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SPECIAL NOTE REGARDING FORWARD-LOOKING STATEMENTS

Certain statements in this Form 10-K constituterifard-looking statementsivithin the meaning of Section 21E of the Secut
Exchange Act of 1934, as amended of the PrivataurBies Litigation Reform Act of 1995 (the “Reforrct”). Such forwardlooking
statements involve known and unknown risks, unodiés and other facts which may cause the actgllts, performance or achievement
Mexican Restaurants, Inc. and its subsidiaries ‘@wmpany”),its restaurants, area developers and franchiseles toaterially different froi
any future results, performance or achievementsessgd or implied by such forwalabking statements. Such factors include, amongrs
the following: general economic and business camf competition; success of operating initiativdsvelopment and operating co
advertising and promotional efforts; brand awarsnadverse publicity; acceptance of new produaroffis; availability, locations and terms
sites for store development; changes in busineagegy or development plans; quality of managemevdjlability, terms and development
capital; business abilities and judgment of perstiravailability of qualified personnel; food, laband employee benefit costs; area developers
adherence to development schedules; changes tine dailure to comply with government regulatioregional weather conditions or weather-
related events; construction schedules; and otwtoris referenced in the Form 10-K. The use inFaisn 10-K of such words as “believes”
“anticipates”, “expects”, “intends”, “plansdnd similar expressions with respect to futurevé@s or other future events or conditions
intended to identify forwardboking statements, but are not the exclusive me#ndentifying such statements. The success of0bmpany i
dependent on the efforts of the Company, its engaeyits area developers, and franchisees andaheenin which they operate and dev:
stores in light of various factors, including thesd forth above.

Although the Company believes that the assumptimaerlying the forwardeoking statements contained herein are reasonaineo
the assumptions could be inaccurate, and therefioeee can be no assurance that the forward-loogtiaggments included in this Form KO-
will prove to be accurate. In light of the signéditt uncertainties inherent in the forwdodking statements included herein, the inclusi€
such information should not be regarded as a reptason by the Company that its objectives or phaill be achieved. Accordingly, read
are cautioned not to place undue reliance on tfwserdiooking statements. In addition, oral statementsleniay the Company's directc
officers and employees to the investment communmnitgdia representatives and others, depending up&in nature, may also constit
forward-looking statements. As with the forward#ow statements included in this report, these &ddooking statements are by nat
inherently uncertain, and actual results may diffiaterially as a result of many factors. Furthéorimation regarding the risk factors that cc
affect the Company's financial and other resuktsimeluded as Item 1A of this annual report on FAO¥K.




PART |
ITEM 1. BUSINESS
General

Mexican Restaurants, Inc. (the “Company”) operates franchises Mexicatiteme restaurants featuring various elements agsc
with the casual dining experience under the namesa@Ié®, Monterey’s Tex-Mex Café®, Monterey’s leitMexico®, Tortuga Coast
Cantina®, La Seforita®, Crazy Jose's® and MissianriBos®. The Casa Olé, Monterey, Tortuga, La SkdfioCrazy Joss' and Missio
Burritos concepts have been in business for 3515228, 20 and 10 years, respectively. Today th@iany operates 60 restaurants, franc
18 restaurants and licenses one restaurant inusdommunities across Texas, Louisiana, OklahordaMinhigan. The Casa Olé, Monter
La Seforita and Crazy Jose’s restaurants are dabignappeal to a broad range of customers, anbeated primarily in small and medium-
sized communities and in middieecome areas of larger markets. The Tortuga Cod3aitina and Mission Burritos restaurants alsc
designed to appeal to a broad range of custometsaen located primarily in Houston markets. Thetawsnts offer fresh, quality foc
affordable prices, friendly service and comfortableroundings. Menus feature a variety of tradaloNMexican and Teldex selection:
complemented by the Company's own original Mexibased recipes, designed to have broad appeal. Bhep&hy believes that t
established success of the Company in existing etsyriks focus on middlgcome customers, and the skills of its managertesarh provid
significant opportunities to realize the value irérg in the Mexican restaurant market and increasenues in existing markets.

The Company was incorporated under the name “Césa&REstaurants, Inclinder the laws of the State of Texas in Februa8e;
and had its initial public offering of Common Stook April 1996. In May 1999, the Company changesl dbrporate name to Mexic
Restaurants, Inc. The Company operates as a hotdingpany and conducts substantially all of its apiens through its subsidiaries.
references to the Company include the Companytarsilibsidiaries, unless otherwise stated.

Since its inception as a public company, the Compgsas primarily grown through the acquisition oh@t Mexican food restaure
companies. In 1997, the Company purchased all efdintstanding stock of Monterey’s Acquisition Cof(MAC”). At the time of th
acquisition, MAC owned and operated 26 restaurant®xas and Oklahoma under the names “MonteregisNlex Café,” “Montereys Little
Mexico” and “Tortuga Coastal Cantina”.

In 1999, the Company purchased 100% of the outstgrefock of La Sefiorita Restaurants, a Mexicatateant chain operated in-
State of Michigan. At the time of the acquisitidua, Sefiorita operated five company-owned restaurantsthree franchise restaurants.

In January 2004, the Company purchasededwirants and related assets from its Beaulvesed franchisee and affiliates fc
total consideration of approximately $13.75 millidine financing for the acquisition was providedfget National Bank, CNL and the sell
The restaurants acquired include eight Casa Otéuemts located in Southeast Texas, two CasaeStéurants located in Southwest Louisi
and three Crazy Jose’s restaurants located in 8asitfT exas.

In October 2004, the Company purchased one fragehistaurant in Brenham, Texas for approximatel}5$®0. The restaurant v
closed, remodeled and re-opened on November 22, 200

In August 2006, the Company purchased two Houatea- Mission Burritos restaurants and related si$seta total consideration
approximately $725,000, excluding acquisition costs

Strategy and Concept
The Companys objective is to be perceived as a value leadeéhenMexican theme segment of the casual diningketplace. T
accomplish this objective, the Company has develgeategies designed to achieve and maintain leigtls of customer loyalty, freque

patronage and profitability. The key strategic edets are:

. Offering consistent, high-quality, original recipkexican menu items that reflect both national avwél taste preferences;




. Pricing its menu offerings at levels below many ilsgrand casual-dining restaurant concepts;

. Selecting, training and motivating its employeesibance customer dining experiences and the fyieadual atmosphere
its restaurants;

J Providing customers with the friendly, attentiveviee typically associated with more expensive easlining experience
and
. Reinforcing the perceived value of the dining eigr@se with a comfortable and inviting Mexican decor

Menu. The Company’s restaurants offer highality products with a distinctive, yet mild tagieofile with mainstream appeal. Fr:
ingredients are a critical recipe component, ardmntajority of menu items are prepared daily in kitehen of each restaurant from origi
recipes.

The menus feature a wide variety of entrees inoly@nchiladas, combination platters, burritostdaji coastal seafood and other hi
specialties. The menu also includes soup, salpgstiaers and desserts. From time to time the Cagnpkso introduces new dishes designe
keep the menus fresh. Alcoholic beverages are dava complement to meals and represent a rarigesahan 5% of sales at its more family-
oriented locations, and up to 20% in its more chstianted dining locations. At Comparmwned restaurants the dinner menu entrees pre
range in price from $4.95 to $15.59, with most isepriced between $5.99 and $8.99. Lunch prices @t r@ompanyewned restaurar
presently range from $4.95 to $8.29.

Atmosphere and LayoutThe Company emphasizes an attractive design fdn e&dts restaurants. The typical restaurant he
inviting and interesting Mexican exterior. The imbe decor is comfortable Mexican in appearanceetoforce the perceived value of the dir
experience. Stucco, tile floors, carpets, plants awariety of paint colors are integral featurégach restaurantslecor. These decor featu
are incorporated in a floor plan designed to prevddcomfortable atmosphere. The Compamgstaurant designs are sufficiently flexibl
accommodate a variety of available sites and dewedmt opportunities, such as malls, eaghs of strip shopping centers and free stai
buildings, including conversions to the Compansgstaurant design. The restaurant facility is dissigned to serve a high volume of custo
in a relatively limited period of time. The Comp&yestaurants typically range in size from apprately 4,000 to 5,600 square feet, witt
average of approximately 4,500 square feet andténgecapacity of approximately 180.

The two fasteasual Mission Burritos restaurants the Companyiaed in August 2006 are approximately 2,000 a3 ,square fee
respectively. Both restaurants have extensive patiat offer additional outdoor seating. The Conypandeveloping a prototype Missi
Burritos design that is approximately 2,500 squast with an indoor seating capacity of approxirat to 60. The new prototype will a
include a patio that offers additional outdoor Beat

Growth Strategy

Over the last three fiscal years, the Company bessked its energies to assimilate two acquisit{@B8sestaurants bought in 2004 fr
a franchisee and two Mission Burritos restauractpuied in 2006), to develop new prototypes for @aisa Olé and Montereyrestauran
(opening two new Casa Olé and one new Monteregstaurants during that period) and to initiaggr@gram of remodeling several of
existing restaurants each year. Based on an averagstment of approximately $650,000 (net of landIreimbursements), the cash on
return for the three new restaurants has averagptbdmately 50.0%. Most of the remodeled restaisrdrave resulted in higher aver
weekly sales and a return on investment of appratéty 10.0%, based on an average investment obajppately $285,000. The Compe
feels it is important for the long term viability the concepts to continue with the remodel progasnt competes against newer concepts.

In August 2006 the Company acquired two featual Mission Burritos restaurants located in lousTexas. The concept v
established ten years ago and has a very loyabrogstbase. Since the Mission Burritos acquisittbe, Company has spent considerable
and attention planning for the future growth andiponing of the concept. In fiscal years 2007 @088, the Company plans to open se\
Mission Burritos restaurants in the Greater Houstea and possibly open Mission Burritos restagranbther Texas markets. Although
Company has not built the new Mission Burritos ptgpe, it anticipates that its investment will bgpeoximately $250,000 less than
investment for Casa Olé and Monterey'’s.




The Company believes that the unit economics of/#li®us restaurant concepts of the Company, asasé¢heir value orientation a
focus on middle income customers, provide signifigeotential opportunities for growth. The Companligngstanding strategy to capitalize
these growth opportunities has been comprisedreétkey elements:

Improve Same-Restaurant Sales and Profitffhe Companygs first growth opportunity is to improve the satesl controllable incon
of existing restaurants (controllable income cassig restaurant sales less food and beverage sepgelabor and controllable expenses, su
utilities and repair and maintenance expensesextltides advertising and occupancy expenses).i liscomplished through an emphasi
restaurant operations, coupled with improving mtinkg purchasing and other organizational efficieadsee “Restaurant Operationslow)
During fiscal year 2007, the Company expects tagoen improving sales and profitability so thatah maximize free cash flow, which it v
use to pay off debt, remodel existing restaurdmtid new restaurants, acquire existing franchestaurants and to make repurchases
common stock when it determines such repurchages prudent use of its capital.

Seek Strategic AcquisitionsSince its inception as a public company, the Comgsas primarily grown through the acquisitior
other Mexican food restaurant companies, making &mguisitions since 1996. The Company anticipated continue to selectively acqui
existing franchised restaurants from time to tinteem such opportunities arise, as well as activetynpte the development of new francl
restaurants (see “Franchising&low). Further, the Company will continue to revipotential strategic acquisitions within the Meaticfooc
restaurant industry that would complement our éxgstorporate culture.

Increased Penetration of Existing Market3.he Companys second growth opportunity is, when it believeskagaconditions warrar
to increase the number of restaurants in existingidhated Market Areas (“DMAs’gnd to expand into contiguous new markets. The |
concept is a mapping tool developed by the A.Clddie Co. that measures the size of a particulakehdry reference to communities inclu
within a common television market. The Company'gdive in increasing the density of Compamyned restaurants within existing marl
is to improve operating efficiencies in such maskehd to realize improved overhead absorption.ddit@n, the Company believes t
increasing the density of restaurants in both Caotpfmavned and franchised markets will assist it in eeing effective media penetration wt
maintaining or reducing advertising costs as agmage of revenues in the relevant markets. Thepaagnbelieves that careful and pruc
site selection within existing markets will avoidnmnibalization of the sales bases of existing teat#s.

In implementing its unit expansion strategy, thefPpany may use a combination of franchised and Cagpwned restaurants. T
number of such restaurants developed in any pevibdiary. The Company believes that a mix of fraised and Compangwned restaurar
would enable it to realize accelerated expansiopodpnities, while maintaining majority or sole ogvahip of a significant number
restaurants. Generally, the Company does not patieiopening franchised and Compamyned restaurants within the same market. In sg
franchisees, the Company will continue to primatéyget experienced multirit restaurant operators with knowledge of a palér geograph
market and financial resources sufficient to exe¢hé Company's development strategy.

