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Important Disclosure Information is contained on the last page of this report.   
The recipient of this report is directed to read these disclosures. 

 

Should You Take a Bite of These Fast Casual IPOs? 
With Americans and the market souring on traditional fast food restaurants, diners and Wall Street have turned 
to a new segment of the restaurant sector: so called “fast casual” restaurants. These restaurants, as their name 
implies, attempt to serve casual restaurant quality food at quick-service speeds. However, these speeds do not 
approach the efficiency of fast food restaurants, nor do most of these restaurants have drive-thrus. The tradeoff 
— and the apparent driver behind this segment’s growth — is that these businesses generally provide a fresher, 
higher quality, more expensive product than do traditional fast food joints. 

With the runaway success of Chipotle (CMG), other fast casual restaurants have been clamoring for consumers’ 
and investors’ dollars. Wall Street has been all too eager to respond, and a number of fast casual restaurants 
have been taken public in the past year in an attempt to cash in on the gold rush. Many of them are billing 
themselves as “the next Chipotle” — but we’ll evaluate those claims to see if any of these stocks warrant your 
investment. 

Figure 1 compares our list of fast casual restaurants in terms of return on invested capital (ROIC) and operating 
pretax profit margin (NOPBT). 

Figure 1: Fast Casual IPOs Compared 

Company Ticker ROIC NOPBT Margin 

The Habit HABT 9% 7% 

Zoe’s Kitchen ZOES 3% 5% 

Shake Shack SHAK 5% 10% 

El Pollo Loco LOCO 6% 17% 

Sources: New Constructs, LLC and company filings.  

 

A Bad Habit? — The Habit Restaurants (HABT) 

The Habit is a higher-end hamburger restaurant based in southern California. Relatively unknown just a few 
months ago, The Habit has received considerable buzz since topping Consumer Reports’ top burger list in 2014. 
The company went public at $18/share, but shares quickly jumped to almost $40 on its first day of trading. 

The Habit has certainly been displaying some impressive top line growth. In 2014, Habit grew revenues by an 
impressive 45%, which was driven by the opening of around 25 new stores in 2014 and same store sales (SSS) 
growth of 11%. This is the highest annual same store sales growth Habit has ever reported, as the company has 
averaged 5% annual same store sales growth since 2010. This higher growth was likely a function of Habit’s 
appearance on the Consumer Reports’ list in July (SSS jumped 16% and 13% in 3Q14 and 4Q14, respectively) 
and its 42% increase in Selling, General and Administrative expenses. 

All of this growth allowed Habit to increase its after-tax operating profit (NOPAT) by almost 33% in 2014 to $12 
million — below its 35% NOPAT growth in 2013, but impressive nonetheless. Habit’s ROIC for 2014 was 9%, 
solid for a restaurant business and all businesses in general. 

With its IPO and rapid growth, the company has poured record amounts of money into its business and the 
company’s invested capital grew by 32% in 2014. Opening brick-and-mortar restaurants tends to be capital 
intensive, and we expect to see large jumps in invested capital like this going forward. Habit needs to open more 
stores to continue growing as the bump in popularity from the Consumer Reports publicity begins to fade. 

Habit has had to resort to borrowing to finance this significant rate of expansion. The company has $76 million in 
total debt — none of which is reported on its balance sheet. Habit holds all $76 million of its debt in the form of 
operating leases on its restaurant properties. These leases do not appear on the balance sheet, but are an 
alternative to traditional capital leases. 
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Habit is growing sales and profits a bit faster than its established competition Chipotle (30% NOPAT growth in 
2014), but as an immature business its ROIC is lower than those of Chipotle (16%) and Panera (PNRA) (11%). 

Habit is also certainly upmarket from base-level fast food joints, but isn’t seeking the same kind of consumer 
spending as Chipotle is. The average customer at Habit spends $7.56 on a meal, compared to $11.56 at 
Chipotle and $3.88 at McDonald’s (MCD). Habit might have some issues differentiating itself in the ever-crowded 
burger space — but the chain does offer things like tempura veggies, pastrami, steak sandwiches, salads, and a 
“sushi-quality” tuna burger to stand out. 

