 to 2,000 UNits across ghe Unité)c?];}tlas[m?d that there was long-term potential to open
es.

Taco Bell
Taco Bell wag
) part of Y,

chains. Yum Brands noily l:lr:e Brand,s, Inc., which also owned the KFC and Pizza Hut
nearly 38,000 restaurants ; world’s largest restaurant company in terms of units, with
enues of $12.626 ilito, alr(li 120 countries. In fiscal 2011, Yum Brands reported rev-
there were 5,670 Tace Bel? : a net ‘hcome of $1.319 billion. At the end of fiscal 2011,
company-owned. Taco S CStaurants in the United States, of which 27 percent were

quick service segment. For ﬁrCP]OFted a 50 percent market share in the U.S. Mexican
$1.284 million.® ' scal 2011, the average annual revenues per restaurant were

In March 201 )
restaurants. It wozri(TSCO‘Bell b‘?gaq testing a new menu called “Cantina Bell” in 75 U.S.
ed with a Miami-based chef and television personality, Lorena Garcia,

to create a new line of 4 i
_ : pscale menu items includi
cilantro rice and corn salsa. mn il e e

) Greg Creed, T: : i ivati
behind Cantina Bel|: g aco Bell's president, talked about the motivation

Ch;pptle is an opportunity because what it’s done has expanded the trial
Mexican food. It’s got people to believe they can p
can make food every bit as good

and usage of
ay $8 for a bowl or a burrito. Taco Bell
as Chipotle and instead charge less than $5."

Taco Bell’s target market was an 18- to 24-year-old value-conscious male. Creed saw
Cantina Bell as helping Taco Bell appeal to an older and less value-conscious group of
customers. The Cantina Bell launch (and subsequent expansion nationwide in July 2012)
was cited as one of the reasons for Taco Bell’s same-store sales growth of 7 percent for third
quarter 2012 (compared to the similar period in 2011)."' Exhibit 1 presents the summary of
a Zagat comparison survey of Cantina Bell and CMG in New York City.

EXHIBIT 1 Zagat Comparison of Cantina Bell and CMG in New York City

Price
Item Cantina bell CMG
Burrito bow! with chicken $5.99 $ 9.88
Steak burrito $5.99 $10.34

t: For practically half the price, the Cantina Bell menu is a definite value,

Qverall assessmeﬂyou oay for, and the overall quality and taste of Chipotle still has an edge_,

‘but you get what

o Bell. ;
.over Tac - ZWZIM haco-be]!-VS-Chipolle~taste-Icslmg.html., accessed October 19, 2012
Source: hitp://blog. ¢

: 11 10-K.
$Jack-in-the-Box, 20 2/01/24/Taco-Bell-vs- -
syym Brands, Inc. 2011 hm:)]l(le with New Menu.” www.brandchannel.com/home/post/2012/01/24/Taco- e
- Taco Bell Trkes 07 € P <sed October 11, 2012

i (012412 aspx, acc ap e
S{l’fmmgrgnds, Inc. Press elease, October
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CHIPOTLE MEXICAN GRILL'S HISTO

RY AND PROFILE

Growth

o he Culinary Institute of America in New

In 1990, after graduating from t _ e
(;)lorado-bom Steven Ells moved to San Francisco t‘o w‘?rk as a Sc,,,[.ls' chef g 5 rest];uclty'
In 1993, he opened a taqueria (a Spanish word meaning taco shop”) in Denver’ o Tan;,
) ned from his father. His goal was to reinvent MCXicanﬂ;ad ‘

0og,

using $85,000 as capital obtai ( :
He reflected on the origins of his first restaurant:
avors that had nuance and depth, not just hot, not just Spicy: cyr-
t looked, smelled, and tasted differen ;n‘“-
Tom