The restaurant industry is a competitive and fragier business. Moreover, the restaurant industoh#sacterized by a high init
capital investment. Our focus is not on new restatiexpansion just to generate additional saldsa lbalanced approach that emphasizes sam
restaurant sales growth and selective new restadeselopment and acquisitions of existing franehisstaurants. During fiscal year 20086,
Company opened two new restaurants and remodeled sxisting restaurants. The Company plans talibiee new restaurants in fiscal y
2007, as well as significantly remodel one existingtaurant and moderately remodel four existirggaxgants. During fiscal year 2007,
Company plans to open at least two additional Mis$urritos restaurants in the Houston markethdf tinit economics of Mission Burrit
prove favorable, the Company’s plan is to expamthér into the Greater Houston area and open MisBigritos in other Texas markets.




Site Selection

When developing new restaurant sites, senior manage of the Company devotes significant time armsbueces to analyzil
prospective sites for the Compagyestaurants. Senior management has also creadagtibizes a site selection committee, which rexsean
approves each site to be developed. In additiea,Gbmpany conducts customer surveys to define galgcthe demographic profile of 1
customer base of each of the Company’s restaucantepts. The Company’s site selection criteria $omor

1) matching the customer profile of the respectivéagsnt concept to the profile of the populationhef target local market;
2) easy site accessibility, adequate parking, and joremb visibility of each site under consideration;

3) the site’s strategic location within the marketglac

4) the site’s proximity to the major concentrationsbbpping centers within the market;

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

6) the impact of competition from other restauranttimmarket.

The Company believes that a sufficient number @tbie sites are available for contemplated Companrg franchise developmen
existing markets. Based on its current planning rmradket information, the Company plans to openghrew restaurants in fiscal year 2(
The anticipated total investment for a 4,800 tdB,6quare foot restaurant, including land, buildieguipment, signage, site work, furniti
fixtures and decor ranges between $1.4 and $2liomf{lincluding capitalized lease value). Additidigatraining and other prepening cos
are anticipated to approximate $50,000 to $100f@@0location. The cost of developing and operaingompany restaurant can vary b
upon fluctuations in land acquisition and site ioy@ment costs, construction costs in various maykbe size of the particular restaurant
other factors. Although the Company anticipates$ dewelopment costs associated with rteam restaurants will range between $1.4 and
million, there can be no assurance of this. Whessible, the Company uses build to suit, lease exsion or sale and leaseback transactio
an effort to limit its cash investment to approxtaig $550,000 to $850,000 per location.

Restaurant Operations

Management and EmployeesThe management staff of each restaurant is redgerfsir managing the restaurant's operations.
Companyewned restaurant operates with a general manager,00 more assistant managers and a kitchen mamwagerchef. Includin
managers, restaurants have an average of 50 riwdl-ind partime employees. The Company historically has smamsiderable effo
developing its employees, allowing it to promotenfrwithin. As an additional incentive to its restut management personnel, the Com
has a bonus plan in which restaurant managersecaive monthly bonuses based on a percentageioféstaurants’ controllable profits.

The Company’s regional supervisors, who reportatliye¢o the Companyg Directors of Operation, offer support to the storanager
Each supervisor is eligible for a monthly bonusdabsn a percentage of controllable profits of tioees under their control.

As of December 31, 2006, the Company employed 2@6ple, of whom 2,824 were restaurant personntieatCompanyownec
restaurants and 53 were corporate personnel. Thgp&uay considers its employee relations to be gbtmkt employees, other than restau
management and corporate personnel, are paid dmary basis. The Comparg/’employees are not covered by a collective baing
agreement.

Training and Quality Control.The Company requires its hourly employees to paete in a formal training program carried outhe
individual restaurants, with the on-tfad training program varying from three days to tweeks based upon the applicable position. Man
of both Companywned and franchised restaurants are trained abbotiee Company's specified training stores by #tate's general mana
and are then certified upon completion of a fousitoweek program that encompasses all aspecestdurant operations as well as persc
management and policy and procedures, with spemahasis on quality control and customer relatidiosevaluate ongoing employee ser
and provide rewards to employees, the Company emm@d'mystery shopper" program that consists of &awonymous visits per month
restaurant. The Company's franchise agreementresgeiach franchised restaurant to employ a gemesalager who has completed
Company's training program at one of the Compaspecified training stores. Compliance with the Camps operational standards
monitored for both Company-owned and franchisedateants by random, asite visits by corporate management, regular ingpes by
regional supervisors, the ongoing direction of gpocate quality control manager and the mysteryppbkoprogram.




Marketing and Advertising.The Company believes that when media penetratiachdéeved in a particular market, investmen
radio and television advertising can generate Baamit increases in revenues in a ceffective manner. During fiscal year 2006, the Cam,
spent approximately 3.0% of restaurant revenuegaoious forms of advertising and plans to spendrapgarable amount in fiscal year 2C
Besides radio and television, the Company makesiigestore promotions, involvement in communittieities, and customer word-oftoutt
to maintain their performance.

Purchasing. The Company strives to obtain consistent qualitydpcts at competitive prices from reliable sourddse Compan
works with its distributors and other purveyorsemosure the integrity, quality, price and availapilof the various raw ingredients. 1
Company researches and tests various products éff@m to maintain quality and to be responsiveh@anging customer tastes. The Com|
operates a centralized purchasing system thailizedtby all of the Compangwned restaurants and is available to the Compémayishisee:
Under the Company's franchise agreement, if a figaee wishes to purchase from a supplier other ¢heurrently approved supplier, it m
first submit the products and supplier to the Comyptor approval. Regardless of the purchase sowitggurchases must comply with
Company's product specifications. The Compangbility to maintain consistent product qualityatiighout its operations depends u
acquiring specified food products and supplies frahiable sources. Management believes that aéireisd food and beverage products
available from other qualified sources at compeifirices.

Franchising

The Company currently has 9 franchisees operatiogghof 18 restaurants and one licensee operatiegrestaurant. Most franchis
operate one or two restaurants. No new franchistaweants were opened during fiscal 2006.

Franchising allows the Company to expand the nundfestores and penetrate markets more quickly ail le@ss capital the
developing Compangwned stores. The Company has the first right fafsed when a franchisee decides to sell its reate(s). Historically
the Company has selectively acquired franchiseauesnts when reasonably available. At the same, tihe Company plans to expand its |
of franchise restaurants.

Franchisees are selected on the basis of varietsréa including business background, experienckefimancial resources. In seek
new franchisees, the Company targets experiencdd-umit restaurant operators with knowledge of a paltdir geographic market a
financial resources sufficient to execute the Comyfsadevelopment schedule. Under the current fiaadgreement, franchisees are requir
operate their stores in compliance with the Com[sapglicies, standards and specifications, inclgdimatters such as menu items, ingredi
materials, supplies, services, fixtures, furnisbimngecor and signs. In addition, franchisees ayeired to purchase, directly from the Comg
or its authorized agent, spice packages for ughdmreparation of certain menu items, and musthase certain other items from apprc
suppliers unless written consent is received froenGompany.

Franchise Agreements. The Company enters into a franchise agreement et franchisee that grants the franchisee the 1
develop a single store within a specific territatya site approved by the Company. The franchiser has limited exclusive rights within
territory. Under the Company's current standarddnése agreement, the franchisee is required toagfagnchise fee of $25,000 per restau
The current standard franchise agreement provitearf initial term of 15 years (with a limited reved option) and payment of a royalty of
to 5% of gross sales. The termination dates ofGbmpany's franchise agreements with its existiagdhisees currently range from 200
2015.

Franchise agreements are not assignable withoyprtbe written consent of the Company. Also, then@any retains rights of fit
refusal with respect to any proposed sales byrdmechisee. Franchisees are not permitted to comyttehe Company during the term of
franchise agreement and for a limited time, and limited area, after the term of the franchiseeagrent. The enforceability and permi
scope of such noncompetition provisions varies fetate to state. The Company has the right to textaiany franchise agreement for ce
specific reasons, including a franchisee's faitorsmake payments when due or failure to adherbddCiompany's policies and standards. N
state franchise laws, however, limit the abilitysofranchisor to terminate or refuse to renew adnése. See "ltem 1. Busines§evernmer
Regulation”.




Prior forms of the Company's franchise agreemetiltsrs effect may contain terms that vary from #eodescribed above, includ
with respect to the payment or nonpayment of adieg fees and royalties, the term of the agreemrerd assignability, noncompetition
termination provisions.

Franchisee Training and Support. Under the current franchise agreement, each fraaeeh{or if the franchisee is a busir
organization, a manager designated by the franehiserequired to personally participate in theratien of the franchise. Before opening
franchisee's business to the public, the Companyiges training at its approved training facilitgrfeach franchisee's general man:
assistant manager and kitchen manager or chef.Cidimpany recommends that the franchisee, if thechigee is other than the gen
manager, or if a business organization, its chpefrating officer, attend such training. The Compalsp provides a training team to assis
franchisee in opening its restaurant. The teamersiged by the Director of Training, will assistdaadvise the franchisee and/or its manag
all phases of the opening operation for a seveffototeen day period. The formal training progranguieed of hourly employees a
management, along with continued oversight by tbm@any's quality control manager, is designed ¢onmte consistency of operations.

Area Developers. The area development agreement is an extensioheoktindard franchise agreement. The area devenhd
agreement provides area developers with the riglgxecute more than one franchise agreement inrdamece with a fixed developmi
schedule. Restaurants established under thesenagmeemust be located in a specific territory incliithe area developer will have limi
exclusive rights. Area developers pay an initialelepment fee generally equal to the total initiahchise fee for the first franchise agreer
to be executed pursuant to the development schetlidel 0% of the initial franchise fee for eachitiddal franchise agreement to be exec
pursuant to the development schedule. Generallynitial development fee is not refundable, butl\wei applied in the proportions descri
above to the initial franchise fee payable for efaiahchise agreement executed pursuant to the af@weint schedule. New area developers
will pay monthly royalties for all restaurants dsished under such franchise agreements on a deglgtale generally ranging from 5%
gross sales for the initial restaurant to 3% ofsgreales for the fourth restaurant and therea$texdaitional restaurants are developed.
development agreements are not assignable witheuprior written consent of the Company. The Compaill retain rights of first refus:
with respect to proposed sales of restaurants byatea developers. Area developers are not peditittecompete with the Company.
described above, the enforceability and permitexgps of such noncompetition provisions may varynfrstate to state. If an area devels
fails to meet its development schedule obligatidthe,Company can, among other things, terminatatbea development agreement or mc
the territory in the agreement. These terminatights may be limited by applicable state franchéses. The Company is currently seeking
area developers.

Competition

The restaurant industry is intensely competitivempetition is based upon a number of factors, oy concept, price, locatic
quality and service. The Company competes agaihsbad range of other family dining concepts, idahg those focusing on various ot
types of ethnic food, as well as local restauramtis various markets. The Company also compeggsnat other quick service and ca:
dining concepts within the Mexican and Tkbex food segment. Many of the Company's competaoeswell established and have substan
greater financial and other resources than the @ompSome of the Company's competitors may be rbettablished in markets where
Companys restaurants are or may be located. Also, the @agpnpompetes for qualified franchisees with frasots of other restaurants i
various other concepts.

The success of a particular restaurant concepsasadfected by many other factors, including nadio regional or local economic ¢
real estate conditions, changes in consumer tastéseating habits, demographic trends, weathdfictygatterns, and the type, number
location of competing restaurants. In addition,tdex such as inflation, increased food, labor aedefit costs, and the availability
experienced management and hourly employees magrsaly affect the restaurant industry in general #re Company's restaurants
particular.




Government Regulation

Each restaurant is subject to regulation by fedagaihcies and to licensing and regulation by statelocal health, sanitation, safi
fire and other departments relating to the devekminand operation of restaurants. These includelaggns pertaining to the environmer
building and zoning requirements in the preparatind sale of food. The Company is also subjecaws Igoverning the service of alcohol
its relationship with employees, including minimuwage requirements, overtime, working conditions amgnigration requirement
Difficulties or failures in obtaining the requirednstruction and operating licenses, permits oramis could delay or prevent the opening
specific new restaurant. The Company believesithstoperating in substantial compliance with apgible laws and regulations that gover!
operations.

Alcoholic beverage control regulations require eatthe Companys restaurants to apply to a state authority andeitain location:
county or municipal authorities, for a license errit to sell alcoholic beverages on the premisesta provide service for extended ho
Typically, licenses must be renewed annually ang berevoked or suspended for cause at any tinmhslic beverage control regulatic
relate to numerous aspects of the Company's restsyrincluding minimum age of patrons drinkingoslalic beverages and of employ
serving alcoholic beverages, training, hours ofrapen, advertising, wholesale purchasing, inventoontrol and handling, storage i
dispensing of alcoholic beverages. The Companylss subject to "dramshop" statutes that generalbvige that a person injured by
intoxicated person may seek to recover damages &nnestablishment determined to have wrongfullwestralcoholic beverages to
intoxicated person. The Company carries liquoriliigbcoverage as part of its existing compreheagpeneral liability insurance. Additional
within thirty days of employment by the Companycled@exas employee of the Company who serves alwobeVerages is required to att
an alcoholic seller training program that has beggproved by the Texas Alcoholic Beverage Commisaiwhendorsed by the Texas Restal
Association that endeavors to educate the servefetect and prevent overservice, as well as undesagvice, of the customers at
Company’s restaurants.

