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The aggregate market value of the Registrant’s Common Stock held by non-affiliates of the Registrant, based on the
sale trade price of the Common Stock as reported by the Nasdaq Small Cap Market on June 30, 2006, the last business
day of the Registrant’s most recently completed second quarter, was $12,660,659 For purposes of this computation, all
officers, directors and 10% beneficial owners of the registrant are deemed to be affiliates. Such determination should
not be deemed an admission that such officers, directors or 10% beneficial owners are, in fact, affiliates of the
Registrant.

Number of shares outstanding of the Registrant’s Common Stock, as of March 29, 2007: 3,460,322 shares of Common
Stock, par value $.01.

DOCUMENTS INCORPORATED BY REFERENCE

Specified portions of the Company’s definitive proxy statement in connection with the 2007 Annual Meeting of
Shareholders to be held May 22, 2007, to be filed with the Securities and Exchange Commission pursuant to
Regulation 14A, are incorporated by reference into Part III of this report.
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SPECIAL NOTE REGARDING FORWARD-LOOKING STATEMENTS

Certain statements in this Form 10-K constitute “forward-looking statements” within the meaning of Section 21E of the
Securities Exchange Act of 1934, as amended of the Private Securities Litigation Reform Act of 1995 (the “Reform
Act”). Such forward-looking statements involve known and unknown risks, uncertainties and other facts which may
cause the actual results, performance or achievements of Mexican Restaurants, Inc. and its subsidiaries (the
“Company”), its restaurants, area developers and franchisees to be materially different from any future results,
performance or achievements expressed or implied by such forward-looking statements. Such factors include, among
others, the following: general economic and business conditions; competition; success of operating initiatives;
development and operating costs; advertising and promotional efforts; brand awareness; adverse publicity; acceptance
of new product offerings; availability, locations and terms of sites for store development; changes in business strategy
or development plans; quality of management; availability, terms and development of capital; business abilities and
judgment of personnel; availability of qualified personnel; food, labor and employee benefit costs; area developers’
adherence to development schedules; changes in, or the failure to comply with government regulations; regional
weather conditions or weather-related events; construction schedules; and other factors referenced in the Form 10-K.
The use in this Form 10-K of such words as “believes”, “anticipates”, “expects”, “intends”, “plans” and similar expressions with
respect to future activities or other future events or conditions are intended to identify forward-looking statements, but
are not the exclusive means of identifying such statements. The success of the Company is dependent on the efforts of
the Company, its employees, its area developers, and franchisees and the manner in which they operate and develop
stores in light of various factors, including those set forth above.

Although the Company believes that the assumptions underlying the forward-looking statements contained herein are
reasonable, any of the assumptions could be inaccurate, and therefore, there can be no assurance that the
forward-looking statements included in this Form 10-K will prove to be accurate. In light of the significant
uncertainties inherent in the forward-looking statements included herein, the inclusion of such information should not
be regarded as a representation by the Company that its objectives or plans will be achieved. Accordingly, readers are
cautioned not to place undue reliance on these forward-looking statements. In addition, oral statements made by the
Company's directors, officers and employees to the investment community, media representatives and others,
depending upon their nature, may also constitute forward-looking statements. As with the forward-looking statements
included in this report, these forward-looking statements are by nature inherently uncertain, and actual results may
differ materially as a result of many factors. Further information regarding the risk factors that could affect the
Company's financial and other results are included as Item 1A of this annual report on Form 10-K.
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PART I

