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SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549
FORM 10-K
(Mark One)
p  ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d)OF THE SECURITIES
EXCHANGE ACT OF 1934
For the fiscal year ended February 29, 2004
OR
o  TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES

EXCHANGE ACT OF 1934
For the transition period from to

Commission file number 0-14749
Rocky Mountain Chocolate Factory, Inc.
(Exact name of registrant as specified in its charter)

Colorado 84-0910696
(State of Incorporation) (I.R.S. Employer Identification No.)

265 Turner Drive, Durango, CO 81303
(Address of principal executive offices)

(970) 259-0554
(Registrant s telephone number, including area code)

SECURITIES REGISTERED PURSUANT TO SECTION 12(b) OF THE ACT
None

SECURITIES REGISTERED PURSUANT TO SECTION 12(g) OF THE ACT
Common Stock, $.03 par value

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the
Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90 days. Yesx Noo

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained

herein, and will not be contained, to the best of registrant s knowledge, in definitive proxy or information statements
incorporated by reference in Part III of this Form 10-K or any amendment to this Form 10-K. x
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Indicate by check mark whether the registrant is an accelerated filer (as defined in Rule 12b of the Act). Yeso No x

On April 30, 2004, there were 4,283,510 shares of Common Stock outstanding. The aggregate market value of the
Common Stock (based on the average of the closing bid and ask prices as quoted on the Nasdaq National Market
System on April 30, 2004) held by non-affiliates was $26,705,481.

DOCUMENTS INCORPORATED BY REFERENCE
Portions of the registrant s proxy statement furnished to stockholders in connection with the 2004 Annual Meeting of

Stockholders (the Proxy Statement ) are incorporated by reference in Part III of this Report. The Proxy Statement will
be filed with the Securities and Exchange Commission within 120 days of the close of the registrant s fiscal year.
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PART 1.
ITEM 1. BUSINESS
General

Founded in 1981 and incorporated in Colorado in 1982, Rocky Mountain Chocolate Factory, Inc. (the Company ) is an
international franchiser and confectionery manufacturer. The Company is headquartered in Durango, Colorado and
manufactures an extensive line of premium chocolate candies and other confectionery products. As of March 31, 2004
there were 8 Company-owned and 252 franchised Rocky Mountain Chocolate Factory stores operating in 40 states,
Canada, Guam and the United Arab Emirates.

Approximately 40% of the products sold at Rocky Mountain Chocolate Factory stores are prepared on the premises.
The Company believes this in-store preparation creates a special store ambiance and the aroma and sight of products
being made attracts foot traffic and assures customers that products are fresh.

The Company believes that its principal competitive strengths lie in its brand name recognition, its reputation for the
quality, variety and taste of its products; the special ambiance of its stores; its knowledge and experience in applying
criteria for selection of new store locations; its expertise in the manufacture of chocolate candy products and the
merchandising and marketing of chocolate and other candy products; and the control and training infrastructures it has
implemented to assure consistent customer service and execution of successful practices and techniques at its stores.

The Company believes its manufacturing expertise and reputation for quality has facilitated the sale of selected
products through new distribution channels. The Company is currently selling its products in a number of new
distribution channel programs including wholesaling, fundraising, corporate sales, mail order and internet sales.

The Company s revenues are currently derived from three principal sources: (i) sales to franchisees and others of
chocolates and other confectionery products manufactured by the Company (67-72-70%); (ii) sales at
Company-owned stores of chocolates and other confectionery products (including product manufactured by the
Company) (12-7-8%) and (iii) the collection of initial franchise fees and royalties from franchisees (21-21-22%). The
figures in parentheses show the percentage of total revenues attributable to each source for fiscal years ended
February 28 (29), 2004, 2003 and 2002, respectively.

According to the National Confectionery Association, the total U.S. candy market approximated $24.0 billion of retail
sales in 2001 with chocolate generating sales of approximately $13.1 billion. According to the Department of
Commerce, per capita consumption of chocolate in 2002 approached 13 pounds per year nationally and consumption
of chocolate products increased approximately 5% compared to 2001.