In connection with the sale of franchises, the Canypis subject to the United States Federal Tramar@ission rules and regulatic
and state laws that regulate the offer and safeaothises and business opportunities. The Comjzaalgo subject to laws that regulate ce
aspects of such relationships. To date, the Compasyhad no claims with respect to its programs baded on the nature of any potel
compliance issues identified, does not believe tmabpliance issues associated with its historiadihgsing programs will have a mate
adverse effect on its results of operations orrfaie@ condition. The Company believes that it ieigting in substantial compliance v
applicable laws and regulations that govern frasiolyi programs.

The federal Americans with Disabilities Act prohbidiscrimination on the basis of disability in fiasbaccommodations al
employment. The Company is required to comply whih Americans with Disabilities Act and regulatioleating to accommodating the ne
of the disabled in connection with the constructidmew facilities and with significant renovatiookexisting facilities.

The Company is subject to various local, state faural laws regulating the discharge of pollutante the environment. TI
Company believes that it conducts its operationsuipstantial compliance with applicable environraktdws and regulations. The Comp
conducts environmental audits of each propose@duestt site in order to determine whether theranig evidence of contamination priol
purchasing or entering into a lease with respesutth site. To date, the Company's operations haveeen materially adversely affectec
the cost of compliance with applicable environmEelatas.

Trademarks, Service Marks and Trade Dress

The Company believes its trademarks, service memkistrade dress have significant value and areritapioto its marketing efforts.
has registered the trademarks for “Casa Olé”, “Caka Mexican Restaurant”, “Monterey’s Tex-Mex CaféMonterey’s Little Mexico’,
“Tortuga Cantina”, “La Sefiorita”, “Crazy Jose’s”cha pending national registration for “Mission Btgs” with the U.S. Trademark Office.

Available Information

The Company is subject to the informational requieats of the Securities Exchange Act of 1934, asragl®d, and in accordar
therewith, it files reports, proxy and informatistatements and other information with the Secwriéied Exchange Commission ("SEC").
Company's annual reports on Form 10-K, quarteghpms on Form 10-Q, current reports on Forid,&roxy and information statements |
other information and amendments to those repiets 6r furnished pursuant to Section 13(a) or 1Bfcthe Securities Exchange Act of 1!
are available through the Company’s Web site at waaxicanrestaurantsinc.conReports are available free of charge as sooeasonabl
practicable after the Company electronically filbem with, or furnish them to, the SEC. In additidme Company's officers and directors
with the SEC initial statements of beneficial owsteép and statements of change in beneficial owiehthe Company's securities, which
available on the SEC's Internet site at www.sec.gbive Company is not including this or any othdoiimation on its Web site as part of,
incorporating it by reference into, this Form 1@Kany of its other SEC filings. In addition to tBempanys Web site, you may read and ¢




public reports the Company files with or furnishiesthe SEC at the SEC's Public Reference Room @tFHfh Street, NW
Washington, DC 20549. You may obtain informationtbe operation of the Public Reference Room byirgallhe SEC at 1-800-SECQ330
The SEC maintains an internet site that contaiesGbmpany's reports, proxy and information statemesnd other information that !
Company files electronically with the SEC _at wwve.g@v.
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ITEM 1A. RISK FACTORS

You should carefully consider the following riskcfars as well as the other information containethoorporated by reference in t
report, as these are important factors, among sittieat could cause our actual results to diffemflour expected or historical results. It is
possible to predict or identify all such factorsonSequently, you should not consider any suchtdidte a complete statement of all of
potential risks or uncertainties.

Seasonal Fluctuations in Sales and Earnings Afféour Quarterly Results. The Companys sales and earnings fluctuate seasol
Historically the Company highest sales and earnings have occurred inettend and third calendar quarters, which the Compatieves i
typical of the restaurant industry and consumendijpgy patterns in general. In addition, quartedgults have been and, in the future are |
to be, substantially affected by the timing of nesstaurant openings. Because of the seasonalityuotbusiness and the impact of t
restaurant openings, results for any calendar guare not necessarily indicative of the resultd thay be achieved for a full fiscal year
cannot be used to indicate financial performancetfe entire year.

Inflation May Adversely Impact Our Net Income.The Company believes that inflation impacted net income dufisgal year 200t
Substantial increases in utility expenses and ptp@nd casualty insurance costs had a marked imgraour operating results to the ex
such increases could not be passed along to custofrteere can be no assurance that the Companyaetikxperience the same inflation
impact in the future. If operating expenses inceeasir management intends to attempt to recoveeased costs by increasing prices tc
extent deemed advisable in light of competitiveditons.

An Increase In Our Interest Rates May Advehg Impact Net IncomeOur exposure to interest rate fluctuations is kdito ou
outstanding bank debt with Bank of America. Theiiast rate is either the prime rate or LIBOR pltipulated percentage. Accordingly,
Company is impacted by changes in the prime rateLaBOR. As of December 31, 2006, the Company haa $nillion outstanding on o
credit facility with Bank of America. The Company in compliance with the debt convenants as of Bes 31, 2006. As of December
2006, the Company also had $500,000 in notes wiaek a fixed interest rate of 7.0% (See Note Biénaccompanying Consolidated Finar
Statements). The Company prepaid $2.5 millionxedirate notes on March 31, 2006 by borrowing fmamBank of America credit facility.

Our Financial Covenants Could Adversely Affedwr Ability to Borrow. Under our current credit agreement with Bank of Aing
the Company is subject to certain reporting regquéets and financial covenants, including requireisigimat the Company maintain vari
financial ratios. As of December 31, 2006, the Campwas in compliance with all debt covenants,rasraled on March 29, 2007 and m
effective December 31, 2006. Although the Companguirrently in compliance with such financial coaets, an erosion of its business ci
place it out of compliance in future periods. Pttdnremedies for the lender if the Company is iptcompliance include declaring
outstanding amounts immediately payable, termigatommitments and enforcing any liens. See “Notd.dgterm Debt, of Notes
Consolidated Financial Statements”.

Increases in the minimum wage may have a mateadverse effect on our business and financiakrdts. Many of our employes
are subject to various minimum wage requiremertte fEderal minimum wage has remained at $5.15 per hour since Septemid&97 b
will very likely be increased during 2007. The nmmim wage increases may have a material adversa effeour business, financiabndition
results of operations and cash flows to the extettthe Company cannot increase menu prices.
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Changes in food costs could negatively impaat revenues and results of operation§he Companyg profitability is dependent
part on our ability to anticipate and react to desin food costs. Other than for a portion of praduce, which is purchased locally by €
restaurant, the Company relies on Glazier Foodsfaom as the primary distributor of our ingredier@azier Foods Company is a fan
owned company that is part of a cooperative of pedelent food distributors (Unipro) located througththe nation. The Company has
exclusive contract with Glazier Foods Company eamgand conditions which it believes are consisteétit those made available to simile
situated restaurant companies. Any increase inildligion prices by Glazier Foods Company could eahge Company food costs to fluctua
Additional factors beyond the Compasycontrol, including adverse weather conditions goeernmental regulation, may affect food costs
Company may not be able to anticipate and reachémging food costs through its purchasing prasteoed menu price adjustments in
future, and failure to do so could negatively intggerevenues and results of operations.

Rising Insurance Costs Could Negatively Impact ORrofitability. The Company is insured against a variety of unoeies. While
the cost of certain insurance coverages increas@®06, it was able to negotiate lower premium £dst other insurance coverages, ar
general, was able to minimize the overall incresse impact of all total insurance costs to the Camyp Nevertheless, the increase in proy
and casualty premiums did have a negative impadhenCompanys profitability in fiscal year 2006. Each year, tBempany renews
insurance coverages. While the Company tries tprbactive in its efforts to control insurance costsrket forces beyond its control n
thwart its ability to manage these costs. The Comgpects insurance premiums for property andatgsinsurance to continue to increas
light of the impact of hurricanes on the Texas hadisiana Gulf Coast.

Recent Changes in Our Senior Management May Be D#ive to Our Business.We have recently experienced significant cha
in our senior management. On December 1, 2006, Neeb agreed to serve and was appointed ourrmtehief Executive Officer, and Li
Porry has been appointed as our Chief Operatingc@ff(following the departure of Curt Glowacki, oformer President and CEO,
December 2006). We are conducting a search faragnent Chief Executive Officer. These changesuinsenior management may pr
disruptive to our business and there may be uringrtamong our investors, vendors, employees ahdrstconcerning our future direction .
performance. If we are unable to identify andiretn effective permanent Chief Executive Officeuy results of operations and finan
condition may be adversely affected.

Our Small Restaurant Base and Geographic ConcentmatMake Our Operations More Susceptible to Locat@omic Conditions
The results achieved to date by the Compamglatively small restaurant base may not be atilie of the results of a larger numbe
restaurants in a more geographically dispersed Bezause of its relatively small restaurant baseynsuccessful new restaurant could hi
more significant effect on its results of operatidhan would be the case in a company owning mestaurants. Additionally, given 1
Company’s present geographic concentration (atsofompanyswned units are currently in Texas, especially gltre Gulf Coast region, a
in Oklahoma, Louisiana and Michigan), results oémgtions may be adversely affected by economidleeraconditions in the region, suck
hurricanes, and any adverse publicity in the reg@ating to its restaurants could have a more quooed adverse effect on its overall s
than might be the case if its restaurants were roaradly dispersed.

Our Management and Directors Hold a Majority of th€ommon StockApproximately 66.0% of our Common Stock and rigta
acquire Common Stock are beneficially owned or hsid_arry N. Forehand, The D3 Family Funds (repnésg by director Cara Denve
Michael D. Domec and Louis P. Neeb, directors andjecutive officers or affiliates thereof. As @ul, these individuals have substar
control over matters requiring shareholder appramaluding the election of directors.

Competition May Adversely Affect Our Operations afthancial Results.The restaurant industry is highly competitive widspec
to price, service, restaurant location and foodityyand is often affected by changes in consutastes, economic conditions, population
traffic patterns. The Company competes within eaehket against other family dining concepts, asl aglquick service and casual dir
concepts, for customers, employees and franchiSmeeral of the Comparg/’competitors operate more restaurants and hawdicamtly
greater financial resources and longer operatistpties than the Company does. The Compaimability to successfully compete with
other restaurants in its markets could prevenbinfincreasing or sustaining its revenues and tataifity and result in a material adverse ef
on its business, financial condition, results oéigtions or cash flows.
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Changes in General Economic and Political ConditisrAffect Consumer Spending and May Harm Our Revesuwnd Operatin
Results.The United States experienced an economic expatisionghout most of 2006, including Texas whererttagority of our restaurar
operate. The forecast for 2007 is more cautiouge@ally for the restaurant casual dining segmantwhich several concepts have b
experiencing declining sanstere sales for the last two quarters. A few ecdonamanditions that could impact the economy and aperatin
results are: rising fuel and energy costs couldicedconsumerdevel of discretionary spending; a decrease inrdigmary spending cot
impact the frequency with which our customers cleamsdine out or the amount they spend on mealtewdiming out, thereby decreasing
revenues. Additionally, the continued responsethéoterrorist attacks on the United States, posdildiure terrorist attacks and the conflic
Iraq and its aftermath may exacerbate current enanoonditions and lead to a weakening in the eognoAdverse economic conditions
any related decrease in discretionary spendingubgwstomers could have an adverse effect on @entes and operating results.

Implementing Our Growth Strategy May Strain Our Rasrces. Our ability to expand by adding Compaowned and franchis
restaurants will depend on a number of factorduding the availability of suitable locations, thbility to hire, train and retain an adeqt
number of experienced management and hourly emesoyke availability of acceptable lease termsattetjuate financing, timely construct
of restaurants, the ability to obtain various goweent permits and licenses and other factors, ssm#ich are beyond our control.

The results achieved by our newer restaurants roapenindicative of longer term performance of oJdeore established restaura
The Company cannot be assured that any new restdbed it opens will have similar operating resuti those of prior restaurants. Further
opening or acquiring of additional restaurantshie future will depend in part upon its ability tergerate sufficient funds from operations ¢
obtain sufficient debt financing on favorable teftmsupport its expansion.

The Company may not be able to open its plannedop@tations on a timely basis, if at all, and,pkoed, these restaurants may
be operated profitably. The Company has experiereed expects to continue to experience, delaysstaurant openings from time to ti
Delays or failures in opening planned new restasraauld have an adverse effect on its businesandéial condition, results of operation:
cash flows.