ITEM 1. BUSINESS

General

Mexican Restaurants, Inc. (the “Company”) operates and franchises Mexican-theme restaurants featuring various
elements associated with the casual dining experience under the names Casa Olé®, Monterey’s Tex-Mex Café®,
Monterey’s Little Mexico®, Tortuga Coastal Cantina®, La Señorita®, Crazy Jose’s® and Mission Burritos®. The
Casa Olé, Monterey, Tortuga, La Señorita, Crazy Jose’s and Mission Burritos concepts have been in business for 35,
52, 13, 28, 20 and 10 years, respectively. Today the Company operates 60 restaurants, franchises 18 restaurants and
licenses one restaurant in various communities across Texas, Louisiana, Oklahoma and Michigan. The Casa Olé,
Monterey, La Señorita and Crazy Jose’s restaurants are designed to appeal to a broad range of customers, and are
located primarily in small and medium-sized communities and in middle-income areas of larger markets. The Tortuga
Coastal Cantina and Mission Burritos restaurants also are designed to appeal to a broad range of customers and are
located primarily in Houston markets. The restaurants offer fresh, quality food, affordable prices, friendly service and
comfortable surroundings. Menus feature a variety of traditional Mexican and Tex-Mex selections, complemented by
the Company's own original Mexican-based recipes, designed to have broad appeal. The Company believes that the
established success of the Company in existing markets, its focus on middle-income customers, and the skills of its
management team provide significant opportunities to realize the value inherent in the Mexican restaurant market and
increase revenues in existing markets.

The Company was incorporated under the name “Casa Olé Restaurants, Inc.” under the laws of the State of Texas in
February 1996, and had its initial public offering of Common Stock in April 1996. In May 1999, the Company
changed its corporate name to Mexican Restaurants, Inc. The Company operates as a holding company and conducts
substantially all of its operations through its subsidiaries. All references to the Company include the Company and its
subsidiaries, unless otherwise stated.

Since its inception as a public company, the Company has primarily grown through the acquisition of other Mexican
food restaurant companies. In 1997, the Company purchased all of the outstanding stock of Monterey’s Acquisition
Corp. (“MAC”). At the time of the acquisition, MAC owned and operated 26 restaurants in Texas and Oklahoma under
the names “Monterey’s Tex-Mex Café,” “Monterey’s Little Mexico” and “Tortuga Coastal Cantina”.

In 1999, the Company purchased 100% of the outstanding stock of La Señorita Restaurants, a Mexican restaurant
chain operated in the State of Michigan. At the time of the acquisition, La Señorita operated five company-owned
restaurants, and three franchise restaurants.

       In January 2004, the Company purchased 13 restaurants and related assets from its Beaumont-based franchisee
and affiliates for a total consideration of approximately $13.75 million. The financing for the acquisition was provided
by Fleet National Bank, CNL and the sellers. The restaurants acquired include eight Casa Olé restaurants located in
Southeast Texas, two Casa Olé restaurants located in Southwest Louisiana, and three Crazy Jose’s restaurants located
in Southeast Texas.

In October 2004, the Company purchased one franchise restaurant in Brenham, Texas for approximately $215,000.
The restaurant was closed, remodeled and re-opened on November 22, 2004.

In August 2006, the Company purchased two Houston-area Mission Burritos restaurants and related assets for a total
consideration of approximately $725,000, excluding acquisition costs.
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Strategy and Concept

The Company’s objective is to be perceived as a value leader in the Mexican theme segment of the casual dining
marketplace. To accomplish this objective, the Company has developed strategies designed to achieve and maintain
high levels of customer loyalty, frequent patronage and profitability. The key strategic elements are:

ŸOffering consistent, high-quality, original recipe Mexican menu items that reflect both national and local taste
preferences;

4
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Ÿ Pricing its menu offerings at levels below many family and casual-dining restaurant concepts;

ŸSelecting, training and motivating its employees to enhance customer dining experiences and the friendly casual
atmosphere of its restaurants;

ŸProviding customers with the friendly, attentive service typically associated with more expensive casual-dining
experiences; and

Ÿ Reinforcing the perceived value of the dining experience with a comfortable and inviting Mexican decor.

Menu. The Company’s restaurants offer high-quality products with a distinctive, yet mild taste profile with mainstream
appeal. Fresh ingredients are a critical recipe component, and the majority of menu items are prepared daily in the
kitchen of each restaurant from original recipes.