Origin and Early

I wanted layers of bold fl

cilantro, cloves, fresh oregano, lemon, and lime. I .
traditional fast food. And it didn’t take long before there was a line of people waj ting to e

in. So I thought, maybe I'll open one more. I was always quite rebellious and did thing
own way. Friends said Mexican food is cheap—you can’t charge $5 for a burrito, B I.gn'ly
this is real food, the highest-quality food. Friends said you can’t have an open kitchen t;aid
I wanted the restaurant to be like a dinner party, where everyone’s in the kitchen Wﬂlc};inlg

what's going on. They said people have to order their meal by number. But I said no you

have to go through the line and select your ingredients. And everyone gave me grief over yp,
I the

name: Nobody will be able to pronounce it."?
Ells opened a second restaurant using the profits from the first and a third (aJf inD
Colorado) with a loan from the Small Business Administration. When he had o
16 restaurants by 1998, McDonald’s Corporation (the global leader in fast food .
of revenue) made an initial investment to help fund the company’s growth The ——
quickly grew to more than 500 units in 2005 (primarily using McDonald‘.s $36§)0m.p i
capualvmfusion) and on January 26, 2006 made its IPO. In October 200(; M oy
fully divested its holdings in CMG for a value of $1.5 billion. Ells talke(’i bCDona]d‘s
3\1/1: ]I:IaiD%n?ld’s: “They funded our growth, which allowed us to open 535 ?egtl;tufar:ts
e le J;‘:d 0;0:;1( e:rcig other, but we use different kinds of food, and we aim for 4 di;:
perience and culture altogether. So we ended up going our separate

ways.”!?

;:r]he Push to Sustainable Sourcing

] .

Wh(s) l;:ipfézn:jdg ;o Wriiid an ar_tlcle by Edward Behr that told the story of a~ ‘owa farmer

b mUChobu;t&srl?f antibiotics or confining them. Behr wen: . : 10 add that

pints, The Bty g E”.:ri t}]e mass-market meat that was served ir: most restau-

(CAFOS) 1 iy 0 eam. about concentrated animal feeding operations
eloped countries, the dominant method of raising livestock

limited space, Th :
“an animal feedinz I;)I.Se.r Et:{lVIronmema] Protection Agency (EPA) defined a CAFO as
Peration that confipeg animals for more than 45 davs during the

growing season j
N an areg
thl’esholds.ms tha[ dOes not pdeUCC Vege[ation and meets certain Silc

IZM&I
garet Heffeman “Dr ) -
€amers: Chipotle Founder Steve Bl wvm i comiadie —_— ’

3 J4.CO vice/work-career/dreamers

chipotle-founder-
opig, el accessed October 12, 201

“Chipotle Web
site, “About [« » _
Byww.e | ut Us,” www .
pa.gov/ -Chipotle ¢ . §
reglon'llwa[erlcafo/, accessed Octoonbli ‘;ﬂ} ;lslzcggpany/aboul_us_gspx, accessed October 11, gm
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) for natural ones. A study'®

19  CAFO confineq| e e Gl e 186
. arge ny .

| structures (fo ) mber of ap; ;

i : T feedin animals in g limj

i g, tey a limited space : : i :

| reported that while i > Tperature gnd il comr([))l ¢ and substituted man-made

20

CAFO i ok | million farme :
HaT i tonk ¢ 000 Farm i: qtdrms In 1966 to house 57 million pigs. through
gative impacy > 1 2001 to house the same number of pigs. CAFOs
. Many commere, 4Ir quality and hence we 1
, fal OB, ok ere regulated by the EPA.
to control manure, which |, AFOs established agricultural water treatment plants

- ildane.‘, .
several CAFOQs, he decide gative impact on the environment.”” After Ells visited

4 d to source f;
naturally raised chicken from 203?2 RS pofk S SRR 1 SRR
an

f9rmallzed its SOurcing policy in + d naturally raised beef soon after. The company
sion statement: Y I 2001 when it launched its “Food with Integrity” mis-

e ers. It means serving the very best sustainably

- Y& to great taste, great nutrition, and great value."

owned and ope .

e '\ Operated 1,316 restaurants in June 2012, of which four were in Canada
n the United Kingdom, one in ! |

France and the rest in the United States. It
revenues illion : . i ]
i ho?lfrl$2‘.37(1)( billion and a net income of $215 million in fiscal 2011. It employed
20’ y workers and 2,570 salaried employees. Ells was CMG’s CEO till January 1,