The opening of additional franchised restaurant$ dépend, in part, upon the ability of existingdafuture franchisees to obt:
financing or investment capital adequate to meeir tnarket development obligations. Based on then@amys experience in attempting
grow outside its existing markets, it has foundr¢hean be limited consumer acceptance and thatdabieof such efforts can have a mat
adverse impact on its financial results.

Shares Eligible for Future Sale Could Adversely Iragt the Stock PriceSales of substantial amounts of shares in the uindirke
could adversely affect the market price of our CamnStock. In any event, the market price of the @mm Stock could be subject
significant fluctuations in response to our opemtiesults and other factors.

Litigation Could Have a Material Adverse Effect o®ur Business.From time to time the Company is the subject of plaimts o
litigation from guests alleging fooblerne illness, injury or other food quality, heatthoperational concerns. The Company may be aely
affected by publicity resulting from such allegatso regardless of whether such allegations are walivhether it is liable. The Company is
subject to complaints or allegations from formerpoospective employees from time to time. A lawsaritclaim could result in an adve
decision against the Company that could have ariafiyeadverse effect on its business.

The Company is subject to state “dramsh&gWs and regulations, which generally provide thgterson injured by an intoxica
person may seek to recover damages from an estaialig that wrongfully served alcoholic beveragesuoh person. Although the Comp
carries liquor liability coverage as part of itssting comprehensive general liability insurantenay still be subject to a judgment in exces
its insurance coverage and it may not be able taimbr continue to maintain such insurance covergeasonable costs, or at all.
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Compliance with Changing Regulation of Corporate @Grnance and Public Disclosure May Result in Additial Expense:
Keeping up-todate and in compliance with changing laws, regotetiand standards relating to corporate governandepublic disclosur
including the Sarbane®xley Act of 2002, new SEC regulations and Nasd#arls Market rules, has required an increased amot
management attention and external resources. Thep&@uoy remains committed to maintaining high stadslaxf corporate governance
public disclosure. As a result, it intends to invas reasonably necessary resources to comply evitving standards, and this investment
result in increased general and administrative es@e and a diversion of management time and aitefrom revenueyenerating activities
compliance activities.

Future changes in financial accounting standards maffect our reported results of operationGhanges in accounting standards
have a significant effect on our reported resuitd enay affect our reporting of transactions conguebefore the change is effective. I
pronouncements and varying interpretations of ppacements have occurred and may occur in the future

Changes to existing rules or differing interpreias with respect to our current practices may alheraffect our reported financial
results.

ITEM 1B. UNRESOLVED STAFF COMMENTS
None.
ITEM 2. PROPERTIES

In fiscal year 2006, the Company's executive offieeere located in approximately 10,015 square déeiffice space in Houstc
Texas. The offices are currently leased by the Gomgrom Gillett Properties, Ltd., under a grossske (where the landlord pays utilities
property taxes) expiring in December 2009, withtaepayments of $11,000 per month. Due to sevewadation and structural issues,
Company hired a commercial real estate brokeraockefor new executive office space. The Comparigipates finding and moving into n
executive offices sometime during fiscal year 200 &arly fiscal year 2008. See "Notes to Consatiddtinancial StatementsRelated Part
Transactions." The Company believes that its pt@erare generally well maintained, in good cowditand adequate for its operatic
Further, the Company believes that suitable additior replacement space under comparable terrhbevidvailable if required.

Real estate leased for Compamyned restaurants is typically leased under tngeleases that require the Company to pay reafe
taxes and utilities, to maintain insurance withpeeg to the premises and in certain cases to pagingent rent based on sales in exce!
specified amounts. Generally the non-mall locatifersthe Companywned restaurants have initial terms of 10 to 28ryewith renewi
options.

All of the Companyswned restaurants are leased. During fiscal ye@6,2the Company sold for $130,000 a pad site irt Rahur,
Texas and sold for $550,000 a previously closethoeant located in Chubbuck, Idaho. In fiscal y2@05, the Company sold an office builc
for $360,000, net of closing costs, that was aeglin 2004 with the Beaumont-based franchisee stnd related assets.

During fiscal year 2006, the Company opened two nestaurants and closed four ungerforming restaurants (two of which

leases expired; one in which the property was sisieleé, and one in which the lease will expire inilAp0@08). During fiscal year 2005, t
Company opened one new restaurant and closed alee-parforming restaurant that the Company is atiyanegotiating a sublease.
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Restaurant Locations

At December 31, 2006, the Company had 60 Compgueyated restaurants, 18 franchise restaurantsramticensed restaurant. As
such date, the Company operated and franchisedadd Olé restaurants in the State of Texas andiridtie State of Louisiana; operated
Monterey’s Tex-Mex Café restaurants in the Stat®©kiahoma; operated and licensed 12 Monterdyttle Mexico restaurants in the State
Texas; operated four Tortuga Coastal Cantina remtésiin the State of Texas; operated three Craggslin the State of Texas, operated
Mission Burritos in the State of Texas and alsorafeel and franchised six La Sefiorita restauranteanState of Michigan. The Compasay’
portfolio of restaurants is summarized below:

Casa Olé
Company-operated 3C Leased
Franchisee-operated 17
Concept total 47

Monterey’s Tex-Mex Café
Company-operated 5 Leased
Concept total 5

Monterey’s Little Mexico
Company-operated 11 Leased
Licensee-operated 1
Concept total 12

Tortuga Coastal Cantina
Company-operated 4 Leased
Concept total 4

La Sefiorita
Company-operated 5 Leased
Franchisee-operated 1
Concept total 6

Crazy Jose’s
Company-operated 3 Leased
Concept total 3

Mission Burritos
Company-operated 2 Leased
System total 79

ITEM 3. LEGAL PROCEEDINGS

The Company is involved from time to time in littgan relating to claims arising from its operatianghe normal course of busine
Management believes that the ultimate dispositiballouninsured matters resulting from existindgghttion will not have a material adve
effect on the Company’s business or financial parsit

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

No matter was submitted to a vote of the sharelnsldethe Company during the fourth quarter offiseal year ended December
2006.

PART I

ITEM 5. MARKET FOR REGISTRANT'S COMMON EQUITY, RELATED STOC KHOLDER MATTERS AND ISSUER



PURCHASES OF EQUITY SECURITIES

Market Information. The Companys Common Stock trades on the Nasdaq Small Cap Maekeof The Nasdaq Stock Market un
the symbol “CASA.” At March 28, 2007, the closingge of the Compang Common Stock as reported on the Nasdag SmalMzalket wa:
$9.36. The following table sets forth the rangeyoérterly high and low reported sale prices of @mmpanys Common Stock on the Nasi
Small Cap Market during each of the Company'’s figcarters since the end of the Company’s 2004 figear.
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HIGH LOW

Fiscal Year 2007:
First Quarter (as of March 28, 2007) 11.7¢ 9.3¢

Fiscal Year 2006:

First Quarter (ended April 2, 2006) 13.3¢ 10.0¢
Second Quarter (ended July 2, 2006) 13.5( 9.1«
Third Quarter (ended October 1, 2006) 11.0C 9.6
Fourth Quarter (ended December 31, 2006) 11.9¢ 9.9(C

Fiscal Year 2005:

First Quarter (ended April 3, 2005) 10.5C 8.5(C
Second Quarter (ended July 3, 2005 ) 10.4Z 7.7¢
Third Quarter (ended October 2, 2005 ) 10.5( 8.6¢
Fourth Quarter (ended January 1, 2006 ) 12.0¢ 9.1

The following performance graph compares the cumulative retuthed@€Common Stock with that of the Nasdag Compdaidex an
the Standard & Poors Small Cap Restaurants Indaxyaag in each case an initial invest of $100 atdbaber 31, 2001.



TOTAL RETURN TO STOCKHOLDERS
{Assumes S100 investment on 12/31/01)
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e b {exican Restaurants, Inc. —&r— 5&P Small Cap Restaurants —8— MNasdag Compaosite

Total Return Analysis
127312001 12/3172002 12/31/2003 12/3172004 12/31/2005 12:3172006

Mexlean Restaurants, Ine. H 100,00 § 11269 5 12043 § 17740 § 15046 5 340.58
S& P Small Cap Restaurants 5 10000 5 102.27 % 146,18 S 17632 § IB4.35 5§ 208.62
Masdag Composite 5 100.00 5 6RAT % 10272 § 11154 5 11307 § 123.54

Sources CTA Insegrmed Comenunicmioes www, cuiniggrascd com (500 ) 6634300, Dwa from ReusenBRIDGE Data Neiworks

Holders.As of March 29, 2007, the Company estimates thatetlwere approximately 975 beneficial owners of @menpanys
Common Stock, represented by approximately 50 slderecord, and 3,460,322 shares of Common Siatdtanding.

Issuer Purchases The Company did not repurchase any shares dfatemon Stock during the fourth quarter of 2006, id
purchase 25,290 shares during the first three epsaof fiscal year 2006.

Dividends.Since its 1996 initial public offering, the Compamgs not paid cash dividends on its Common Stolkk. Jompany inten:
to retain earnings of the Company to support ojersat to finance expansion and pay down its deiit,does not intend to pay cash divide
on the Common Stock for the foreseeable futureaddition, the Compang’ current credit agreement prohibits the paymenarof cas
dividends. Any payment of cash dividends in theifetwill be at the discretion of the Board of Dies and will depend upon such factor
earnings levels, capital requirements, the Comgafigancial condition, the ability to do so undeenexisting credit agreements and o
factors deemed relevant by the Board of Direct®se Managemerst’ Discussion and Analysis of Financial Conditiord a@esults ¢
Operation—Liquidity and Capital Resources) contdiimeltem 7. to this Report.
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ITEM 6. SELECTED FINANCIAL DATA

The selected financial data set forth below shdédread in conjunction with and are qualified bference to the Consolidat
Financial Statements and the related Notes thersoded in Item 8. hereof and "Management's Disitus and Analysis of Financ

Condition and Results of Operations" included émit7. hereof.

Fiscal Years

(In thousands, except share and per share amounts)

Income Statement Data:
Revenues:
Restaurant sales

Franchise fees, royalties and other
Business interruption

Costs and expenses:

Cost of sales

Restaurant operating expenses
General and administrative

Depreciation and amortization

Asset impairments

Gain on disposal of assets - Hurricane Rita
(Gain) loss on sale of assets

Operating income
Other income (expense), net

Income before income tax expense

Income tax expense
Income from continuing operations

Discontinued Operations
Loss from discontinued operations, net of taxes

Net income (loss

2002 2003 2004 2005 2006
49,98: $ 50,24¢ $ 74,03¢ $ 76,90; $ 81,37¢
1,181 1,13¢ 752 694 82t
105 - - 534 60
51,26¢ 51,38: 74,78¢ 78,13( 82,26«
13,45¢ 13,82¢ 20,47: 20,91¢ 22,42¢
27,83 28,34« 40,79 42,81 45,73
5,19¢ 5,30¢ 6,581 6,947 7,717
1,721 1,867 2,13¢ 2,68¢ 3,131
- 26€ 322 - 544

- - - (472) (367)
(28) (292) 18C 36¢ 32
48,18: 49,32( 70,49; 73,25¢ 79,21’
3,08: 2,06% 4,297 4,87¢ 3,047
(85) (97) (45¢) (404) (309)
2,99¢ 1,96¢ 3,83¢ 4,471 2,74¢
1,00: 712 1,26¢ 1,47¢ 84c
1,99¢ 1,25¢ 2,56¢ 2,99¢ 1,89¢
(291) (2,289) (80¢) (679) (757)
1,70 $ (1,039 1,761 $ 2,317 $ 1,13¢
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2002 2003 2004 2005 2006

Basic income (loss) per share:

Income from continuing operations $ 057 % 037 % 0.7¢ $ 0.8¢ $ 0.5t
Loss from discontinued operations (0.0¢) (0.6¢) (0.2 (0.20) (0.22)
Net income (loss $ 04¢ $ (0.3) % 05z % 0.6¢ $ 0.3¢

Diluted income (loss) per share:

Income from continuing operations $ 0.5¢ $ 037 $ 0.7C $ 0.81 $ 0.5¢
Loss from discontinued operations (0.08) (0.68) (0.22) (0.18) (0.2])
Net income (loss $ 0.4¢ $ (0.3) % 0.4t $ 0.6 $ 0.32
Weighted average shares - Basic 3,447,95 3,384,60! 3,388,48! 3,415,801 3,402,20
Weighted average shares - Diluted 3,520,76! 3,384,60! 3,634,84 3,700,87! 3,521,58

As of the End of Fiscal Years
2002 2003 2004 2005 2006
(In thousands)

Balance Sheet Data:

Working capital (deficit) $ (2,736 $ (2,669 $ (1,359 $ (1,639 $ (1,92¢)
Total assets $ 28,98: $ 25,86. $ 32,32¢ $ 33,137 $ 33,27¢
Long-term debt, less current portion $ 3,40( $ 1,77¢ $ 6,00C $ 4,50C $ 3,80(
Total stockholders’ equity $ 16,94¢ $ 15,95 $ 17,86¢ $ 18,88¢ $ 20,57
ITEM 7. MANAGEMENT" S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AN D RESULTS OF

OPERATIONS

Certain statements set forth below under this oaptonstitute “forward-looking statementsithin the meaning of the Reform A
See “Special Note Regarding Forward-Looking Statdsieabove for additional factors relating to susthtements. The following
discussion and analysis should be read in conjomatiith the Companyg Consolidated Financial Statements and Notes tthexgpearin
elsewhere in this Report. Additional informationncerning factors that could cause results to diffeterially from those in any forward-
looking statements is contained under “Item 1AkHRiactors”.