One thing to note is that the company’s tax status. Prior to its IPO Habit did not pay federal income tax, but 
instead paid the California LLC tax as a member and sole managing partner of The Habit Restaurants, LLC. Now 
that it’s a public company, Habit will be subject to federal income tax as well as its portion of the LLC tax. This 
will substantially increase Habit’s tax burden and drag down after-tax margins going forward. In addition, Habit’s 
going public will put other administrative and regulatory costs on the company, increasing expense and further 
dragging down margins. 

Habit expects to receive $66 million in total from its IPO, and plans to purchase LLC Units from The Habit 
Restaurants, LLC (the LLC Habit belonged to). The Habit Restaurants, LLC will subsequently use such proceeds 
to repay all of the borrowings under its existing credit facility with California Bank & Trust (which was $11.1 
million as of September 30, 2014). In addition, Habit took out a “bridge loan” before its IPO to pay $30 million to 
The Habit, Inc. to fund the purchase of LLC units from the Habit, LLC. The proceeds of the IPO will go toward 
furnishing this $30 million, which was not incurred at the time of the filing and had a two-day maturity date. It 
looks as if a primary function of the IPO was to eliminate debt and line management’s pockets — not grow more 
stores. 

Enthusiasm surrounding Habit’s growth and the fast casual segment in general has driven up the company’s 
valuation. To justify its current valuation of $36/share, HABT would need to grow NOPAT by 21% compounded 
annually for the next eight years. This scenario implies that pre-tax margins will rise to 9% and that taxes will 
increase to a very conservative 30% going forward. These growth expectations approaches Chipotle’s 29% 
NOPAT growth rate since 2006. 

Essentially, a bet on HABT at these prices is a bet on another Chipotle, but we expect The Habit’s after-tax 
margins and ROIC to fall as it continues to expand and begins to pay federal income tax. If the company’s pretax 
margins remain flat and Habit can grow NOPAT by a still-impressive 17% compounded annually for the next 10 
years, the stock is worth $27/share, a 25% downside. 

The Habit receives our Dangerous rating. This is a quickly growing business with good press, but the company’s 
current valuation implies a kind of growth that very few restaurants have ever achieved. The Habit has been 
around since 1969, and owned by a private equity firm since 2007. It has yet to take off, and we feel very 
uncomfortable betting on that kind of growth. The Habit must also compete with similar premium burger concepts 
Five Guys, In-N-Out, and Shake Shack. 

 

Will Flatbread Fall Flat? — Zoe’s Kitchen (ZOES) 

Zoe’s Kitchen, which serves Mediterranean-themed cuisine, went public in April 2014 and quickly surged over 
65% on its market debut. However, do the fundamentals of this company add up to justify the stock’s $33 share 
price? Or has the stock already soared past reasonable expectations for this small fast casual restaurant? 

Zoe’s defines itself as a fast casual restaurant serving Mediterranean inspired dishes delivered with Southern 
hospitality. Zoe’s operated 132 restaurants at the end of 2014 and has exhibited the trademarks of recent fast 
casual restaurants garnering attention in the market: rapid revenue growth and big expansion plans. However, 
profits so far have remained elusive for Zoe’s. 