09, when Montgomery F. Moran (who ha

" d been the company’s chief operating officer
since March 2f:)()5 ) was appointed co-CEQ along with Ells. Ells, however, retained his title
as chairman of the board.™

raised food possible with

BUSINESS OPERATIONS

21

22

Restaurant Operations

All of CMG’s restaurants were company-owned. They were either end-caps (at the end of
a line of retail outlets), in-lines (in a line of retail outlets) or free-standing. A typical res-
taurant ranged in size between 1,000 and 2,800 square feet depending on the market and
cost $850,000 to open. The smaller restaurants were called “A Model” restaurants, the first
of which was opened in 2010 to serve less densely trafficked areas. Restaurants served a
limited menu of burritos, tacos, burrito bowls (a burrito without the tortilla) and salads, all
prepared with fresh ingredients. Customers placed their order (burrito or taco) at the begin-

ning of a line and added ingredients of their choice as they moved along the line. None of

. 5 0
the restaurants had freezers, microwave ovens, Or can openers. . _
Given their higher than average food costs, CMG focused on operational efficiency at

caurant level. The restaurant size was typically smaller than tho§e of its peers, anc'l it
- a'zed on labor by keeping their menu options limited and by using an assembly-line
economi

n Kelling, and Robert S. Lawrence, “Public

- Kenzie, Kristi
r1-Berg, Shawn Mc Health Nutrition, 8(4): 348-356, 2005,

iopolly Walker, Pamela RBUDIER P00 o umption.” Public

jons of Meal Produc

. ¢ accessed October 11, 2012.
oy Impllzﬂl/ 3 bin/y/h/PHN meat_consumption.pdt. accessed October 11, 201
www.jhsph.edu/se i
ot e 2011 10K
it | _ <//research scottrade.com/gnt/Stocks/
. o i i . Stock Report, hups:/ires K
;:’gglp(:tlocnzglulcrs g M?ClljﬁB(’i’ggi:ln:lOC6R0Pll LOMOSAG, accessed October 9,2012.
oms , . ;
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G’s communication direct;
Or, spok
5 &
aboy

i i d. CM
system for food pr:?paranon. thns Arnol
the company’s efficiency focus:
: s - PR—
5 s hor Jim Collins calls the genius 0 2 You ca
lievers iIn W a5 ‘ ; o
b:d‘c with ingredients from MOore sustainable sources and do it at a rtasonable
food costs than your peers and still have strong margins_ |t jue
5 St
with a company to install solar py
ct producer of solar energy in the :‘ els g
estayy.
ang

great food m §
price. You can have higher .

to figure it out.”
ership

takes the discipline
ompany entered into 2 partners
pe the largest dire
11s talked about this:
food began with our

MG aimed to
t five years. E

= way people thi
food made with

In 2009, the ¢

restaurants. [ &

industry in the nex
Our effort to change th

nk about and eat fast

ingredients from more sustainable sources, angd
of our business. Today, we're Skt that

s, looking for more environmengtaily

taurants more efficient.?

commitment to serving

same kind of thinking now IR
similar path in the Way we design an
g materials and systems that make our res

els was to reduce the restaurant’s traditiona]

o €ne;

7:00 p.m. Solar panels also regy, y

Ce

friendly buildin
r using

solar pan
the peak period of 11:00 a.m. to
arting with a restaurant in Illinois, CMG began to "
Obtajy

CMG’s rationale fo
consumption during
the company’s carbon footprint. St
LEED certification (Leadership in Energy and Environmental Design, a certi :
_ ; gl . . ' ificatio
gram of different levels) by using on-site wind turbines and cisterns for rainwate, T pro-
ing. It was the first restaurant to obtain the highest level (platinum) of LEED i
By 2012, three of its restaurants were LEED certified. certification »
Supply Chain
CMG's s’upply‘ chain was closely tied to the company’s “Food with Integrity” missi
Scoxzi%any s 22 mc_lependemly owned and operated distribution centers serv.gdtyre:;smn' Tin
ﬁ:} ,‘1 »c aigogrzpmc area. These centers sourced inputs from suppliers who were e I:iants ina
quality " l:lcnh :;sltarrtxlclimg glf the company’s mission. Key ingredients included var\i,m;awd .
ettuce, cilantro and tomatoes; and dairy items such as sour cream -
: am and cheese
The seasonal