General Overview

The Company was organized under the laws of thie 8falexas in February 1996Pursuant to the reorganization of the Compau
preparation for its 1996 initial public offering @ommon Stock, the shareholders of related prigpa@ations contributed to the Company
outstanding shares of capital stock of each cotjmoraand the Company issued to such shareholdeexdéhange therefor an aggregat
2,732,705 shares of its Common Stock. The exchtmagsaction was completed April 1996, and, as altiethe corporations became wholly-
owned subsidiaries of the Company, and each shigieshaf the Company received a number of shar&oofimon Stock in the Company.

The Company operates and franchises Mextbame restaurants featuring various elements aedciwith the casual dini
experience under the names Casa Olé, Monterey'sViexxCafé, Monterey’s Little Mexico, Tortuga Coddtantina, Crazy Josg’ La Sefiorit
and Mission Burritos. At December 31, 2006 the Canypoperated 60 restaurants, franchised 18 resitzuamd licensed one restaurar
various communities in Texas, Louisiana, Oklahomé lichigan.

The Company's primary source of revenues is the silifood and beverages at Companmyned restaurants. The Company
derives revenues from franchise fees, royaltiesaihdr franchiseelated activities. Franchise fee revenue fromnalividual franchise sale
recognized when all services relating to the saletbeen performed and the restaurant has commepeedtion. Initial franchise fees relat



to area franchise sales are recognized ratablyrapgption to services that are required to be peréaml pursuant to the area franchis
development agreements and proportionately ase#taurants within the area are opened.
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The consolidated statements of income and cashsflfow fiscal years 2006, 2005 and 2004 have begustad to remove tl
operations of closed restaurants, which have beeassified as discontinued operations. Consequeh# consolidated statements of inci
and cash flows for fiscal years 2005 and 2004 shiovthe accompanying consolidated financial statgmbave been reclassified to confort
the 2006 presentation. These reclassificationsioagffect on total assets, total liabilities, stogklers’ equity or net income.

Fiscal Year

The Company has a 52/53 week fiscal year endinth@rsunday nearest December 31. References iRémsrt to fiscal 2004, 20
and 2006 relate to the periods ended January &,2Bhuary 1, 2006 and December 31, 2006, respéctiiscal years 2005 and 2(
presented herein consisted of 52 weeks. Fiscal3@24 presented herein consisted of 53 weeks.

Results of Operations
Fiscal Year 2006 Compared to Fiscal Year 2005 as Adsted for Discontinued Operations

Revenues The Companys revenues for the fiscal year ended December @06 2vere up $4.1 million or 5.3% to $82.3 mill
compared with fiscal year 2005. Restaurant salefidcal year 2006 increased $4.5 million or 5.8%%81.4 million compared with fiscal y«
2005. The increase in restaurant sales reflectepleaing of two new restaurants, the full year iotpzE one restaurant opened in fiscal
2005, and the acquisition of Mission Burritos (trestaurants), offset in part by a 0.9% declineaime-restaurant sales.

For the fourth quarter 2006 same-store sales wevwen 8%. This compares to the 12% sastmre sales growth achieved in fol
quarter 2005. The fourth quarter of 2005 was unuseélecting the temporary population shifts aftéurricanes Rita and Katrina and
relative speed with which the Company was ablestopgen closed stores after Hurricane Rita. Yeatate- for fiscal 2006, total system same-
restaurant sales decreased 1.2%, Company-ownedreataarant sales decreased 0.9% and franchisedogsareerestaurant sales decrea
1.9% from fiscal year 2005.

Costs and ExpensesCosts of sales, consisting of food, beverage, ligsapplies and paper costs, increased as a pertesgtaurat
sales 40 basis points to 27.6% compared with 27R%&cal year 2005. The increase primarily refiettie lower than standard cost of s
experienced during the fourth quarter of fiscalry2@05, which was in the aftermath of HurricaneaRRuring the fourth quarter of fiscal 2(
restaurants re-opened in the hurricampacted region with limited menus offering printadow food cost items, that had a significant imj
on cost of sales both for the quarter and yearate-dOn a year-tdate basis, the increase reflects to a lessertestightly higher produce, me
and poultry costs partially offset by lower todiltosts.

Labor and other related expenses decreased asentsge of restaurant sales 20 basis points t&/32empared with 32.6% f
fiscal year 2005. The decrease primarily reflecteduction of group health insurance expense. Tompg@ny is self insured with a stop |
policy and the Company’s experience for fiscal y2206 was better than expected.

Restaurant operating expenses, which primarilyuohe$ rent, property taxes, utilities, repair andnteaance, liquor taxes, prope
insurance, general liability insurance and adviadisincreased in fiscal year 2006 as a percersgestaurant sales 70 basis points to 23.7
compared with 23.0% in fiscal year 2005. The inseegrimarily reflects higher electricity, naturadsy security and property and cast
insurance expense. The increase in property anditgsnsurance is directly attributable to sevessther associated with the United State’
Gulf Coast region. Also due to the hurricanes aldted population shifts, Company restaurants leyerienced higher rates of crime
fiscal 2006, the Company spent $115,000 more dauesnt security than it did in fiscal year 2005.

General and administrative expenses consist ofresqeeassociated with corporate and administratimetions that support restaur
operations. General and administrative expensesased 50 basis points as a percentage of totd &aPB.4% compared with 8.9% for fis
year 2005. The increase reflects the cost of psingathe vested options of Curt Glowacki, who resij as Chief Executive Officer
December 15, 2006. Further, to prepare for nevaueaht growth as well as for management turnover,Gompany spent $89,410 mor
fiscal year 2006 than in fiscal year 2005 for tiannew managers. And finally, the Company sperit, 0 in fiscal year 2006 for execut
recruitment. Actual general and administrative enges increased $775,103, of which $596,764 refatd® purchase of Mr. Glowackiveste
options.
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Depreciation and amortization expenses includedtpeciation of fixed assets and the amortizatiootioer assets. Depreciation i
amortization expense increased as a percentagéabfevenues 40 basis points to 3.8% in fiscat 886 as compared with 3.4% in fiscal \
2005. Actual depreciation and amortization expeénseeased $447,748 in fiscal year 2006 compareld figcal year 2005. The increase refl
additional depreciation expense for remodeled uveatds, new restaurants, and the replacement dpregat and leasehold improvement
various existing restaurants.

During fiscal year 2006, the Company incurred $888,in preepening expenses related to the opening of two mestaurants. |
fiscal year 2005, the Company spent $77,942 inopening expenses related to the opening of onerastaurant and the remodel of
existing restaurant.

Impairment costs. During fiscal year 2006, the Company expensed $43to impair the assets of three ungerforming
restaurants, one of which was closed after itseleapired during the first quarter of fiscal ye@02. The Company also expensed real €
broker commissions related to the sale of one sisbld restaurant and for future broker commissielaged to two other subleased restaurants.

Gain on Disposal of Assets - Hurricane Rit@n September 24, 2005, Hurricane Rita hit the Guolést area, affecting a number of
Companys restaurants in that region. The Company subsdgugred an insurance consulting firm to assisnagement with the filing of i
insurance claim. During the second quarter of 2@06,Company finalized negotiations with its inswra carrier for the hurricane insura
claim. During fiscal year 2006, the Company cajritad $511,236 in asset cost expenditures relatethmnoaged property in the consolids
balance sheets, and recognized in the consolida#eement of income $366,808 as a gain and $5%63Husiness interruption revenue f
the insurance claim. As of December 31, 2006, the@any has collected all receivables related thiitsicane insurance claim.

(Gain) Loss on Sale of Asset®uring fiscal year 2006, the Company recordeasa bn the sale of assets of $32,282. The lossiue
to the disposition of miscellaneous assets. Dufisal year 2005, the Company recorded a loss 67 #3.1 on the disposition of assets rel
to the remodel of existing restaurants, the salarobffice building that was acquired in fiscal 20@ the purchase of the Beaumdnatse:
franchisee stores and related assets and thefsajeiot ventured restaurant.

Other Income (Expense) Net expense decreased $100,550 to $303,314cil figear 2006 compared with a net expense of $6@
in fiscal year 2005. Interest expense decrease,623 to $390,539 in fiscal year 2006 compared witbrest expense of $521,161 in fi
year 2005, reflecting a decrease in outstanding

Income Tax ExpenseThe Companys effective tax rate from continuing operations fiscal year 2006 was 30.9% as compare
33.0% for fiscal year 2005. In fiscal year 2006 thompany had a lower pretax income from continwipgrations compared to fiscal y
2005. In both years, the permanent differences appeoximately the same, resulting in a lower dffectax rate in fiscal year 2006.

Discontinued Operations In fiscal year 2006, the Company closed four wmaforming restaurants incurring net losses -
discontinued operations of $756,339 pursuant tteStant on Financial Accounting Standards No. 14&cbunting for Costs Associated w
Exit or Disposal Activities”.In fiscal year 2005, the Company closed one reatdauincurring net losses from discontinued openatio
$679,417.

The circumstances and testing leading to an impaitroharge were determined in accordance with SNASL44 which requires tt
property, plant and equipment be reviewed for impant whenever events or changes in circumstancksaie that the carrying amount of
asset may not be recoverable.

Fiscal Year 2005 Compared to Fiscal Year 2004 as Adted for Discontinued Operations

Revenues The Companys revenues for the fiscal year ended January 16 2@de up $3.4 million or 4.5% to $78.1 million cpamnec
with fiscal year 2004. Restaurant sales for figesdr 2005 increased $2.9 million or 3.9% to $76iBion compared with fiscal year 20(
despite being closed a total of 309 stdesgss during the third and fourth quarters due &ithpact of Hurricane Rita. Fiscal year 2005 ha
weeks of revenue compared to 53 weeks of revenuéisfral year 2004, resulting in $1.6 million inditional revenue for fiscal 2004. T
increase in restaurant sales reflects the operfimy® new restaurant and positive samstaurant sales. The Company had eight conse
guarters of positive same-restaurant sales. Foalfigear 2005, total system same-restaurant sat¥eased 3.8%, Compamyned sarr
restaurant sales increased 4.6% and franchise-osamd-restaurant sales increased 1.2% from fiseal 3004.

20




Franchise fees, royalties and other decreased $b&©7.8% primarily due to lower royalty incomesukting from the closure of
Houstonbased franchise restaurant. In the fourth quaftéiscal year 2005, the Company recorded $534, f@3usiness interruption procet
related to the Hurricane Rita insurance claim.

Costs and ExpensesCosts of sales, consisting of food, beverage, ligspplies and paper costs, decreased as a pefamstaurat
sales 50 basis points to 27.2% compared with 2n7fiscal 2004. The improvement reflects lower gagheese, meat and poultry costs w
was partially offset by higher produce, paper amgp$ies, beverage and liquor costs and fuel sugdsaBeverage costs were higher refle
the increased sale of bottled products, and ligests were higher due to various reduced price ptioms.

Labor and other related expenses, as a percentagstaurant sales, increased 10 basis points.@%82ompared with 32.5% in fisi
year 2004, reflecting higher health insurance puensi, training expense and overtime expense asedaiath post hurricane labor shortag

Restaurant operating expenses, which primarilyuishes rent, property taxes, utilities, repair andnteaance, liquor taxes, prope
insurance, general liability insurance and adviedisincreased in fiscal year 2005 as a percermégestaurant sales 50 basis points to 23.C
compared with 22.5% in fiscal year 2004. The insecgeflects higher electricity, natural gas, waad sewer cost, coupons and ci
collection expenses.

General and administrative expenses consist ofregseassociated with corporate and administratimetions that support restaur
operations. General and administrative expensespascentage of total sales increased 10 basissptoi8.9% in fiscal year 2005 as compi
with 8.8% for fiscal year 2004. Actual general atlininistrative expenses increased $354,876. Thedse reflects higher legal, audit, he
insurance and SEC reporting expenses. Legal expaediect an unusually high level of litigation exse as the Company success
defended one employee lawsuit and successfully tizégd the settlement of another employee law#dditional legal expenses incluc
updating the Uniform Franchise Offering Circular €asa Olé and legal expenses associated withetrelapment and adoption of the Mexi
Restaurants, Inc. 2005 Long Term Incentive PlaT(A2). The higher audit cost reflects last ysakKPMG audit and subsequent change |
new auditors. The increase in SEC reporting cosis primarily due to the LTIP.