The menus feature a wide variety of entrees including enchiladas, combination platters, burritos, fajitas, coastal
seafood and other house specialties. The menu also includes soup, salads, appetizers and desserts. From time to time
the Company also introduces new dishes designed to keep the menus fresh. Alcoholic beverages are served as a
complement to meals and represent a range of less than 5% of sales at its more family-oriented locations, and up to
20% in its more casual-oriented dining locations. At Company-owned restaurants the dinner menu entrees presently
range in price from $4.95 to $15.59, with most items priced between $5.99 and $8.99. Lunch prices at most
Company-owned restaurants presently range from $4.95 to $8.29.

Atmosphere and Layout. The Company emphasizes an attractive design for each of its restaurants. The typical
restaurant has an inviting and interesting Mexican exterior. The interior decor is comfortable Mexican in appearance
to reinforce the perceived value of the dining experience. Stucco, tile floors, carpets, plants and a variety of paint
colors are integral features of each restaurants’ decor. These decor features are incorporated in a floor plan designed to
provide a comfortable atmosphere. The Company’s restaurant designs are sufficiently flexible to accommodate a
variety of available sites and development opportunities, such as malls, end-caps of strip shopping centers and free
standing buildings, including conversions to the Company’s restaurant design. The restaurant facility is also designed
to serve a high volume of customers in a relatively limited period of time. The Company's restaurants typically range
in size from approximately 4,000 to 5,600 square feet, with an average of approximately 4,500 square feet and a
seating capacity of approximately 180.

The two fast-casual Mission Burritos restaurants the Company acquired in August 2006 are approximately 2,000 and
3,000 square feet, respectively. Both restaurants have extensive patios that offer additional outdoor seating. The
Company is developing a prototype Mission Burritos design that is approximately 2,500 square feet with an indoor
seating capacity of approximately 40 to 60. The new prototype will also include a patio that offers additional outdoor
seating.

Growth Strategy

Over the last three fiscal years, the Company has focused its energies to assimilate two acquisitions (13 restaurants
bought in 2004 from a franchisee and two Mission Burritos restaurants acquired in 2006), to develop new prototypes
for our Casa Olé and Monterey’s restaurants (opening two new Casa Olé and one new Monterey’s restaurants during
that period) and to initiate a program of remodeling several of our existing restaurants each year. Based on an average
investment of approximately $650,000 (net of landlord reimbursements), the cash on cash return for the three new
restaurants has averaged approximately 50.0%. Most of the remodeled restaurants have resulted in higher average
weekly sales and a return on investment of approximately 10.0%, based on an average investment of approximately
$285,000. The Company feels it is important for the long term viability of the concepts to continue with the remodel
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program as it competes against newer concepts.

In August 2006 the Company acquired two fast-casual Mission Burritos restaurants located in Houston, Texas. The
concept was established ten years ago and has a very loyal customer base. Since the Mission Burritos acquisition, the
Company has spent considerable time and attention planning for the future growth and positioning of the concept. In
fiscal years 2007 and 2008, the Company plans to open several Mission Burritos restaurants in the Greater Houston
area and possibly open Mission Burritos restaurants in other Texas markets. Although the Company has not built the
new Mission Burritos prototype, it anticipates that its investment will be approximately $250,000 less than the
investment for Casa Olé and Monterey’s.

5
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The Company believes that the unit economics of the various restaurant concepts of the Company, as well as their
value orientation and focus on middle income customers, provide significant potential opportunities for growth. The
Company’s long-standing strategy to capitalize on these growth opportunities has been comprised of three key
elements:

Improve Same-Restaurant Sales and Profits. The Company’s first growth opportunity is to improve the sales and
controllable income of existing restaurants (controllable income consists of restaurant sales less food and beverage
expenses, labor and controllable expenses, such as utilities and repair and maintenance expenses, but excludes
advertising and occupancy expenses). This is accomplished through an emphasis on restaurant operations, coupled
with improving marketing, purchasing and other organizational efficiencies (see “Restaurant Operations” below).
During fiscal year 2007, the Company expects to focus on improving sales and profitability so that it can maximize
free cash flow, which it will use to pay off debt, remodel existing restaurants, build new restaurants, acquire existing
franchise restaurants and to make repurchases of its common stock when it determines such repurchases are a prudent
use of its capital.