In 200
3, the company embarked on a program to increase local (grown within 350 mil
2 1es

vegetable
of t ;
pro ;:c;esf:)umm) sourcing to 35 percent of at least one bulk produce it
ram .
bl fam?]y ?arms\;/agozliant dto cut down on fossil fuels used to transpoit produce, giv
ingredients during their Se al? improve the taste of the food served to cusmgxers be'ug}‘e
ey e lettuieag rse:?;:as«:;n.HCMG created a network of 25 loca farmms toysu;l!’n‘%
) n bell peppers, jalapen o '
> o peppers, red onio-s, and oreg
t) 18, gdﬂU

v
R

in 2009 and 10 million pounds by 2012.%

2Jim Collins was th
e author of two :
and Great by Choice (H popular business books: G
i sty Busi : Good to Great i
most companies are ruIedrg th usiness, New York, 2011). In the former ba (Hm'pel_' Bgsmess. i York,. o
CzIO both, the “and.” y the tyranny of “or” where they choose bf:tw:0 y Cc?llms e 4
““Chipotle’s Uni en options rather than attempting ¢
que Take on Sustai
Pages/Site%20Pa ustainable Sourcing,”
; ges/Detai ) g, www.cokesoluti = - .
ChipotlesUniqueTakeon Sil:fqpaif-aspx ?ArticleURL:/Busiru=:s?SOllmmns"'omlB s/
ainable T ssSolutions e
Sourcmg.aspx&smalllmagezyeg&L;ﬁ?f ef/é\n:(.!esl Spotlight accessed
: v=Customer+Spothight+.
Initiative,” By
£ U ;
siness Wire, October 20, 2009, www.thefreelibraf?-“"mj

Z(J}ctober 12,2012,
Chipotle Plans Major Solar Power
r+Initiati
lative.-a0210101557, accessed October 12, 2012

Chipot1e+Plans+Major+Solar+Pow
e

“Ibid,
ocally Grown Produce Pr

:(‘;C‘hipotle Expands L
hipotle Press Release, July 30, 2012

0 L2
gram,” Food Business Week, June 4, 2007.
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W?f? classified ag “naturally rq: po k. 80
fmth a vegetarian dieg. Fon)-f raised

its sour cream apg Wl \)v E!;k’.rcem
rBGH (recombinant boyipe gl;z\zt;d

n-ul.k for sour cream and cheeg
their cows.’ Y

nt of CM s
G's percent of its chicken and 50 percent of its beef
:)’}eél%‘eﬁned as open-range, antibiotic free and fed
MG’s beans were organically grown, while all of
¢ from milk that came from cows that were not given
. horm?ﬂ'i). In udd.it.ion. a substantial percentage of the
: : 5 Sourced from dairies that provided pasture access for
reanic agriculture?® wae cripy s -
I percent of the tot:]rzgri\:si still in s infancy in the United States in 2012. Less than
was highest for produce foltlura.l] S Wwas managed organically. Of that, the percentage
the demand for organic ’fobd():; ed by livestock and then poultry. Starting in the 1990s,
rapid rate (for exatigle: 14 o rove_ the conversion of traditional farms to organic at a
(USDA) reported tha ’th Percent in 2007-2008). The U.S. Department of Agriculture

e ¢ ; : g .
$45.697 versus $25 448 £ ay erdg? annual profitability of organic farms in 2011 was
. or traditional farms. However, the downturn in the economy

that started i ,

2009 and 20"1 ‘;3(298 slowed down the converrsion to organic farming to 6 percent between

full service restaurants and other r bl }.:OOC.]S e Tr,“id_er Joe’s comPCFefj with

the prices well above those for ¢ estaurant -chams for organic inputs, often .dr-mng up

lenges and continuing avail br‘ “_Onvennona! inputs. Ells commented on the pricing chal-

up, organic ingredi e _lllty f)f organic inputs: “The supply chain has yet to catch
, OIg gredients are still pricey, and supply is limited. What we are doing is an

incremental revolution.” If we went all-organic and natural now, a burrito would be like
$17 or $18.%