In Fiscal 2001, the Company began phasing out its Rocky Mountain Chocolate Factory Company-owned store
program. In Fiscal 2002, the Company sold to new or existing franchisees all Company-owned store locations with the
exception of four Company-owned stores located in key markets in Colorado (the Colorado Stores ). In Fiscal 2003,
the Company foreclosed on four of the stores previously sold to a franchisee due to the franchisee s insolvency. The
Company intends to retain the eight stores to test sales, marketing, design and operational initiatives.

Business Strategy
The Company s objective is to build on its position as a leading international franchiser and manufacturer of high

quality chocolate and other confectionery products. The Company continually seeks opportunities to profitably
expand its business. To accomplish this objective, the Company employs a business strategy that includes the
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following elements:
Product Quality and Variety

The Company maintains the unsurpassed taste and quality of its chocolate candies by using only the finest chocolate
and other wholesome ingredients. The Company uses its own proprietary recipes, primarily developed by its master
candy maker. A typical Rocky Mountain Chocolate Factory store offers up to 100 of the Company s chocolate candies
throughout the year and as many as 200, including many packaged candies, during the holiday seasons. Individual
stores also offer numerous varieties of premium fudge and gourmet caramel apples, as well as other products prepared
in the store from Company recipes.
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Store Atmosphere and Ambiance

The Company seeks to establish an enjoyable and inviting atmosphere in each Rocky Mountain Chocolate Factory
store. Each store prepares numerous products, including fudge, brittles and caramel apples, in the store. In-store
preparation is designed both to be fun and entertaining for customers and to convey an image of freshness and
homemade quality. The Company s design staff has developed easily replicable designs and specifications to ensure
that the Rocky Mountain Chocolate Factory concept is consistently implemented throughout the system.

In February 2000, the Company retained a nationally recognized design firm to evaluate and update its existing store
design. The objective of the store design project is threefold: (1) increase average revenue per unit thereby opening
untapped real estate environments; (2) further emphasize the entertainment and freshness value of the Company s
in-store confectionery factory; and (3) improve operational efficiency through optimal store layout. The Company
completed the store redesign project and the testing of the new design in fiscal 2002. Through March 31, 2004, 59
stores incorporating the new design have been opened.

Site Selection

Careful selection of a site is critical to the success of a Rocky Mountain Chocolate Factory store. Many factors are
considered by the Company in identifying suitable sites, including tenant mix, visibility, attractiveness, accessibility,
level of foot traffic and occupancy costs. Final site selection occurs only after the Company s senior management has
approved the site. The Company believes that the experience of its management team in evaluating a potential site is
one of the Company s competitive strengths.

Customer Service Commitment

The Company emphasizes excellence in customer service and seeks to employ and to sell franchises to motivated and
energetic people. The Company also fosters enthusiasm for its customer service philosophy and the Rocky Mountain
Chocolate Factory concept through its annual franchisee convention, regional meetings and other frequent contacts
with its franchisees.

Increase Same Store Retail Sales at Existing Locations

The Company seeks to increase profitability of its store system through increasing sales at existing store locations.
Changes in system wide same store retail sales are as follows:

2000 (4.3%)
2001 (3.9%)
2002 0.0%

2003 (3.4%)
2004 (0.6%)

The Company believes that its same store sales growth was positively impacted by the sale of Beanie Babies (stuffed
animals manufactured by Ty Inc.) and related products in fiscal 1999 because many of the Company s retail stores
capitalized on this extraordinary trend during this time period. In fiscal 2000 and 2001, however, the demand for
Beanie Babies decreased significantly, and the Company believes this decreased demand is the primary reason for
negative comparable store sales in fiscal 2000 and 2001. As expected, this trend reversed in fiscal 2002. The Company
believes that the negative trend in fiscal 2003 and through the third fiscal quarter of 2004 was due to the overall weak
economy and retail environment, especially in tourist areas where many of the stores operate. The Company
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experienced positive same store sales of 5.4% in it s fiscal fourth quarter of 2004 and believes the positive trend is due
primarily to a recovery in the United States economy.