Seek Strategic Acquisitions. Since its inception as a public company, the Company has primarily grown through the
acquisition of other Mexican food restaurant companies, making four acquisitions since 1996. The Company
anticipates it will continue to selectively acquire existing franchised restaurants from time to time when such
opportunities arise, as well as actively promote the development of new franchise restaurants (see “Franchising” below).
Further, the Company will continue to review potential strategic acquisitions within the Mexican food restaurant
industry that would complement our existing corporate culture.

Increased Penetration of Existing Markets. The Company’s second growth opportunity is, when it believes market
conditions warrant, to increase the number of restaurants in existing Designated Market Areas (“DMAs”) and to expand
into contiguous new markets. The DMA concept is a mapping tool developed by the A.C. Nielsen Co. that measures
the size of a particular market by reference to communities included within a common television market. The
Company's objective in increasing the density of Company-owned restaurants within existing markets is to improve
operating efficiencies in such markets and to realize improved overhead absorption. In addition, the Company believes
that increasing the density of restaurants in both Company-owned and franchised markets will assist it in achieving
effective media penetration while maintaining or reducing advertising costs as a percentage of revenues in the relevant
markets. The Company believes that careful and prudent site selection within existing markets will avoid
cannibalization of the sales bases of existing restaurants.

In implementing its unit expansion strategy, the Company may use a combination of franchised and Company-owned
restaurants. The number of such restaurants developed in any period will vary. The Company believes that a mix of
franchised and Company-owned restaurants would enable it to realize accelerated expansion opportunities, while
maintaining majority or sole ownership of a significant number of restaurants. Generally, the Company does not
anticipate opening franchised and Company-owned restaurants within the same market. In seeking franchisees, the
Company will continue to primarily target experienced multi-unit restaurant operators with knowledge of a particular
geographic market and financial resources sufficient to execute the Company's development strategy.

The restaurant industry is a competitive and fragmented business. Moreover, the restaurant industry is characterized
by a high initial capital investment. Our focus is not on new restaurant expansion just to generate additional sales, but
a balanced approach that emphasizes same-restaurant sales growth and selective new restaurant development and
acquisitions of existing franchise restaurants. During fiscal year 2006, the Company opened two new restaurants and
remodeled seven existing restaurants. The Company plans to build three new restaurants in fiscal year 2007, as well as
significantly remodel one existing restaurant and moderately remodel four existing restaurants. During fiscal year
2007, the Company plans to open at least two additional Mission Burritos restaurants in the Houston market. If the
unit economics of Mission Burritos prove favorable, the Company’s plan is to expand further into the Greater Houston
area and open Mission Burritos in other Texas markets.
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Site Selection

When developing new restaurant sites, senior management of the Company devotes significant time and resources to
analyzing prospective sites for the Company’s restaurants. Senior management has also created and utilizes a site
selection committee, which reviews and approves each site to be developed. In addition, the Company conducts
customer surveys to define precisely the demographic profile of the customer base of each of the Company’s restaurant
concepts. The Company’s site selection criteria focus on:

1)  matching the customer profile of the respective restaurant concept to the profile of the population of the target
local market;

2)  easy site accessibility, adequate parking, and prominent visibility of each site under consideration;

3)  the site’s strategic location within the marketplace;

4)  the site’s proximity to the major concentration of shopping centers within the market;

5)  the site’s proximity to a large employment base to support the lunch segment; and

6)  the impact of competition from other restaurants in the market.

The Company believes that a sufficient number of suitable sites are available for contemplated Company and
franchise development in existing markets. Based on its current planning and market information, the Company plans
to open three new restaurants in fiscal year 2007. The anticipated total investment for a 4,800 to 5,600 square foot
restaurant, including land, building, equipment, signage, site work, furniture, fixtures and decor ranges between $1.4
and $2.1 million (including capitalized lease value). Additionally, training and other pre-opening costs are anticipated
to approximate $50,000 to $100,000 per location. The cost of developing and operating a Company restaurant can
vary based upon fluctuations in land acquisition and site improvement costs, construction costs in various markets, the
size of the particular restaurant and other factors. Although the Company anticipates that development costs
associated with near-term restaurants will range between $1.4 and $2.1 million, there can be no assurance of this.
Where possible, the Company uses build to suit, lease conversion or sale and leaseback transactions in an effort to
limit its cash investment to approximately $550,000 to $850,000 per location.