Retail chains such

Marketing

CMG’s marketing budget was $32 million in 2011 versus $26 million in 2010 and $21 mil-
lion in 2009. The company had reduced its advertising spending more than three years from
$7.9 million in 2009 to $7.5 million in 2010 and $5.8 million in 2011.*" It stated its policy
on advertising in its annual report: “Our marketing has always been based on the belief
that the best and most recognizable brands aren’t built through advertising or promotional
campaigns alone, but rather through all of the ways people experience the brand. Our main

method of promotion is word-of-mouth publicity.™
When CMG hired Mark Crumpacker as its first chief marketing officer in 2009, the
first decision that he made was to bring the company’s advertising in-house rather than

use the services of an outside agency. He also made the decision not to advertise in

#Chi ird Quarter 10-Q. N |
TChIPOﬂE, - Th(;; a%ic" and “sustainable” are used interchangeably, the two are different. Organic products
’“Whﬂe - st bly groduced on large industrial farms, and farms that are not certified organic can produce

o e r a long time. The term “organic™ is used to mean

. = ot £
i $ 5 stain the farm's productivity ] _ .
food using methods that can su h, while sustainable is more a philosophy or way

e Sfted i i

o wn at a facility that is certiied as s | . ‘
products produced f’rgr?njzg generally falls within the accepted definition of sustainable agriculture and since
of life. Since organic

d reanic rather than sustainable agriculture, most observers believed that organic was a good
data is collected on 0T

proxy ¢ sustainable e. Alternative Farming Systems Information Center, http:/fafsic.nal.

%nited States Department of Agricultur

2
d organic-p ion accessed October 19, 2012.
Umssaﬂr-gfwf e mdudmn"cd;;tion?“ Plenty, October/November 2005, pp. 70-75.
%garah Rose,

o Orgam ‘s Bsinesh Model Depends on Never Running TV Ads" Bus‘r'n.ess Insider.. March
2Jim Edwards. "oV Cg“’f’ﬂe oo sider.com/2012-03-16/news/3! 199897_1_chipotle-advertising-marketing,
7 -f/articles.busines .
16, 2012, htep://artic
accessed October 19,

2012.
uchipotle 2011 10-K-
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31

32

33

rationale for it: .
tch to the type of marketing that every other fast-foo( compa,

ms and big ad campaigns to promote them. I think once Vi Luses
on

The alternative is to swi
hard to get off. T want to try to do this [loyalt
Y progrﬂmS] a

with these new menu ite
that model, I think it’s very. very
long as [ can.”
One loyalty program was called “Farm bl Pl a(lln r]]nwtaﬂon'omy online prog,
that quizzed users on sustainability, organic farmung anc humans food sougeing andam
warded them when they shared the knowledge with others via social media. Amolq vl
about the program: “This is a passion program. Through _Ffirm Team, we gre 100kink
identify our most loyal and passionate customers, and giving them‘ tools to share ti s
passion for Chipotle. It's much more about building evangelism than it is about reward,eu
frequency.”™ ‘ o g
In August 2011, CMG released an online commercial titled “Back to the Sary» whi
featured Willie Nelson singing a reworded version of Coldplay’s “The Scientis; T:he ich
mercial told the story (in animated form) of a farmer who moved from inhumape inducom‘
farming that used confined spaces t0 a more humane sustainable farming method iy
popularity of this commercial led to CMG releasing it first in 5,700 movie theﬁﬁ'e'“_le
September 2011 and running it once on television during the 2012 Grammy Awards sh S ]2
A one-day festival called “Cultivate™ held in Chicago in October 2011 brought o 2:{:,
farmers, chefs, and music bands. The goal of the festival was to promote sustainableiga Tr
farms. Other promotional items included iPhone games and local print advertis'mmly
accompany store openings.* A marketing expert assessed CMG’s nontraditional ma:kegu;z

Strategy:
Chipotle has found a “sweet spot™ with millennials by solidifying its reputation for freshne
and offering a healthier fare than its competitors. The brand also gains reputation by shyin "
away from traditional media, because younger audiences feel like it’s more authentic\ -
do‘wnAto~earth and easy to connect with. Millenials view the lack of TV as more auth;nti
Millenials are likely to dismiss a lot of claims. They are responding to everything the bra(;d

does and says.”