Depreciation and amortization expenses includedtpreciation of fixed assets and the amortizatiootioer assets. Depreciation i
amortization expense increased as a percentagéabfevenues 50 basis points to 3.4% in fiscat 885 as compared with 2.9% in fiscal \
2004. Actual depreciation and amortization expenseeased $547,687 in fiscal year 2005 comparel figtal year 2004. The increase refl
additional depreciation expense for remodeled veatds, new restaurants, and the replacement apregut and leasehold improvement
various existing restaurants.

During fiscal year 2005, the Company incurred $42,th preepening expenses related to the opening of onerastaurant and tl
re-opening of a remodeled restaurant. In fiscal Y¥&94, the Company spent $34,756 in ppening expenses related to the remodel o
existing restaurant and the remodel of one acquiash Olé franchise restaurant.

Impairment Costs. In fiscal year 2004, the Company incurred $322,07 impairment expenses in continuing operaticglate(
primarily to four Tortuga restaurants that the Campwanted to position for re-concept to one of@menpanys other Mexican food concef
Because of improved operating performance, the Gomgid not re-concept the four Tortuga restauramfiscal year 2005.

Gain on Disposal of Assets - Hurricane Rit@n September 24, 2005, Hurricane Rita hit the Golist area, affecting a number of
Companys restaurants in that region. The Company subségugred an insurance consulting firm to assishagement with the filing of i
insurance claim. Based on the low range of thewting firm’s estimate and negotiations with the insuranceetathe Company recorded
insurance claim of $1.6 million in the fourth quearof fiscal 2005.
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The consolidated statement of operations endedadariy 2006, includes a separate line item foria ga$471,622 resulting fro
assets damaged by Hurricane Rita and other expeffses by insurance proceeds for the replacemkassets. The Comparsyinsurers pa
$300,000 during the fourth quarter of 2005 and $035 in the first quarter of 2006 related to theparty damage claim. Additionally,
Company has recognized $534,163 for estimated bssimterruption proceeds. All insurance proceed® been collected as of Decembe
2006.

(Gain) Loss on Sale of Assetduring fiscal year 2005, the Company recordedss bn the sale of assets of $367,711. The los
primarily due to the disposition of assets reldtethe remodel of existing restaurants, the salenobffice building that was acquired in fis
2004 in the purchase of the Beaumbated franchisee stores and related assets asdléhef a joint ventured restaurant. During fis2@04
the Company recorded a loss of $179,948 on theosiipn of assets, primarily related to the remoafeexisting restaurants and sale
leasehold interest of another existing restaurant.

Other Income (Expense)Net expense decreased $54,915 to $403,864 &l fisar 2005 compared with a net expense of $458yi
fiscal year 2004. Interest expense decreased $3202$521,161 in fiscal year 2005 compared witleriest expense of $553,371 in fiscal
2004, reflecting a decrease in outstanding debthviias partially offset by higher interest rates.

Income Tax ExpenseThe Companys effective tax rate from continuing operations fiscal year 2005 was 33.0% as compare
fiscal year 2004 of 33.1%. In fiscal year 2005, @empany had a higher pretax income from contindpgrations compared to fiscal y
2004. In both years, the permanent differences appeoximately the same, resulting in a slightlyhar effective tax rate in fiscal year 2005.

Discontinued Operations. In fiscal year 2005, the Company closed one upéeiorming restaurant incurring net losses 1
discontinued operations of $679,417 pursuant tte8tant on Financial Accounting Standards No. 1A8iscal year 2004, the Company clo
three under-performing restaurants incurring nesés from discontinued operations of $807,972.

The circumstances and testing leading to an impaitroharge were determined in accordance with SRASL44 which requires tt
property, plant and equipment be reviewed for impant whenever events or changes in circumstanciksaie that the carrying amount of
asset may not be recoverable.

Liquidity and Capital Resources

The Company met fiscal 2006 capital requirementh wash generated by operations and with its castrves. In fiscal year 2006,
Company's operations generated approximately $8li@min cash, as compared with $6.2 million isdal 2005 and $5.7 million in fiscal y:
2004, which was a 5@ek fiscal year. As of December 31, 2006, the Camgphad a working capital deficit of approximat&ly.9 million
compared with a working capital deficit of approzitely $1.6 million at January 1, 2006. The incrdaghe working capital deficit reflects 1
$1.2 million receivable related to hurricane reagveroceeds as of January 1, 2006, which was sules#lg collected in fiscal 2006 partis
offset by the reduction of the current portion afd term debt, resulting from the amendment to&aek of America line of credit. A workir
capital deficit is common in the restaurant indyssince restaurant companies do not typically irega significant investment in eitt
accounts receivable or inventory.

The Company's principal capital requirements are fimding of routine capital expenditures, new aesint development
acquisitions and remodeling of older units. Durfiggal year 2006, total cash used for capital neuents was approximately $5.1 mill
($2.3 million on routine capital expenditures, $illion for two new restaurants, $0.6 million ocenmodels and $0.5 million for hurrice
expenditures). In addition, the Company spent atitiadal $742,490 in connection with the acquisitf two Mission Burritos restaurants i
related assets. During fiscal year 2006, the Compaceived $765,000 from the sale of a pad sitedrt Arthur, Texas, the sale of furnitt
fixtures and equipment from a previously closedaesnt in Boise, Idaho and the sale of anothevipusly closed restaurant in Chubbt
Idaho. The Company opened one new restaurant irs€y@klahoma near the end of the first quartdiscél year 2006 and a second |
restaurant in Georgetown, Texas during the fourhrigr of fiscal year 2006. During fiscal year 20@te Company closed four under-
performing restaurants (two of which the leasesredpone in which the property was subleased,arain which the lease will expire in Ag
of 2008).
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For fiscal year 2007, the Company plans to dgvelt least three new restaurants, extensively deimane restaurant, modera
remodel three other restaurants, and invest inPesiTouch point-okale register systems for fifteen restaurants. &tienated capital neec
for fiscal year 2007 for general corporate purppseduding remodeling and new restaurant expans®mapproximately $5.3 million. T
Company anticipates that it will primarily use cagnerated by operating activity during fiscal y2@®7 to fund investing activity.

Over the last several years, the Compadgbt was incurred to carry out acquisitions, @éeetbp new restaurants, and to rem
existing restaurants, as well as to accommodater ethrking capital need®uring the first quarter of fiscal year 2006, thentpany prepa
$2.5 million of the Beaumoritased franchise restaurant seller notes by dra$n@ million on its Bank of America revolving lired credit
with the balance paid from cash reserves. Duriscgfiyear 2006, the Company borrowed $800,000s0Rank of America line of credit. As
December 31, 2006, the Compasigutstanding debt to Bank of America was $3.3iomjlall on its revolving line of credit and itststandin
debt on the seller note was $500,000 for a totilwedness of $3.8 million.

On March 29, 2007 the Company amended its credilitfawith Bank of America changing its credit flity from a $10.0 millior
credit facility consisting of a $5.0 million ternote (remaining balance $1.5 million) and a $5.0iamirevolving line of credit to a $7.5 millic
revolving line of credit, rolling the term note bate into the newly increased revolving line ofd@eThe revolving line of credit matures
December 31, 2011. The amendment allowed for adiditicapital expenditures, revised certain covenatihs and increased the amour
allowable stock or vested option repurchases. mterast rate is either the prime rate or LIBOR @ustipulated percentage. Accordingly,
Company is impacted by changes in the prime radeldBOR. The Company is subject to a nase fee of 0.75% on the unused portion o
revolver from the date of the credit agreement. Teenpany has pledged the stock of its subsidiaii®deasehold interests, its patents
trademarks and its furniture, fixtures and equiptrencollateral for its credit facility with Bankf dmerica. As of December 31, 2006,
Company was in compliance with all debt covenamgsamended, and expects to be in full compliantie &li debt covenants during fiscal y
2007. The amendment was signed March 29, 2007 asceftective December 31, 2006.

On May 9, 2005, the Company announced its plamfdment a limited stock repurchase program in armeapermitted under
bank financing agreement. The Company has entertedai repurchase plan designed to comply with Ru#s5-1 and 1048 under th
Securities Exchange Act of 1934 under which an agppointecby the Company determines the time, amount, araé @t which purchases
common stock are made, subject to certain paramestablished in advance by the Company. Durincplfiyear 2006, the Compe
repurchased 25,290 shares of its common stock fotahprice of $261,730 and the Compangmployees exercised 104,375 options an
Company received $704,663 in net proceeds. In iaddib the stock repurchases and employee optisescised just described above,
Company purchased 102,903 vested options direwty its former Chief Executive Officer, who resignBecember 15, 2006, for $596,7
The transaction was recorded as compensation expensler this program, the Company has no remaigirtigority to repurchase outstanc
shares of its common stock. Shares previously aeduire being held for general corporate purpaeekiding the offset of the dilutive effe
on shareholders from the exercise of stock options.

The Company’s management believes that with itsaijpey cash flow and the Compasycredit facility with Bank of America, fun
will be sufficient to meet operating requirementsl do finance routine capital expenditures and nestaurant growth through the end of
2007 fiscal year. Unless the Company violates & delenant, the Compars/'credit facility with Bank of America will not bsubject ti
triggering events that would cause the credit iigdib become due sooner than the maturity datesrded in the previous paragraphs.

Contractual Obligations and Commitments.

The following table summarizes the Company'’s totaitractual cash obligations as of December 316200

Less than 1to3 3to5 More Than
Contractual Obligation Total 1 Year Years Years 5 Years
Long-Term Debt $ 3,800,000 $ -3 500,00( $ 3,300,00¢ $ ==
Long-Term Debt Fixed Interest 71,45¢ 35,00( 36,45¢ - --
Operating Leases 49,712,73 5,556,93. 10,537,54 9,128,65 24,489,60
Total Contractual Cash Obligations $ 53,584,19 $ 5591,93 $ 11,074,00 $ 12,428,65 $ 24,489,60
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The contractual obligation table does not includgeriest payments on our loterm debt with Bank of America (formerly FI
National Bank) due to the variable interest rateden our credit facility and the varying debt balamuring the year. The contractual inte
rate for our credit facility is either the primeteaor LIBOR base rate plus a stipulated margin. Bete 3 to our consolidated financ
statements for balances and terms of our credlitfeat December 31, 2006.

Related PartiesThe Company provides accounting and administragemvices for the Casa Olé Media and Production §umble
Casa Olé Media and Production Funds are not-fdiitprmconsolidated entities used to collect mof@n company-owned and franchise-
owned restaurants to pay for the marketing of Galgarestaurants. Each restaurant contributes aeedgipon percentage of its sales tc
funds.

Critical Accounting Policies.

Critical accounting policies are those that the @any believes are most important to the portrafébsdinancial condition and resu
of operations and also require its most difficaltbjective, or complex judgments. Judgments or maicties regarding the application of th
policies may result in materially different amourising reported under various conditions or usiiféernt assumptions. The Comp:i
considers the following policies to be the mostical in understanding the judgment that is invdive preparing its consolidated finan
statements.

Property and Equipment.

The Company records all property and equipmentsttless accumulated depreciation and it seleetfsilisves that reflect tr
actual economic lives of the underlying assets. Cmpany amortizes leasehold improvements ovestibeter of the useful life of the asse
the related lease term. It calculates depreciatising the straighline method for financial statement purposes. Then@any capitalize
improvements and expense repairs and maintenargts ae incurred. It is often required to exercisggiment in its decision whether
capitalize an asset or expense an expenditurdstiiat maintenance and repairs. The Compajytdgments may produce materially diffe
amounts of repair and maintenance or depreciatiperese if different assumptions were used.

The Company periodically performs asset impairnagnatlysis of property and equipment related todtdaurant locations. It perfor
these tests when it experiences a "triggering” £sanh as a major change in a location's operamgronment, or other event that mi
impact its ability to recover its asset investm@iftis process requires the use of estimates anaingé®ns which are subject to a high degre
judgment. If these assumptions change in the futinee Company may be required to record impairnodatrges for these assets. Also,
Company has a policy of reviewing the financial @ens of its restaurant locations on at leastartgrly basis. Locations that do not n
expectations are identified and monitored closkhpughout the year. Primarily in the fourth quartee Company reviews actual results
analyze budgets for the ensuing year. If it dedms & location's results will continue to be belexpectations, it will evaluate alternatives
its continued operation. At that time, the Compauiily perform an asset impairment test. If it det@res that the asset's carrying value exc
the future undiscounted cash flows, it will recend impairment charge to reduce the asset to itsvédile. Calculation of fair value requi
significant estimates and judgments which couldysignificantly based on its assumptions. Upon aene such as a formal decision
abandonment (restaurant closure), the Company ewyrd additional impairment charges. Any carrydvasis of assets will be deprecie
over the respective remaining useful lives.