Restaurant Operations

Management and Employees. The management staff of each restaurant is responsible for managing the restaurant's
operations. Each Company-owned restaurant operates with a general manager, one or more assistant managers and a
kitchen manager or a chef. Including managers, restaurants have an average of 50 full-time and part-time employees.
The Company historically has spent considerable effort developing its employees, allowing it to promote from within.
As an additional incentive to its restaurant management personnel, the Company has a bonus plan in which restaurant
managers can receive monthly bonuses based on a percentage of their restaurants’ controllable profits.

The Company’s regional supervisors, who report directly to the Company’s Directors of Operation, offer support to the
store managers. Each supervisor is eligible for a monthly bonus based on a percentage of controllable profits of the
stores under their control.

As of December 31, 2006, the Company employed 2,877 people, of whom 2,824 were restaurant personnel at the
Company-owned restaurants and 53 were corporate personnel. The Company considers its employee relations to be
good. Most employees, other than restaurant management and corporate personnel, are paid on an hourly basis. The
Company’s employees are not covered by a collective bargaining agreement.
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Training and Quality Control. The Company requires its hourly employees to participate in a formal training
program carried out at the individual restaurants, with the on-the-job training program varying from three days to two
weeks based upon the applicable position. Managers of both Company-owned and franchised restaurants are trained at
one of the Company's specified training stores by that store's general manager and are then certified upon completion
of a four to six week program that encompasses all aspects of restaurant operations as well as personnel management
and policy and procedures, with special emphasis on quality control and customer relations. To evaluate ongoing
employee service and provide rewards to employees, the Company employs a "mystery shopper" program that
consists of two anonymous visits per month per restaurant. The Company's franchise agreement requires each
franchised restaurant to employ a general manager who has completed the Company's training program at one of the
Company's specified training stores. Compliance with the Company's operational standards is monitored for both
Company-owned and franchised restaurants by random, on-site visits by corporate management, regular inspections
by regional supervisors, the ongoing direction of a corporate quality control manager and the mystery shopper
program.
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Marketing and Advertising. The Company believes that when media penetration is achieved in a particular market,
investments in radio and television advertising can generate significant increases in revenues in a cost-effective
manner. During fiscal year 2006, the Company spent approximately 3.0% of restaurant revenues on various forms of
advertising and plans to spend a comparable amount in fiscal year 2007. Besides radio and television, the Company
makes use of in-store promotions, involvement in community activities, and customer word-of-mouth to maintain
their performance.

Purchasing. The Company strives to obtain consistent quality products at competitive prices from reliable sources.
The Company works with its distributors and other purveyors to ensure the integrity, quality, price and availability of
the various raw ingredients. The Company researches and tests various products in an effort to maintain quality and to
be responsive to changing customer tastes. The Company operates a centralized purchasing system that is utilized by
all of the Company-owned restaurants and is available to the Company's franchisees. Under the Company's franchise
agreement, if a franchisee wishes to purchase from a supplier other than a currently approved supplier, it must first
submit the products and supplier to the Company for approval. Regardless of the purchase source, all purchases must
comply with the Company's product specifications. The Company’s ability to maintain consistent product quality
throughout its operations depends upon acquiring specified food products and supplies from reliable sources.
Management believes that all essential food and beverage products are available from other qualified sources at
competitive prices.

Franchising

The Company currently has 9 franchisees operating a total of 18 restaurants and one licensee operating one restaurant.
Most franchisees operate one or two restaurants. No new franchise restaurants were opened during fiscal 2006.