Finances

34  Exhibit 2 gives a cost comparison of key expenses for CMG and its competiters, Exhibit 3

g;ezer;isi éihrcliG S ﬁnapcxal statements, while Exhibit 4 gives a list of the Ccoiiapany’s stock
ove‘rlihe o :te;ig"cliu.rdztgllaner 2012 re;sults sh-owed a revenue increase of 18.4 percent
increased by 4p8 ercl: ti l ; nd a net income increase of 19.6 percent. Saine-store sales
Revenue growth w]')as at:] 't:nt : de quarter compared to 11.3 percent in third quarter 2011.
The company launched ; IS“ ed to both new restaurant openings and menu price increases.
was completed in third quai’:éinzl(-)‘;;igg menu price increase in 2011 whose implementation

NEd “ : ' s
qu?gi:g I"[Z:US]?;I:;?UE hS Buiﬁmess Model Depends on Never Running TV Ads.”
gelism: Chipotle’s Fa = ‘ ldi : Lia

]f‘arm'- leam/, accessed October 20, 201 2rm e www-reabonedpnComfblogfbmldmg-evangcllsm{mpo‘ks
WC(}:];]poth; Press Release, February 10 .201 2
‘ ipotle’s Bold New Marketing pJ 0" wy

. a ’ ' I : ; " |
new-marketing-plan, accessed Oc%obern2ow2\:)vlv.-’2monkeydmhEOWldeaS/amcks}cmp‘)‘k%m%w%% o

YEdwards, “How Chj
RiakTY lpotle’s Business
*Chipotle Press Release, ocmbe:nf ;b ;\g‘l’f"[ Depends on Never Running TV Ads.”



Chipotle: Mexican Grill, Inc.  18-10

EXHIBIT 2 Selected Cost Compari
w%w Competitors (Costs as Percentage of Revenues)
VUM BRANDS 2011 2010 2009
Food & packaging 30.57 29.09 28.62
Labor ' > |
Occupan 2040 2903 -~
pancy & other restaurant Operating costs 26.97 27.06 27.50
Qdoba
Food & packaging 29.00 28.30 29.80
Labor ‘ : |
28.00 27.70 28.30
0
ccupancy & other restaurant operating costs 29.40 30.00 28.90
MG
Eogd & packaging 33255 30.56 30.69
abor
23.93 24.71 25.36
Occupancy & other restaurant operating costs 17.56 18.10 19.20

YUM Brands does not break down data for each of its three chains (KFC, Pizza Hut, and Taco Bell).

Source: Company 10-K's.

EXHIBIT 3 CMG Consolidated Statement of Income (For Year Ending December 31 in

_Net income (after interest 3

$ Thousands)
2011 2010 2009
Revenue 2,269,548 1,835,922 1,518,417
Restaurant operating costs

Food, beverage, and packaging 738,720 561,107 466,027
Labor 543,119 453,573 385,072
Occupancy 147,274 128,933 114,218
Othf;rg]’agit;ng costs (marketing, credit . o ——
General and administrative expenses 149,426 118,590 99,149
Depreciation and amortization 74,938 68,921 61,308
M — 8,495 7,767 8,401
.Loss on disposal of assets >,806 6,296 5,956
ations 350,562 287.831 203,705

incom frenyOpe” . 214,045 178981 126,845

(Continued) |
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IT3 (Continued) er31in§ '
EAHIC “nce Sheet (condensed for December 31 in § thom

Consolidated Bal 2011 T
2015
B e =

Assets: :
urrent assets:

i Cash and cash equivalents 40;2;; 22483
Accounts receivable (net) 8'91 5 5,658
Inventory : 7.098
Current deferred tax asset 6,238 43175
Prepaid expenses and other current assets 2104 16,016
Income tax receivable 23,528
Investments S 124766 -