Goodwill .

Goodwill and other indefinite lived assets resulpeidharily from the Company’s acquisition of framséeowned restaurants. The m
significant acquisitions were completed in 1997992004 and 2006. Goodwill and other intangibkeetswith indefinite lives are not sub
to amortization. However, such assets must beddsteimpairment whenever events or changes irunistances indicate that the carr
amount may not be recoverable and at least annuBilg Company completed the most recent impairnbestt in December 2006, ¢
determined that there were no impairment losseda@ito goodwill and other indefinite lived assétsassessing the recoverability of good
and other indefinite lived assets, market values@ojections regarding estimated future cash flang other factors are used to determin
fair value of the respective assets. The estimfutenle cash flows were projected using significasgsumptions, including future revenues
expenses. If these estimates or related projectibasge in the future, the Company may be requwedcord impairment charges for th
assets.
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Leasing Activities.

The Company leases all of its restaurant properfieshe inception of the lease, the Company euvakiaach property and classi
the lease as an operating or capital lease in danoe with Statement of Financial Accounting Stadslg"SFAS") No. 13, “Accounting fo
Lease<. It exercises significant judgment in determining #stimated fair value of the restaurant as wethagliscount rate used to discc
the minimum future lease payments. The term usethie evaluation includes renewal option periodlydn instances in which the exercise
the renewal option can reasonably be assured dndeféao exercise such option would result in aoremmic penalty. All of the Compary’
restaurant leases are classified as operatingdease

The Company’s lease term used for straigig-rent expense is calculated from the datekiesapossession of the leased pren
through the lease termination date. There is piatiefotrr variability in its "rent holiday" period wh begins on the possession date and en
the store open date. Factors that may affect thgtheof the rent holiday period generally includmstruction related delays. Extension of
rent holiday period due to delays in restauranhomewill result in greater rent expensed during tént holiday period.

The Company records contingent rent expense basedpercentage of restaurant sales, which excegdsiam base rent, over t
periods the liability is incurred. The contingeenht expense is recorded prior to achievement ofifipg sales levels if achievement of s
amounts is considered probable and estimable.

Income Taxes.

The Company provides for income taxes based agstimate of federal and state tax liabilities. Ehestimates consider, among o
items, effective rates for state and local income$, allowable tax credits for items such as t@eéd on reported tip income, estimates rel
to depreciation and amortization expense allowé&dgéax purposes, and the tax deductibility of agrtother items, The Comparyéstimate
are based on the information available to it attiime it prepares the income tax provisions. ThenGany generally files its annual income
returns several months after its fiscal year endoiine tax returns are subject to audit by fedstate, and local governments, generally y
after the returns are filed. These returns coulduigect to material adjustments or differing iptetations of the tax laws.

Deferred income tax assets and liabilities are geed for the expected future income tax conseggegerof carryforwards a
temporary differences between the book and taxshEsassets and liabilities. Valuation allowances established for deferred tax assets
arc deemed more likely than not to be realizedhim near term. The Company must assess the likelitioat it will be able to recover
deferred tax assets. If recovery is not likely, bempany establishes valuation allowances to offsst deferred tax asset recorded.
valuation allowance is based on its estimates tfréutaxable income in each jurisdiction in whitloperates, tax planning strategies, ant
period over which its deferred tax assets will eeoverable. In the event that actual results difi@m these estimates, the Company ma
unable to implement certain tax planning strategresdjust these estimates in future periods. Asdbmpany updates its estimates, it may
to establish an additional valuation allowance \utgould have a material negative impact on itsltesi operations or financial position, o
could reduce its valuation allowances which wowdsldha favorable impact on its results of operatmmgnancial position.

Stock-Based Compensation.

The Company accounts for stobksed compensation in accordance with the faireveaognition provisions of Statement of Finar
Accounting Standards 123 (revised 2004), Stgased Payment ("SFAS 123R"). The fair value of eguion award is estimated on the dat
grant using the Blackcholes option pricing model and is affected byuagstions regarding a number of highly complex anotjextive
variables. These variables include, but are nateiinto the actual and projected employee and @irestock option exercise behavior. The
of an option pricing model also requires the useaafumber of complex assumptions including expeetdtility, risk-free interest rat
expected dividends, and expected term. Expectetilyl is based on the Compasyhistorical volatility. The Company utilizes histal dat:
to estimate option exercise and employee terminatehavior within the valuation model. The riske interest rate is based on the
Treasury yield curve in effect at the time of gréoitthe expected term of the option. SFAS 123R atgjuires us to estimate forfeitures a
time of grant and revise these estimates, if necgssn subsequent periods if actual forfeiturefedifrom those estimates. The Comp
estimates forfeitures based on its expectationutiiré experience while considering its historicaperience. Changes in the subjec
assumptions can materially affect the estimataioffalue of stockbased compensation and consequently, the relatedramecognized on t
consolidated statements of earnings. The Compaalg@srequired to establish deferred tax assetexXpense relating to options that woult
expected to generate a tax deduction under thigimat terms. The recoverability of such assetsdependent upon the actual deduction
may be available at exercise and can further baiirag by either the expiration of the option orauerall valuation reserve on deferred
assets.
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The Company believes the estimates and assumptiElaged to these critical accounting policies apprapriate under tt
circumstances; however, should future events ouroences result in unanticipated consequenceg ttwaerd be a material impact on its fur
financial condition or results of operations.

Impact of Recently Issued Standards.

In July 2006, the FASB issued FASB Interpretatiom M8 ("FIN 48"), Accounting for Uncertainty in lome Taxes an interpretat
of FASB Statement No. 109, which clarifies the asding for uncertainty in tax positions. FIN 48 gtebes a recognition threshold
measurement attribute for the financial statemeobgnition and measurement of a tax position takezxpected to be taken in a tax retun
addition, FIN 48 requires expanded disclosure wgtpect to the uncertainty in income taxes andféctive for our first quarter of the 20
fiscal year. The Company is currently evaluating ithpact, if any, that FIN 48 will have on our colidated financial statements.

In September 2006, the FASB issued SFAS No. ,15dir Value Measurements SFAS No. 157 clarifies the fair value shoulc
based on the assumptions market participants waagdwhen pricing an asset or liability and esthbbsa fair value hierarchy that prioriti
the information used to develop those assumptionsler the standard, fair value measurements waallselparately disclosed by level wit
the fair value hierarchy. SFAS No. 157 is effectfee financial statements issued for fiscal yeaggibning after November 15, 2007, .
interim periods within those fiscal years, with lgaadoption permitted. The Company has not yet rdéteed the impact, if any, that 1
implementation of SFAS No. 157 will have on its solidated financial statements.

ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARK  ET RISK

The Company does not have or participate in trdisecinvolving derivative, financial and commoditystruments. The Compargy’
longterm debt bears interest at floating market rdtased upon either the prime rate or LIBOR plusipukstted percentage, and therefol
experiences changes in interest expense when mat&egst rates change. Based on amounts outstpatiyearend, a 1% change in inter
rates would change interest expense by approxiyn&gs,000.

ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

The Financial Statements and Supplementary Datsedflerth herein commencing on page F-1 of thiere

ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON AC COUNTING AND FINANCIAL
DISCLOSURE
None.
ITEM 9A. CONTROLS AND PROCEDURES

Disclosure Controls Evaluation and Related CEO &éO Certifications.The Company, with the participation of its prind
executive officer ("CEQ") and principal financiaffioer ("CFQO"), conducted an evaluation of the effeeness of the design and operatio
the Company's disclosure controls and procedure$tae end of the period covered by this annuabreon Form 10-K.
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Certifications of the Company's CEO and CFO, remfliin accordance with Rule 134-of the Securities Exchange Act of 193¢
amended ("Exchange Act"), are attached as exhibithis annual report on Form ¥0-This "Controls and Procedures” section inclutte
information concerning the controls evaluation nefd to in the certifications and it should be réadonjunction with the certifications fo
more complete understanding of the topics presented

Limitations on the Effectiveness of Contrdlhe Company does not expect that its disclosuréraignand procedures will prevent
detect all errors and all fraud. A system of colstemd procedures, no matter how well conceivedogredlated, can provide only reasonable
absolute, assurance that the objectives of themsyate met. Because of the limitations in all ssiggtems, no evaluation can provide abs
assurance that all control issues and instanckaud, if any, within the Company have been detkdteirthermore, the design of any syste|
controls and procedures is based in part uponiceatsumptions about the likelihood of future eseand there can be no assurance the
design will succeed in achieving its stated goailden all potential future conditions, regardlesshofv unlikely. Because of those inhel
limitations in a coseffective system of controls and procedures, misstants or omissions due to error or fraud may oand not be detecte

Scope of the Controls Evaluatiofihe evaluation of the Compamydisclosure controls and procedures included gewewof thei
objectives and design, the Company's implementatiothe controls and procedures and the effecthef dontrols and procedures on
information generated for use in this annual reparForm 10K. In the course of the evaluation, the Companygbbto identify whether it he
any data errors, control problems or acts of frand to confirm that appropriate corrective actiogluding process improvements, were b
undertaken if needed. Many of the components ofGbmpanys disclosure controls and procedures are also &eallby management. 1
overall goals of these various evaluation actigitee to monitor the Compasytlisclosure controls and procedures on an ondmsg, and |
maintain them as dynamic systems that change abtwoms warrant.

Conclusions regarding Disclosure ControBased on the required evaluation of the Comparngtdasure controls and procedures,
CEO and CFO have concluded that, as of Decemb&t(®85, the Company maintained disclosure contrnadsprocedures that were effectivi
providing reasonable assurance that informatiomiireq to be disclosed by the Company in the reptrds it files or submits under t
Exchange Act is recorded, processed, summarizedegaited within the time periods specified in BEC's rules and forms, and that ¢
information is accumulated and communicated to Goenpany's management, including its CEO and CFQypasopriate to allow time
decisions regarding required disclosure.

During fiscal year 2006, the Company engaged anwating firm, Calvetti, Ferguson & Wagner, P.C. F&N"), to assist us in o
obligation under Section 404 of the Sarbanes-ORletyof 2002 to document and test the Compargternal controls. Such documentation
testing should be completed during fiscal year 2@#ing fiscal year 2006, the Company made noiiggmt changes to its internal controls.
ITEM 9B. OTHER INFORMATION

None.
PART llI
ITEM 10. DIRECTORS AND EXECUTIVE OFFICERS OF THE REGISTRANT AND CORPORATE GOVERNANCE

The information called for by this Item 10 is inporated herein by reference to the Compargfinitive proxy statement to be fi
with the Securities and Exchange Commission putsiwaRegulation 14A not later than 120 days afterénd of the fiscal year covered by
report.

ITEM 11. EXECUTIVE COMPENSATION
The information called for by this Item 11 is inporated herein by reference to the Compargfinitive proxy statement to be fi

with the Securities and Exchange Commission putsiwaRegulation 14A not later than 120 days afterénd of the fiscal year covered by
report.
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ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT AND RELATED
SHAREHOLDER MATTERS

The information called for by this Item 12 is inporated herein by reference to the Compargfinitive proxy statement to be fi
with the Securities and Exchange Commission putsiwaRegulation 14A not later than 120 days afterénd of the fiscal year covered by
report.

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS, AND DIRECTOR INDEPENDENCE

The information called for by this Item 13 is inporated herein by reference to the Compsargfinitive proxy statement to be fi
with the Securities and Exchange Commission putsiwaRegulation 14A not later than 120 days afterénd of the fiscal year covered by
report.

ITEM 14. PRINCIPAL ACCOUNTANT FEES AND SERVICES

The information called for by this Item 14 is inporated herein by reference to the Compargfinitive proxy statement to be fi
with the Securities and Exchange Commission putsiwaRegulation 14A not later than 120 days afterénd of the fiscal year covered by
report.

PART IV
ITEM 15. EXHIBITS AND FINANCIAL STATEMENT SCHEDULES
(&) The following documents are filed as part of thepBrt:

1. Financial Statements:

The Financial Statements are listed in the indeQdosolidated Financial Statements on page F-hisReport.
2. Financial Statement Schedules aretethliecause they are either not applicable or @bénial.

3. The following exhibits are filed, furnished or imporated by reference as exhibits to this Reporegsired by Item 601
Regulation SK. The exhibits designated with a cross are managérmontracts and compensatory plans and arrande
required to be filed as exhibits to this report.