Franchising allows the Company to expand the number of stores and penetrate markets more quickly and with less
capital than developing Company-owned stores. The Company has the first right of refusal when a franchisee decides
to sell its restaurant(s). Historically, the Company has selectively acquired franchisee restaurants when reasonably
available. At the same time, the Company plans to expand its base of franchise restaurants.

Franchisees are selected on the basis of various factors, including business background, experience and financial
resources. In seeking new franchisees, the Company targets experienced multi-unit restaurant operators with
knowledge of a particular geographic market and financial resources sufficient to execute the Company's development
schedule. Under the current franchise agreement, franchisees are required to operate their stores in compliance with
the Company's policies, standards and specifications, including matters such as menu items, ingredients, materials,
supplies, services, fixtures, furnishings, decor and signs. In addition, franchisees are required to purchase, directly
from the Company or its authorized agent, spice packages for use in the preparation of certain menu items, and must
purchase certain other items from approved suppliers unless written consent is received from the Company.

Franchise Agreements. The Company enters into a franchise agreement with each franchisee that grants the
franchisee the right to develop a single store within a specific territory at a site approved by the Company. The
franchisee then has limited exclusive rights within the territory. Under the Company's current standard franchise
agreement, the franchisee is required to pay a franchise fee of $25,000 per restaurant. The current standard franchise
agreement provides for an initial term of 15 years (with a limited renewal option) and payment of a royalty of 3% to
5% of gross sales. The termination dates of the Company's franchise agreements with its existing franchisees currently
range from 2007 to 2015.

Franchise agreements are not assignable without the prior written consent of the Company. Also, the Company retains
rights of first refusal with respect to any proposed sales by the franchisee. Franchisees are not permitted to compete
with the Company during the term of the franchise agreement and for a limited time, and in a limited area, after the
term of the franchise agreement. The enforceability and permitted scope of such noncompetition provisions varies
from state to state. The Company has the right to terminate any franchise agreement for certain specific reasons,
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including a franchisee's failure to make payments when due or failure to adhere to the Company's policies and
standards. Many state franchise laws, however, limit the ability of a franchisor to terminate or refuse to renew a
franchise. See "Item 1. Business—Government Regulation".
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Prior forms of the Company's franchise agreements still in effect may contain terms that vary from those described
above, including with respect to the payment or nonpayment of advertising fees and royalties, the term of the
agreement, and assignability, noncompetition and termination provisions.

Franchisee Training and Support. Under the current franchise agreement, each franchisee (or if the franchisee is a
business organization, a manager designated by the franchisee) is required to personally participate in the operation of
the franchise. Before opening the franchisee's business to the public, the Company provides training at its approved
training facility for each franchisee's general manager, assistant manager and kitchen manager or chef. The Company
recommends that the franchisee, if the franchisee is other than the general manager, or if a business organization, its
chief operating officer, attend such training. The Company also provides a training team to assist the franchisee in
opening its restaurant. The team, supervised by the Director of Training, will assist and advise the franchisee and/or its
manager in all phases of the opening operation for a seven to fourteen day period. The formal training program
required of hourly employees and management, along with continued oversight by the Company's quality control
manager, is designed to promote consistency of operations.

Area Developers. The area development agreement is an extension of the standard franchise agreement. The area
development agreement provides area developers with the right to execute more than one franchise agreement in
accordance with a fixed development schedule. Restaurants established under these agreements must be located in a
specific territory in which the area developer will have limited exclusive rights. Area developers pay an initial
development fee generally equal to the total initial franchise fee for the first franchise agreement to be executed
pursuant to the development schedule plus 10% of the initial franchise fee for each additional franchise agreement to
be executed pursuant to the development schedule. Generally the initial development fee is not refundable, but will be
applied in the proportions described above to the initial franchise fee payable for each franchise agreement executed
pursuant to the development schedule. New area developers
will pay monthly royalties for all restaurants established under such franchise agreements on a declining scale
generally ranging from 5% of gross sales for the initial restaurant to 3% of gross sales for the fourth restaurant and
thereafter as additional restaurants are developed. Area development agreements are not assignable without the prior
written consent of the Company. The Company will retain rights of first refusal with respect to proposed sales of
restaurants by the area developers. Area developers are not permitted to compete with the Company. As described
above, the enforceability and permitted scope of such noncompetition provisions may vary from state to state. If an
area developer fails to meet its development schedule obligations, the Company can, among other things, terminate
the area development agreement or modify the territory in the agreement. These termination rights may be limited by
applicable state franchise laws. The Company is currently seeking new area developers.