Leasehold improvements, property and equipment, net 751,951 676,881

Long-term investments 128,241 ¢
Other assets 21,985 l 16,564
Goodwill ki 219%
Total assets 1.425,308 1.121,605
Liabilities and shareholders’ equity
Current liabilities:
Accounts payable 46,382 33,705
Accrued payroll and benefits 60,241 50,336
Accrued liabilities 46,456 38,892 -
Current portion of deemed landlord financing 133 121
Income tax payable 4,241 E
Deferred rent 143,284 123,667
Deemed landiord financing 3,529 3,661 7
Deferred income tax liability 64,381 50,525
Other liabilities 12,435 9,825
Total liabilities 381,082 310,732
Total shareholders’ equity 1,044,226 810,873
Total liabilities and shareholders’ equity 1,425,308 1,121,605

Summary Consolidat '
in $ thousands) ated Statement of Cash Flows® (for year ended December 3

| | 2011 2010 2009 .
Net cash provided by operating activities 411096 289,191 260673

Net cash used in investing activities (210,208) (189,881) (67,208

(24.268) . (94522) (61,48

an adjustment for exch o i . |
e T ool gf]ge rates to reconcile opening and closing cash balances.

:Net cash used in financing activities o

* The company made
Source: Chipotle Me
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EXHIBIT4 (zpg Selected Sty P

Sate Tice Data (In $ at Close of Day)
[ 45.00
January 2, 2008 B
January 2, 2009 o
January 4, 2010 4776
January 3, 2011 2046
January 3, 2012 gl
April 2, 2012 iﬁz‘ji
Aprit 13, 2012 442 .40
May 1, 2012 413.07
June 1, 2012 379.95
July 2, 2012 29233
August 1, 2012 288.64
October 1, 2012 316.33
October 2, 2012 (Einhorn) 302.96

Source: Compiled from Yahoo Finance,

http:h’ﬁnance.yahoo.com/echarts'?s:CMG+Interactivs#symbol:cmg;range:iy;c
ompa.rezgindicator:voiume;chanlype:area;crosshair:on',ohlcvalues=0:
logscale=off:source=undefined:, accessed October 19, 2012.

THE "EINHORN EFFECT"

35

36

On October 2, 2012, Jeff Einhorn, who headed a hedge fund, madg a presen-tation at the
Value Investors Conference in New York City. In his presentation, Emh'om. said that CM(_‘:
was an attractive stock for short sellers because the company faced sngmﬁ‘can‘t conk)]pzu-
tion, principally from Taco Bell’s Cantina Bell menu, and {ncrease(% food (;l(?sts, Qot ;e
to its sustainable sourcing practices and a global increase in food c.c)fn_mo 12/ gr(x;:;s. UZ
id that a survey conducted by his firm found that 75 percent of self-identifie . 1p(?

o tomers also frequented Taco Bell and that Taco Bell came out on top on both price and
cus §

convenience. Einhorn stated:

i : *s Cantina Bell menu—which
3 percent of Chipotle customers had already tried Tdco B.EH iC ! | menu - i

- i d burrito bowls made with fresh ingredients—an two-t
features bu}-mf)s and they would return. What's more, the customers mos‘t hl.<ely 10 return ©
R A mdlca';e thoZe most likely to eat at Chipotle, a dynamic that indicates to me that

-0 Bell were also = stomers.®
15;90 tle is most at risk of losing its frequent custom

ipo

i ! ck began to fall. It fell by more than
i »s presentation, CMG’s stock beg oy -
Within hours of Egﬂ;?g}l;d‘;y and stock analysts stated that CMG had been “Einhorned.
4 percent by the en

le, Einhorn’s Shorting Chipotle,” Forbes, http://www.forbes.com/sites/
d the Guacamole,

: ; 9partner=yahootix, accessed October 19, 2012,
#¥Chris Barth, “Hol einhorns-shorting-chipotle/?partner=y

ruacamole
“hrisbarth/2012/1 O/Oﬂhold-me-t,ua%ii?;)o -
:'Kate Kelly, “GM, C hipotle Get