The rapid revenue growth exhibited by the company since 2010 has certainly been impressive (as has been the 
case with other companies on this list). Over this time frame, Zoe’s has grown revenues by 52% compounded 
annually, but this growth has been slowing. After achieving revenue growth upwards of 55% in 2011 and 2012, 
revenue growth in 2013 and 2014 was slightly lower at 46% and 47% respectively. However, this growth is 
expected to take a nosedive, as management expects revenue growth of only 26-29% in 2015. While this growth 
rate would not be bad by any means, it certainly puts a damper on Zoe’s previous revenue growth rates as well 
as on investor expectations based on those historical growth rates. 
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The revenue growth highlighted above has come mainly on the back of significant store expansion. In 2008, 
Zoe’s operated only 21 stores across seven states and by the end of 2014 operated 132 stores across 15 states. 
The company touts its excellent comparable stores sales growth, but this too slowed significantly in 2013 and 
2014. After achieving comparable sales upwards of 12% for the three years prior to 2013, this metric fell to 7% in 
both 2013 and 2014. As above, this does not signal huge issues as of yet, but a continued downward trend in 
comparable store sales is certainly something to keep an eye on. 

Diving deeper into Zoe’s fundamentals brings us to the largest warning sign, and that is the declining operating 
margins Zoe’s experiences as it expands. Obviously there are varied expenses incurred when operating a 
restaurant business, such as cost of food and labor, but as Zoe’s has expanded, stores have become even more 
costly. In 2012, Zoe’s had an operating margin of 3%, which declined to 1% in 2013, and to -3% in 2014. A small 
fast casual restaurant’s best chance of creating rapid revenue growth is to open new stores, yet these new 
stores are becoming more of a drag on profits, which leaves Zoe’s in quite the predicament. Does the company 
spend more capital to expand the store base and achieve excellent revenue growth while sacrificing profits? Or 
does it focus on profits and risk letting revenue growth decline? We’ve highlighted issues of costly expansion 
before when analyzing Dunkin Brands (DNKN). 

As can be seen from above, Zoe’s is not in the perfect shape its stock price may have you believe, as revenue 
growth, same store sales growth, and margins are all falling. In 2014 Zoe’s had a bottom-quintile ROIC of just 
3%, well below that of other fast casual restaurants. In addition, free cash flow was -$66 million in 2014, which 
comes on the heels of a -$14 million outflow in 2013. Zoe’s has also failed to generate positive economic 
earnings in any of the three fiscal years in our model. Despite these issues, the stock is up 33% since its IPO 
and is now vastly overvalued.  

To justify its current price of $33/share, Zoe’s would need to grow NOPAT by 22% compounded annually for the 
next 11 years. This would also entail growing sales by 20% for every year over the next 11 years. If the declining 
sales growth seen over the past five is any sign of the future, this expectation is already out of touch with reality.  

If we give Zoe’s credit for a more reasonable 18% compounded annual NOPAT growth rate for the next decade, 
the stock is worth only $17/share today — a 48% downside. Downside like this is why ZOES earns our 
Dangerous rating. 

 

A Premium Burger at a Premium Price — Shake Shack (SHAK) 

Shake Shack, perhaps the most hyped of the fast casual IPOs, went public earlier this year at $21/share, and 
quickly rose to $46 on its first day of trading. Shares have had a somewhat bumpy ride since then, but SHAK has 
risen to $66/share today, where it is grossly overvalued. 

Shake Shack sells mainly hamburgers and French fries, but also hot dogs, shakes, custard, and alcohol. If 
you’re thinking that this sounds very familiar to the offerings of any number of hamburger restaurants, you’re on 
the right track. Shake Shack operates in a space that is highly competitive and filled with countless other 
companies. Continuing success in this market will require excellent management and differentiation, something 
that could be hard to offer. 

On the face of it, Shake Shack looks very similar to the other fast casual restaurants we’ve analyzed. Revenues 
grew 43% year over year in 2014 while expansion to new markets throughout the world was robust. However, 
the company’s billing as “the next Chipotle,” much like many other fast casual restaurants, drove its stock price 
up in the early days after its IPO. However, this comparison is far off base, and Shake Shack is not near the 
investment many believe it to be. 

Shake Shack has 63 stores across 10 states and eight other countries at the end of 2014. The company opened 
23 new stores in 2014, but is expecting to open 15 stores in 2015. Despite the company’s stellar revenue growth, 
management is expecting this to continue to slow, and they are projecting a 35-38% revenue growth rate in 
2015.  