Competition

The restaurant industry is intensely competitive. Competition is based upon a number of factors, including concept,
price, location, quality and service. The Company competes against a broad range of other family dining concepts,
including those focusing on various other types of ethnic food, as well as local restaurants in its various markets. The
Company also competes against other quick service and casual dining concepts within the Mexican and Tex-Mex food
segment. Many of the Company's competitors are well established and have substantially greater financial and other
resources than the Company. Some of the Company's competitors may be better established in markets where the
Company’s restaurants are or may be located. Also, the Company competes for qualified franchisees with franchisors
of other restaurants and various other concepts.

The success of a particular restaurant concept is also affected by many other factors, including national, regional or
local economic and real estate conditions, changes in consumer tastes and eating habits, demographic trends, weather,
traffic patterns, and the type, number and location of competing restaurants. In addition, factors such as inflation,
increased food, labor and benefit costs, and the availability of experienced management and hourly employees may
adversely affect the restaurant industry in general and the Company's restaurants in particular.
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Government Regulation

Each restaurant is subject to regulation by federal agencies and to licensing and regulation by state and local health,
sanitation, safety, fire and other departments relating to the development and operation of restaurants. These include
regulations pertaining to the environmental, building and zoning requirements in the preparation and sale of food. The
Company is also subject to laws governing the service of alcohol and its relationship with employees, including
minimum wage requirements, overtime, working conditions and immigration requirements. Difficulties or failures in
obtaining the required construction and operating licenses, permits or approvals could delay or prevent the opening of
a specific new restaurant. The Company believes that it is operating in substantial compliance with applicable laws
and regulations that govern its operations.

Alcoholic beverage control regulations require each of the Company’s restaurants to apply to a state authority and, in
certain locations, county or municipal authorities, for a license or permit to sell alcoholic beverages on the premises
and to provide service for extended hours. Typically, licenses must be renewed annually and may be revoked or
suspended for cause at any time. Alcoholic beverage control regulations relate to numerous aspects of the Company's
restaurants, including minimum age of patrons drinking alcoholic beverages and of employees serving alcoholic
beverages, training, hours of operation, advertising, wholesale purchasing, inventory control and handling, storage and
dispensing of alcoholic beverages. The Company is also subject to "dramshop" statutes that generally provide that a
person injured by an intoxicated person may seek to recover damages from an establishment determined to have
wrongfully served alcoholic beverages to the intoxicated person. The Company carries liquor liability coverage as part
of its existing comprehensive general liability insurance. Additionally, within thirty days of employment by the
Company, each Texas employee of the Company who serves alcoholic beverages is required to attend an alcoholic
seller training program that has been approved by the Texas Alcoholic Beverage Commission and endorsed by the
Texas Restaurant Association that endeavors to educate the server to detect and prevent overservice, as well as
underage service, of the customers at the Company’s restaurants.

In connection with the sale of franchises, the Company is subject to the United States Federal Trade Commission rules
and regulations and state laws that regulate the offer and sale of franchises and business opportunities. The Company
is also subject to laws that regulate certain aspects of such relationships. To date, the Company has had no claims with
respect to its programs and, based on the nature of any potential compliance issues identified, does not believe that
compliance issues associated with its historic franchising programs will have a material adverse effect on its results of
operations or financial condition. The Company believes that it is operating in substantial compliance with applicable
laws and regulations that govern franchising programs.

The federal Americans with Disabilities Act prohibits discrimination on the basis of disability in public
accommodations and employment. The Company is required to comply with the Americans with Disabilities Act and
regulations relating to accommodating the needs of the disabled in connection with the construction of new facilities
and with significant renovations of existing facilities.
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