The Company feels that same store retail sales growth can be accelerated through store redesign to provide a more
attractive and effective retail sales environment while retaining the Rocky Mountain Chocolate Factory store
ambiance and theme.
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In February 2000, the Company retained a nationally recognized packaging design firm to completely redesign the
packaging featured in the Company s retail stores. The Company has designed a contemporary and coordinated line of
packaged products that capture and convey the freshness, fun and excitement of the Rocky Mountain Chocolate
Factory retail store experience. The Company completed the packaging redesign project during 2002. Testing of the
new designs has yielded positive results. The Company believes that the successful launch of new packaging will have
a positive future impact on same store sales.

Increase Same Store Pounds Purchased by Existing Locations

In fiscal 2004, the Company experienced a same store pounds purchased decline of 1.7%. The decline in same store
pounds purchased from the factory continued what appears to be a trend of a shift in sales mix toward store-made
products and away from factory-made products. The Company is in the process of adding new products and focusing
its existing product lines in an effort to control this trend.

Enhanced Operating Efficiencies

The Company seeks to improve its profitability by controlling costs and increasing the efficiency of its operations.
Efforts in the last several years include the purchase of additional automated factory equipment, implementation of a
comprehensive MRP II forecasting, planning, scheduling and reporting system, implementation of alternative
manufacturing strategies and installation of enhanced Point-of-Sale (POS) systems in all of its Company-owned and
eighty-six of its franchised stores through March 31, 2004. These measures have significantly improved the

Company s ability to deliver its products to its stores safely, quickly and cost-effectively and impact store operations.
Additionally, the divestiture of substantially all of the Company-owned stores has reduced the Company s exposure to
real estate risk, improved the Company s operating margins and allowed the Company to increase its focus on
franchising.

Expansion Strategy
Key elements of the Company s expansion strategy include:
Unit Growth

The cornerstone of the Company s growth strategy is to aggressively pursue unit growth opportunities in locations
where the Company has traditionally been successful, to pursue new and developing real estate environments which
appear promising based on early sales results, and to improve and expand the retail store concept, such that previously
untapped and unfeasible environments (such as most regional malls) generate sufficient revenue to support a
successful Rocky Mountain Chocolate Factory location.

High Traffic Environments

The Company currently establishes franchised stores in the following environments: factory outlet malls, tourist
environments, regional malls, street fronts and other entertainment oriented environments. The Company, over the last
several years, has had a particular focus on factory outlet mall locations. Although each of these environments has a
number of attractive features, including a high level of foot traffic, the factory outlet mall environment has historically
offered the best combination of tenant mix, customer spending characteristics and favorable occupancy costs. The
Company is optimistic that its exciting new store design will allow it to target untapped potential of the over 1,200
regional malls in the United States. The Company has established a business relationship with most of the major
developers in the United States and believes that these relationships provide it with the opportunity to take advantage
of attractive sites in new and existing real estate environments.
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Name Recognition and New Market Penetration

The Company believes the visibility of its stores and the high foot traffic at most of its locations has generated strong
name recognition of Rocky Mountain Chocolate Factory and demand for its franchises. The Rocky Mountain
Chocolate Factory system has historically been concentrated in the western and Rocky Mountain region of the United
States, but recent growth has generated a gradual easterly momentum as new stores have been opened in the eastern
half of the country. This growth has further increased the Company s name recognition and demand for its franchises.
Distribution of Rocky Mountain Chocolate Factory products through new channels also increases name recognition
and brand awareness in areas of the country in which the Company has not previously had a significant presence. The
Company believes that by distributing selected Rocky Mountain Chocolate Factory products through new distribution
channels its name recognition will improve and benefit its entire store system.