Something investors should note as Shake Shack continues to grow is its same store sales growth — or lack 
thereof. In 2012, same store sales grew 7%. In 2013 however that had fallen to 6%, and in 2014 fell even further 
to only 4%. When comparing Shake Shack to Chipotle, it’s worth nothing that Chipotle achieved same store 
sales growth upwards of 13% to 20% in 2014, and 10% in 1Q15.  
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Another troubling number for Shake Shack is its rising costs. Costs are increasing as quickly as — if not more 
quickly than — total sales. Total expenses grew 51% and 46% in 2014 and 2013 respectively. If Shake Shack 
can only grow sales marginally faster, or worse yet, slower than sales, how can investors expect the company to 
provide true shareholder value. These increasing costs led to NOPAT falling 16 in 2014 after increasing 17% in 
2013. Much like Zoe’s Kitchen, as the company continues its expansion, its bottom line has failed to follow.  

Again, it’s important to note that Chipotle has grown NOPAT every single year since going public. Shake Shack’s 
ROIC declined from 7% in 2013 to 5% in 2014 which is worse than Chipotle’s lowest-ever ROIC of 6%, and 
nowhere near its current ROIC of 16%. Shake Shack generated -$25 million free cash flow in 2014 and has $127 
million in off balance sheet operating leases. Further highlighting the costly nature of store expansion, NOPBT 
margin declined from 17% in 2012 to 10% in 2014. 

As we’ve shown above, Shake Shack is a poor comparison to Chipotle, and is beyond overpriced at current 
levels. To justify its current price of ~$67/share, Shake Shack would have to grow NOPAT by 33% compounded 
annually for 13 years. To put this into perspective, Chipotle has only grown NOPAT by 29% compounded 
annually since going public in 2006.  

So not only does Shake Shack have to be the next Chipotle, it has to be even better than Chipotle. This scenario 
would also leave SHAK with $2.9 billion in sales, up from its current $118 million in sales in 2014.  

If we give Shake Shack credit for a still optimistic 24% compounded annual NOPAT growth rate for the next 
decade, stock is only worth $16/share today — 77% downside. The stock’s current valuation — which implies 
that Shake Shack will be more efficient and grow faster than Chipotle — is unreasonable, and as a result SHAK 
earns our Dangerous rating. 

 

A Crazy Chicken and a Crazy Valuation — El Pollo Loco (LOCO) 

El Pollo Loco is a Mexican-inspired chain serving primarily chicken with operations primarily in the western half 
of the United States. The company was founded in 1980 in Los Angeles. Since then, the company has spread 
rapidly throughout the west and now owns and franchises nearly 400 restaurants. The company attempts to 
differentiate itself with fresh, authentically prepared food based on its Mexican heritage.  

In July of 2014, the company went public at $15/share, and shares jumped nearly 30% on the first day of trading. 
By August, the shares had ballooned to over $41. Currently the stock is trading at $28/share with significant 
downside risk remaining. In short, we still believe this company to be grossly overvalued relative to its 
fundamentals.  

In 2014, Loco’s NOPAT declined by 37%, and fell below 2013 and 2012 profit levels. This was due primarily to a 
decline in after-tax margins from 15% in 2012 to just 9% in 2014 as Loco began to pay taxes beginning in 2014. 

Our previous report on Loco emphasized issues related to NOPAT growth and overall expansion. Many of those 
issues still remain, namely the difficulty of expansion into the eastern United States. The company is not unique 
in its product offerings, as the company would have you believe. In fact, the company has direct competition from 
Fiesta Restaurant Group (FRGI) in many of its key growth markets. Fiesta owns a direct competitor of Loco 
called Pollo Tropical. It also owns Taco Cabana which has slightly different product offerings, but competes for 
the same target demographic as Loco.  

The Pollo Tropical restaurant chain offers nearly identical product offerings as Loco. It also has a very 
established and concentrated presence in the eastern portion of the United States, where Loco is attempting to 
expand. The bulk of its stores are located in heavily Hispanic markets in Florida and Texas — again, the same 
markets that Loco is attempting to penetrate.  