- ( 35 . ..01 “
] (¢ b

d' by Comments,” http:/lﬁnance.yahno.ccrn!newslgm-chipmie- e e :
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CMG’S CHAL
37

38 Healso indicat

39

LENGES

tobel' 18, 20121 Ells lndu’ecﬂy com
i ar
his competitor): pared ¢

easy thing to COPY and though a compet;
on the surface. Take a company that szﬁltlu-tor
y does not have a grill, nor do they haVebk .
- cken and cut it up? And in the end the .

analysts o Oc

ith .
aming

¢ actually D
The way Chipotle does its busin€ss is not z;n
could offer @ similar item. it’s probab]y on yn
grilled chicken, for instance. Yet that ﬂi:(ompaa1

i 5 . do they make re: €
or cutling poards. So how
customers realize the difference. Be caref}ﬂ of those who have a lower cost opportunity, Ty,
customer’s not casily fooled. Our interactive format~th§ burrito assembly line that eve "
customer runs through—1s an jmportant part of what Chipotle does.* ry

G would conside
e conferre
| Officer Jack H
h its pricing decisions, so as not to deter customers. Wi
e not to be in too much of a hurry We‘ doe,
A 't

ng to choos
box with price increases. We’d rather see what hap
_ ¢
th consumer spending, see what other competﬁor;: d
0

In his conference c?ll W
Bell with CcMG (withou

¢ raising its menu prices in 2013 to ma
4 with co-CEO Moran following the c:llul:xf)()r
» Doth

expected highe .
artung talking to a reporter:

men listened in on C
will be patient wit
ckly, but we're goi
ones out of the
see what happens wi
pond.*

The company
could move qui
want to be the first
with the economy,

and how consumers res
nges. While the depressed economy favored quick servi
Ce and

full service restaurants because of lower check pri

sumer sentiment indicated that the majority of them would either curtail their E CES.’ e

eating or at best maintain it at current levels. In addition, Taco Bell was provin ey

midable competitor with its 5,670 U.S. restaurants pushing the higher margi gcto be e

menu through aggressive and large-scale advertising. Finally, the expectedgilnlz:r al’ltir}a o
both in its margins and in its quest to mcreasei?:elllsl;ézo(:if

costs was bound to affect CMG
sustainable inputs. Both men recalled a statement made by Arnold to an intervi
tewer a few

CMG faced a host of challe
fast casual restaurants Over

years ago:
Chipotle i
buﬂ?a ;1 ;s] ;1 gf();)d example of what can happen when you buck conventional wisdom. We’
buit s 3 st-food restaurants shirking many of the things the industry w : :lnl o
—we spend m ; b
p ore on food, not less; we own our restaurants rather than franchi 7: :v'tand
AL,

k US]Dg p . S y

Were sustainabilit
y and the “Food with Integrity” i
afford in these di ot ntegrity” campaign luxuries that TV i
ifficult economic times? Could CMG continue to use qudalii;ll igdcglf lglim
.{ [ S n-

abl i i i
y sourced inputs as differentiators to justify a higher priced menu?
enu’

“Kim Bhasin, “Chi
i , potle CEQ Shred

Biisiviass Fusidlorw : reds Unnamed Competi

_ www busisessing . petitor for Not Havi i ' i y
*“Annie Gasparro, ‘.Chipoﬂl:gismsldelr,c()m/chlpotle-ceo-taco-bell-20 la; 1?(% el B -
104578066484037301 32 ares Sink on Outlook ™ htto:/fonline WS com accessed October 20, 2012.
“*Chipotle’s UniQueT kg'htmls accessed October 2 l' 20 1[)2 online.wsj.com/article/SB! BT

: aKe : ' -
Pages/Site%20Pa geS/Deta'Tn Sustainable Sourcing,” www.cokesoluti _
: Edpage-ast?ArticleURL:[Bus;ines:SSO ;‘“f’“sj; ooy
olutions/Pages/Articles/ l

ChipotlesUni
queTak .
Octsber 2], 3015 eonSustamableSourcing,aspx &smalllm
: age=yes& LeftNav=Customer+Spoight*:?