5
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Store Concept

The Company seeks to establish a fun and inviting atmosphere in its Rocky Mountain Chocolate Factory store
locations. Unlike most other confectionery stores, each Rocky Mountain Chocolate Factory store prepares certain
products, including fudge and caramel apples, in the store. Customers can observe store personnel making fudge from
start to finish, including the mixing of ingredients in old-fashioned copper kettles and the cooling of the fudge on large
marble tables, and are often invited to sample the store s products. The Company believes that an average of
approximately 40% of the revenues of franchised stores are generated by sales of products prepared on the premises.
The Company believes the in-store preparation and aroma of its products enhance the ambiance at Rocky Mountain
Chocolate Factory stores, are fun and entertaining for its customers and convey an image of freshness and homemade
quality.

The majority of existing Rocky Mountain Chocolate Factory stores have a distinctive country Victorian decor, which
further enhances their friendly and enjoyable atmosphere. Each store includes finely crafted wood cabinetry, copper
and brass accents, etched mirrors and large marble tables on which fudge and other products are made. To ensure that
all stores conform to the Rocky Mountain Chocolate Factory image, the Company s design staff provides working
drawings and specifications and approves the construction plans for each new store. The Company also controls the
signage and building materials that may be used in the stores.

In fiscal 2002, the Company launched its new store design concept intended specifically for high foot traffic regional
shopping malls. The new store design concept is modern with crisp and clean site lines and an even stronger emphasis
on the Company s unique upscale kitchen. Based on encouraging results, the Company is requiring that all new Rocky
Mountain Chocolate Factory stores incorporate the new design concept.

The average store size is approximately 1,000 square feet, approximately 650 square feet of which is selling space.
Most stores are open seven days a week. Typical hours are 10 a.m. to 9 p.m., Monday through Saturday, and 12 noon
to 6 p.m. on Sundays. Store hours in tourist areas may vary depending upon the tourist season.

Kiosk Concept

In fiscal 2002, the Company opened its first full service retail kiosk concept. The kiosk is a vehicle for retail
environments where in-line real estate is unavailable or build-out costs and/or rent factors do not meet the Company s
financial criteria. The kiosk, which is approximately 250 square feet, incorporates the Company s trademark cooking
area where caramel apples, fudge and other popular confections are prepared in front of customers using traditional
cooking utensils. The kiosk also includes the Company s core product and gifting lines in order to provide the
customer with a full Rocky Mountain Chocolate Factory experience.

The Company believes the kiosk concept enhances its franchise opportunity by providing more flexibility in support
of existing franchisees expansion programs and allows new franchisees that otherwise would not qualify for an in-line
location an opportunity to join the Rocky Mountain Chocolate Factory system.

Products and Packaging

The Company typically produces approximately 300 chocolate candies and other confectionery products, using
proprietary recipes developed primarily by the Company s master candy maker. These products include many varieties
of clusters, caramels, creams, mints and truffles. The Company continues to engage in a major effort to expand its
product line by developing additional exciting and attractive new products. During the Christmas, Easter and

Valentine s Day holiday seasons, the Company may make as many as 100 additional items, including many candies
offered in packages specially designed for the holidays. A typical Rocky Mountain Chocolate Factory store offers up
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to 100 of these candies throughout the year and up to an additional 100 during holiday seasons. Individual stores also
offer more than 15 premium fudges and other products prepared in the store. The Company believes that
approximately 50% of the revenues of Rocky Mountain Chocolate Factory stores are generated by products
manufactured at the Company s factory, 40% by products made in the store using Company recipes and ingredients
purchased from the Company or approved suppliers and the remaining 10% by products, such as ice cream, coffee and
other sundries, purchased from approved suppliers.
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The Company uses only the finest chocolates, nut meats and other wholesome ingredients in its candies and
continually strives to offer new confectionery items in order to maintain the excitement and appeal of its products. The
Company develops special packaging for the Christmas, Valentine s Day and Easter holidays, and customers can have
their purchases packaged in decorative boxes and fancy tins throughout the year.