The stiff competition on the east coast becomes very apparent when we research previous efforts in which Loco 
has attempted to expand west.  In 2009 Loco had 12 stores east of the Rockies in places like Atlanta, Georgia 
and Bergen, New Jersey. Within three years, all 12 of these stores had closed. Contrast this performance with 
Fiesta’s brands, which operate heavily in the southeast, including in Georgia. Fiesta has achieved NOPAT 
growth of 16% compounded annually since 2012 and has increased ROIC every year, growing from 8% in 2012 
to 9% in 2014. The company continues to thrive long after Loco closed its locations in the region. However, as 
we noted in our last repot, some regions are just too hard to penetrate based on demographics — even Pollo 
Tropical was forced to close its restaurants in New Jersey in 2012. 
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With Loco’s struggles in expanding to the east, you may be wondering, “Can’t the company just expand in its 
existing markets?” Yes it can — and that’s partially what the company has been doing. However, the company 
must deal with rising labor costs and its inability to pass those costs on to consumers. The company employs a 
disproportionate amount of its workforce as hourly crewmembers. Of the 4687 employees the company has, 
4545 of them are hourly, mostly concentrated in California. The minimum wage in California is set to increase 
from $9 to $10 beginning next year, and Loco’s labor expense is 25% of current sales.  

Wage hikes have already affected labor costs, raising them 7% in 2014. Expect labor costs to continue to rise as 
further wage-hike initiatives take effect in Los Angeles and San Diego, the latter of which just passed a resolution 
raising the minimum wage to $11.50 by 2017, and the former of which is considering boosting its minimum wage 

to over $15. These initiatives will have a direct impact on the company’s margins going forward. 

Investors appear to be ignoring the significant financial performance decline, and have instead elected to focus 
solely on growth. Although store growth and expansion is important, it should not be evaluated in isolation. The 
growth of Loco, although impressive, has not resulted in strong financial performance. In fact, as mentioned 
above, it has resulted in margin compression, NOPAT decline and lower ROIC. Investors however still have lofty 
expectation for the firm even though its prospects do not warrant this optimism. To justify its current price of 
$28/share, the company would need to grow NOPAT at 16% for the next 10 years. Given the margin, ROIC and 
NOPAT pressures mentioned above, this growth rate seems overly optimistic.  

Disclosure: David Trainer, André Rouillard, Allen Jackson and Kyle Guske II receive no compensation to write 
about any specific stock, style, or theme. 
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New Constructs® – Profile 

How New Constructs Creates Value for Clients 

1. Superior Recommendations – Our stock picks consistently outperform. See our track record 
in our stock-picking accolades and Proof Is In Performance reports. 

2. More Accurate Research – Our patented Research Platform for reversing accounting 
distortions and discounted cash flow analysis leverages better data to deliver smarter research. 

3. Time Savings – We check the fine print in thousands of corporate filings so you don't have to. 
As reported by Barron’s, our expertise in analyzing SEC filings delivers Hidden Gems and Red 
Flags that drive long-term stock-picking success. 

4. Transparency – We are proud to share the results of our analysis of over 50,000 10Ks. See 
the Corporate Disclosure Transgressions report we provided the SEC. Our reports detail all 
data and assumptions. Company Models enable users to change them. 

5. Objectivity – New Constructs is an independent research firm, not tied to Wall Street or 
investment banking services. Our models are driven by comprehensive high-quality data not 
stories. See our presentation to the Senate Banking Committee, the SEC and many others in 
DC. 

 
Our Philosophy About Research 

Accounting data is not designed for equity investors, but for debt investors. Accounting data must be 
translated into economic earnings to understand the profitability and valuation relevant to equity 
investors. Respected investors (e.g. Adam Smith, Warren Buffett and Ben Graham) have repeatedly 
emphasized that accounting results should not be used to value stocks. Economic earnings are what 
matter because they are: 
 
1. Based on the complete set of financial information available. 
2. Standard for all companies. 
3. A more accurate representation of the true underlying cash flows of the business. 
 

Additional Information 

Incorporated in July 2002, New Constructs is an independent publisher of investment research that 
provides clients with consulting and research services. We specialize in quality-of-earnings, forensic 
accounting and discounted cash flow valuation analyses for all U.S. public companies. We translate 
accounting data from 10Ks into economic financial statements, i.e. NOPAT, Invested Capital, and 
WACC, to create economic earnings models, which are necessary to understand the true profitability 
and valuation of companies. Visit the Free Archive to download samples of our research. New 
Constructs is a BBB accredited business and a member of the Investorside Research Association. 
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DISCLOSURES  

New Constructs®, LLC (together with any subsidiaries and/or affiliates, “New Constructs”) is an independent organization with no 
management ties to the companies it covers.  None of the members of New Constructs’ management team or the management team of any 
New Constructs’ affiliate holds a seat on the Board of Directors of any of the companies New Constructs covers.  New Constructs does not 
perform any investment or merchant banking functions and does not operate a trading desk.   
New Constructs’ Stock Ownership Policy prevents any of its employees or managers from engaging in Insider Trading and restricts any 
trading whereby an employee may exploit inside information regarding our stock research.  In addition, employees and managers of the 
company are bound by a code of ethics that restricts them from purchasing or selling a security that they know or should have known was 
under consideration for inclusion in a New Constructs report nor may they purchase or sell a security for the first 15 days after New 
Constructs issues a report on that security. 
New Constructs is affiliated with Novo Capital Management, LLC, the general partner of a hedge fund. At any particular time, New 
Constructs’ research recommendations may not coincide with the hedge fund’s holdings.  However, in no event will the hedge fund receive 
any research information or recommendations in advance of the information that New Constructs provides to its other clients. 

 

DISCLAIMERS  

The information and opinions presented in this report are provided to you for information purposes only and are not to be used or considered 
as an offer or solicitation of an offer to buy or sell securities or other financial instruments. New Constructs has not taken any steps to ensure 
that the securities referred to in this report are suitable for any particular investor and nothing in this report constitutes investment, legal, 
accounting or tax advice. This report includes general information that does not take into account your individual circumstance, financial 
situation or needs, nor does it represent a personal recommendation to you. The investments or services contained or referred to in this 
report may not be suitable for you and it is recommended that you consult an independent investment advisor if you are in doubt about any 
such investments or investment services. 
Information and opinions presented in this report have been obtained or derived from sources believed by New Constructs to be reliable, but 
New Constructs makes no representation as to their accuracy, authority, usefulness, reliability, timeliness or completeness. New Constructs 
accepts no liability for loss arising from the use of the information presented in this report, and New Constructs makes no warranty as to 
results that may be obtained from the information presented in this report. Past performance should not be taken as an indication or 
guarantee of future performance, and no representation or warranty, express or implied, is made regarding future performance. Information 
and opinions contained in this report reflect a judgment at its original date of publication by New Constructs and are subject to change 
without notice. New Constructs may have issued, and may in the future issue, other reports that are inconsistent with, and reach different 
conclusions from, the information presented in this report. Those reports reflect the different assumptions, views and analytical methods of 
the analysts who prepared them and New Constructs is under no obligation to insure that such other reports are brought to the attention of 
any recipient of this report.  
New Constructs’ reports are intended for distribution to its professional and institutional investor customers. Recipients who are not 
professionals or institutional investor customers of New Constructs should seek the advice of their independent financial advisor prior to 
making any investment decision or for any necessary explanation of its contents.   
This report is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any 
locality, state, country or jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation or which 
would be subject New Constructs to any registration or licensing requirement within such jurisdiction.  
This report may provide the addresses of websites. Except to the extent to which the report refers to New Constructs own website material, 
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