Chocolate candies manufactured by the Company are sold at prices ranging from $12.90 to $20.25 per pound, with an
average price of $16.60 per pound. Franchisees set their own retail prices, though the Company does recommend
prices for all of its products.

Operating Environment

The Company currently establishes Rocky Mountain Chocolate Factory stores in four primary environments: factory
outlet malls, tourist areas, regional malls and street fronts. Each of these environments has a number of attractive
features, including high levels of foot traffic.

Factory Outlet Malls

There are approximately 230 factory outlet malls in the United States, and as of February 29, 2004, there were Rocky
Mountain Chocolate Factory stores in approximately 75 of these malls in over 30 states. The Company has established
business relationships with most of the major outlet mall developers in the United States. Although not all factory
outlet malls provide desirable locations for the Company s stores, management believes the Company s relationships
with these developers will provide it with the opportunity to take advantage of attractive sites in new and existing
outlet malls.

Tourist Areas and Street Fronts

As of February 29, 2004, there were approximately 70 Rocky Mountain Chocolate Factory stores in locations
considered to be tourist areas, including Fisherman s Wharf in San Francisco, California and the Riverwalk in San
Antonio, Texas. Tourist areas are very attractive locations because they offer high levels of foot traffic and favorable
customer spending characteristics, and greatly increase the Company s visibility and name recognition. The Company
believes significant opportunities exist to expand into additional tourist areas with high levels of foot traffic.

Regional Malls

There are approximately 1,130 regional malls in the United States, and as of February 29, 2004, there were Rocky
Mountain Chocolate Factory stores in approximately 40 of these malls, including locations in the Mall of America in
Bloomington, Minnesota; Escondido, California; Fort Collins, Colorado; and West Palm Beach, Florida. Although
often providing favorable levels of foot traffic, regional malls typically involve more expensive rent structures and
competing food and beverage concepts. The Company s new store concept is designed to unlock the potential of the
regional mall environment.

The Company believes there are a number of other environments that have the characteristics necessary for the
successful operation of Rocky Mountain Chocolate Factory stores such as airports and sports arenas. Three franchised
Rocky Mountain Chocolate Factory stores exist at airport locations: two at Denver International Airport and one at
Vancouver International Airport in Canada.

Franchising Program

General
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The Company s franchising philosophy is one of service and commitment to its franchise system, and the Company
continuously seeks to improve its franchise support services. The Company s concept has consistently been rated as an
outstanding franchise opportunity by publications and organizations rating such opportunities. In February 2003,
Rocky Mountain Chocolate Factory was rated the number one franchise opportunity in the candy category by
Entrepreneur Magazine. As of March 31, 2004, there were 252 franchised stores in the Rocky Mountain Chocolate
Factory system.
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Franchisee Sourcing and Selection

The majority of new franchises are awarded to persons referred by existing franchisees, to interested consumers who
have visited Rocky Mountain Chocolate Factory stores and to existing franchisees. The Company also advertises for
new franchisees in national and regional newspapers as suitable potential store locations come to the Company s
attention. Franchisees are approved by the Company on the basis of the applicant s net worth and liquidity, together
with an assessment of work ethic and personality compatibility with the Company s operating philosophy.

In fiscal 1992, the Company entered into a franchise development agreement covering Canada with Immaculate
Confections, Ltd. of Vancouver, British Columbia. Pursuant to this agreement, Immaculate Confections purchased the
exclusive right to franchise and operate Rocky Mountain Chocolate Factory stores in Canada. Immaculate
Confections, as of March 31, 2004, operated 28 stores under the agreement.

In fiscal 2000, the Company entered into a franchise development agreement covering the Gulf Cooperation Council
States of United Arab Emirates, Qatar, Bahrain, Saudi Arabia, Kuwait and Oman with Al Muhairy Group of United
Arab Emirates. Pursuant to this agreement, Al Muhairy Group purchased the exclusive right to franchise and operate
Rocky Mountain Chocolate Factory stores in the Gulf Cooperation Council States. Al Muhairy Group, as of

March 31, 2004, operated 2 stores under this agreement.

Training and Support

Each domestic franchisee owner/operator and each store manager for a domestic franchisee is required to complete a
7-day comprehensive training program in store operations and management. The Company has established a training
center at its Durango headquarters in the form of a full-sized replica of a properly configured and merchandised Rocky
Mountain Chocolate Factory store. Topics covered in the training course include the Company s philosophy of store
operation and management, customer service, merchandising, pricing, cooking, inventory and cost control, quality
standards, record keeping, labor scheduling and personnel management. Training is based on standard operating
policies and procedures contained in an operations manual provided to all franchisees, which the franchisee is required
to follow by terms of the franchise agreement. Additionally, and importantly, trainees are provided with a complete
orientation to Company operations by working in key factory operational areas and by meeting with each member of
the senior management of the Company. Training continues through the opening of the store, where Company field
consultants assist and guide the franchisee in all areas of operation.

The Company s operating objectives include providing Company knowledge and expertise in merchandising,
marketing and customer service to all front-line store level employees to maximize their skills and ensure that they are
fully versed in the Company s proven techniques.

The Company provides ongoing support to franchisees through its field consultants, who maintain regular and
frequent communication with the stores by phone and by site visits. The field consultants also review and discuss with
the franchisee store operating results and provide advice and guidance in improving store profitability and in
developing and executing store marketing and merchandising programs. The Company has developed a handbook
containing a pre-packaged local store marketing plan, which allows franchisees to implement cost-effective
promotional programs that have proven successful in other Rocky Mountain Chocolate Factory stores.

Quality Standards and Control

The franchise agreement for Rocky Mountain Chocolate Factory franchisees requires compliance with the Company s
procedures of operation and food quality specifications and permits audits and inspections by the Company.

Table of Contents 15



Edgar Filing: ROCKY MOUNTAIN CHOCOLATE FACTORY INC - Form 10-K

Operating standards for Rocky Mountain Chocolate Factory stores are set forth in operating manuals. These manuals
cover general operations, factory ordering, merchandising, advertising and accounting procedures. Through their
regular visits to franchised stores, Company field consultants audit performance and adherence to Company standards.
The Company has the right to terminate any franchise agreement for non-compliance with the Company s operating
standards. Products sold at the stores and ingredients used in the preparation of products approved for on-site
preparation must be purchased from the Company or from approved suppliers.
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The Franchise Agreement: Terms and Conditions

The domestic offer and sale of Rocky Mountain Chocolate Factory franchises is made pursuant to the Uniform
Franchise Offering Circular prepared in accordance with federal and state laws and regulations. States that regulate the
sale and operation of franchises require a franchiser to register or file certain notices with the state authorities prior to
offering and selling franchises in those states.

Under the current form of domestic Rocky Mountain Chocolate Factory franchise agreement, franchisees pay the
Company (i) an initial franchise fee of $19,500 for each store, (ii) royalties equal to 5% of monthly gross sales, and
(iii) a marketing fee equal to 1% of monthly gross sales. Franchisees are generally granted exclusive territory with
respect to the operation of Rocky Mountain Chocolate Factory stores only in the immediate vicinity of their stores.
Chocolate products not made on the premises by franchisees must be purchased from the Company or approved
suppliers. The franchise agreements require franchisees to comply with the Company s procedures of operation and
food quality specifications, to permit inspections and audits by the Company and to remodel stores to conform with
standards in effect. The Company may terminate the franchise agreement upon the failure of the franchisee to comply
with the conditions of the agreement and upon the occurrence of certain events, such as insolvency or bankruptcy of
the franchisee or the commission by the franchisee of any unlawful or deceptive practice, which in the judgment of the
Company is likely to adversely affect the Rocky Mountain Chocolate Factory system. The Company s ability to
terminate franchise agreements pursuant to such provisions is subject to applicable bankruptcy and state laws and
r