Exhibits:
3.1Articles of Incorporation of the Company, as ameh¢iacorporated by reference to the correspondirigitiit number of th
Company’s Form 8-K filed on May 25, 1999 with thec8rities and Exchange Commission).
13.ZBylaws of the Company.
$4.1Specimen of Certificate of Common Stock of the Camp
4.2Articles of Incorporation of the Company (see Jbwe).

$4.3Bylaws of the Company (see 3.2 above).
¥ 10.JEmployment Agreement by and between the Company.ani$ P. Neeb dated February 28, 1996.
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10.ZIndemnity Agreement by and between the CompanylLanis P. Neeb dated as of April 10, 1996 (incorpedeby reference
Exhibit 10.4 of the Company’s Form ISRegistration Statement filed under the Securietsof 1933, dated April 24, 1996, w
the Securities and Exchange Commission (Registrétiomber 333-1678) (the “1996 Form S-1")).

10.iIndemnity Agreement by and between the Companylamng N. Forehand dated as of April 10, 1996 (ipooated by referen
to Exhibit 10.5 of the 1996 Form S-1).

10.4indemnity Agreement by and between the CompanyJaha C. Textor dated as of April 10, 1996 (incogbed by reference
Exhibit 10.6 of the 1996 From S-1).

10.tIndemnity Agreement by and between the CompanyMictael D. Domec dated as of April 10, 1996 (incgied by referen
to Exhibit 10.8 of the 1996 Form S-1).

10.€iIndemnity Agreement by and between the CompanyJadd Fitzsimmons dated as of April 10, 1996 (ipooated by referen
to Exhibit 10.10 of the 1996 Form S-1).

10.7Indemnity Agreement by and between the CompanyRiobard E. Rivera dated as of April 10, 1996 (ipwweated by referen
to Exhibit 10.11 of the 1996 Form S-1).

10.¢Form of the Company's Multi-Unit Development Agresrh(incorporated by reference to Exhibit 10.14hef 1996 Form S-1).

10.Form of the Company's Franchise Agreement (incereorby reference to Exhibit 10.15 of the 1996 F8H1).

110.1(1996 Long Term Incentive Plan (incorporated by nexfiee to Exhibit 10.16 of the 1996 Form S-1).

t10.1IMexican Restaurants, Inc. 2005 Long Term Incenfilan (incorporated by reference to Exhibit 99.1haf 2005 Form $-filed
December 1, 2005).

T 10.12Stock Option Plan for Non-Employee Directors (ipmmated by reference to Exhibit 10.17 of the 198fFS-1).

10.1dndemnification letter agreement by Larry N. Fomethalated April 10, 1996 (incorporated by referetméxhibit 10.35 of th
1996 Form S-1).

110.121996 Manager’s Stock Option Plan (incorporateddfgrence to Exhibit 99.2 of the Company’s Forr Begistration Stateme
filed under the Securities Act of 1933, dated Fabyw4, 1997 filed with the Securities and Excha@genmission).

110.1(Employment Agreement by and between the CompanyAawidew J. Dennard dated May 20, 1997 (incorporatedeference |
Exhibit 10.45 of the Company’s Form X0-Annual Report filed on March 30, 1998 with thec8eties and Exchan
Commission).

10.2:Fleet Revolving Credit and Term Loan Agreement leettvMexican Restaurants, Inc., as the Borrower Faet National Ban
as the Bank, for $10,000,000 dated June 29, 20@laanamended on January 7, 2004 and April 1, 20@®rporated b
reference to Exhibit 10.22 of the Company’s FormKl@&nnual Report filed in April, 2005 with the Sedigs and Exchang
Commission).

10.22Amendment No. 2 to Amended and Restated RevolvirggliCand Term Loan Agreement dated November 185 Z@ffective
June 30, 2005) between Mexican Restaurants, ladheaBorrower, and Bank of America, successori¢éetfNational Bank, i
the Bank, for $10,000,000 dated June 29, 2001 arahreended on January 7, 2004 and April 1, 200®(wated by referen
to Exhibit 10.24 to the Company’s Form KOAnnual Report filed on March 30, 2006 with thecBeties and Exchan
Commission).

t10.2'Performance Unit Agreement by and between Mexicast®irants, Inc. and Andrew Dennard dated August 208t
(incorporated by reference to Exhibit 10.25 to ©empany’s Form 1@ Annual Report filed on March 30, 2006 with
Securities and Exchange Commission).

110.2€¢Separation Agreement by and between Mexican Resttajrinc. and Curt Glowacki dated December 1, 2@@rporated b
reference to Exhibit 10.1 to the Company’s Form 8kd on December 7, 2006 with the Securities Brdhange Commission).

110.2°'Performance Unit Agreement by and between Mexicast&urants, Inc. and Louis P. Neeb dated Augus2d@®@b (incorporate
by reference to Exhibit 10.27 to the Company’s FdrdK Annual Report filed on March 30, 2006 with thecBgties an
Exchange Commission).

110.2¢Performance Unit Agreement by and between Mexicast&irants, Inc. and Dennis Vegas dated Augustd@h (incorporate
by reference to Exhibit 10.28 to the Company’s FAidK Annual Report filed on March 30, 2006 with thec8gties an
Exchange Commission)..

*10.28Amendment No. 3 to Amended and Restated Revolvirgdi€Cand Term Loan Agreement dated March 29, 2b8fveel
Mexican Restaurants, Inc. as the Borrower, and Rdikmerica, successor to Fleet National Bank hasBank, for $10,000,0
dated June 29, 2001 and as amended on Januar@4/a@d April 1, 2005 and March 29, 2007.

21.1List of subsidiaries of the Company (incorporatgddference to Exhibit 22.1 of the Company’s Forth Registration Stateme
Under the Securities Act of 1933, dated April 2494, filed by the Company with the Securities amdiange Commission).
*23.1Consent of UHY LLP, Independent Registered Pubtcdunting Firm.
*23.2Consent of KPMG LLP, Independent Registered Pukticounting Firm.
*24.1Power of Attorney (included on the signature pagthis Form 10-K).
*31.1Certification filed pursuant to Rule 13a-14(a) alé&k15d-14(a).



*31.2Certification filed pursuant to Rule 13a-14(a) al®k15d-14(a).

#32.1Certification of Chief Executive Officer furnishgulirsuant to 18 U.S.C. Section 1350, as adoptedigntgo Section 906 of t
Sarbanes-Oxley Act of 2002.

#32..Certification of Chief Financial Officer furnishguirsuant to 18 U.S.C. Section 1350, as adoptedipotgo Section 906 of t
Sarbanes-Oxley Act of 2002.

*Filed herewith.

fincorporated by reference to corresponding Exhiitnber of the Company’s Form ISRegistration Statement under
Securities Act of 1933, dated April 24, 1996, witle Securities and Exchange Commission (Registrationber 333t678) (thi
“1996 Form S-17).

tManagement contract or compensatory plan or arrasge

#Furnished herewith.
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SIGNATURES
Pursuant to the requirements of Section 13 or 1&{the Securities Exchange Act of 1934, the Regidthas duly caused this repol
be signed on its behalf by the undersigned, theoeduly authorized on March 30, 2007.

MEXICAN RESTARANTS, INC.

By: /s/ LolHsNeeb

Louis P. Neeb,
Chairman oé tRoard of Directors
POWER OF ATTORNEY

KNOW ALL MEN AND WOMEN BY THESE PRESENTS, that eagerson whose signature appears below constitatégpgpoint
Louis P. Neeb and Andrew Dennard, and each of tremh individual's true and lawful attorneysfact and agents, with full power
substitution and resubstitution, for such individaad in his or her name, place and stead, in amd/ al capacities, to sign any and
amendments to this Form X0under the Securities Exchange Act of 1934, anfileahe same, with all exhibits thereto, andddcuments i
connection therewith, with the Securities and ExggaCommission, granting unto said attorneyfaot-and agents, and each of them,
power and authority to do and perform each andyeaetr and thing requisite and necessary to be @onaad about the premises as fully tc
intents and purposes as he or she might or could derson, hereby ratifying and confirming allttsaid attorneys-ifiact and agents, or any
them, or their substitute or substitutes, may ldiyfuo or cause to be done by virtue hereof.

Pursuant to the requirements of the Securities &xgé Act of 1934, this Report has been signed byfdalowing persons in tt
capacities and on the dates indicated.

Signatures Title Date
/s/ Louis P. Nee Chairman of the Board of Directors March 30, 2007
Louis P. Neeb Chief Executive Officer

(Principal Executive Officer)

/sl Larry N. Forehan( Founder and Vice Chairman of the Board of Directors March 30, 2007
Larry N. Forehand

/s/ Andrew J. Dennar Exec. Vice President and Chief Financial Officer March 30, 2007
Andrew J. Dennard (Principal Financial and Accounting Officer)
/s/ Cara Denve Director March 30, 2007

Cara Denver

/s/ Michael D. Dome Director March 30, 2007
Michael D. Domec

/sl J. J. Fitzsimmor Director March 30, 2007
J. J. Fitzsimmons

/s/ Curt Glowack Director March 30, 2007
Curt Glowacki

/s/ Thomas E. Martil Director March 30, 2007
Thomas E. Martin




/sl J. Stuart Sarget Director March 30, 2007
J. Stuart Sargent
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Shareholders
Mexican Restaurants, Inc. and Subsidiaries:

We have audited the accompanying consolidated balaheets of Mexican Restaurants, Inc. and subgigliéhe “Company”ps o
December 31, 2006 and January 1, 2006, and theedatansolidated statements of operations, stodehs|equity and cash flows for the yt
then ended. These consolidated financial statermraetshe responsibility of the Company's managen@ut responsibility is to express
opinion on these consolidated financial statemkasgd on our audits.

We conducted our audits in accordance with thedstals of the Public Company Accounting OversightuBlo(United States
America). Those standards require that we planpartbrm the audit to obtain reasonable assurancataihether the consolidated finan
statements are free of material misstatement. Alit &ncludes examining, on a test basis, evidengparting the amounts and disclosure
the consolidated financial statements. An audib ailudes assessing the accounting principles asetl significant estimates made
management, as well as evaluating the overall dioleded financial statement presentation. We belithat our audits provide a reason
basis for our opinion.

In our opinion, the consolidated financial statetageferred to above present fairly, in all matemégpects, the consolidated finan
position of Mexican Restaurants, Inc. and subsigaas of December 31, 2006 and January 1, 20@bthen consolidated results of tt
operations and their cash flows for the years treded, in conformity with U.S. generally acceptedaaunting principles.

As discussed in Note 1 to the consolidated findrst@tements, effective January 2, 2006 the Comgaiaynged its method of accounting
share-based compensation.

UHY LLP

Houston, Texas
March 30, 2007
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Report of Independent Registered Public Accountindrirm

The Board of Directors and Stockholders
Mexican Restaurants, Inc.:

We have audited the accompanying consolidatednseateof operations, stockholders’ equity, and dashs of Mexican Restaurants, Inc. and
subsidiaries for the year ended January 2, 2008 .cbhsolidated financial statements are the redgibtysof the Company’s management. Our
responsibility is to express an opinion on the otidated financial statements based on our audit.

We conducted our audit in accordance with the stededof the Public Company Accounting Oversighti@iq@nited States). Those standards
require that we plan and perform the audit to sbteasonable assurance about whether the finestatements are free of material
misstatement. An audit includes examining, on aliasis, evidence supporting the amounts and digids in the financial statements. An a
also includes assessing the accounting princiged and significant estimates made by managemeniglhas evaluating the overall financial
statement presentation. We believe that our apditgide a reasonable basis for our opinion.

In our opinion, the consolidated financial statetaeaferred to above present fairly, in all matenégpects, the results of the operations and the
cash flows of Mexican Restaurants, Inc. and suasah for the year ended January 2, 2005, in corifpiwith U.S. generally accepted
accounting principles.

KPMG LLP

Houston, Texas
March 28, 2005, except for Note 1(a), as to whihdate is March 30, 2007.
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MEXICAN RESTAURANTS, INC. AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS
January 1, 2006 and December 31, 2006

Fiscal Years

ASSETS 2005 2006
Current assets:
Cash $ 788,10¢ $ 653,31(
Royalties receivable 176,64¢ 90,621
Other receivables 2,088,03! 856,70«
Inventory 744,39 710,63:
Taxes receivable - 408,78
Prepaid expenses and other current assets 833,67¢ 851,58
Total current assets 4,630,86! 3,571,64.
Property, plant and equipment 31,511,20 34,682,61
Less accumulated depreciation (15,315,86) (17,171,17)
Net property, plant and equipme 16,195,34 17,511,44
Goodwill 10,902,66 11,403,80
Deferred tax assets 256,27 318,51¢
Property held for sale, net 625,31¢ --
Other assets 526,80« 470,28:

$ 33,137,26 $ 33,275,69
LIABILITIES AND STOCKHOLDERS' EQUITY
Current liabilities:
Current installments of long-term debt $ 1,000,000 $ --
Accounts payable 1,710,06! 2,087,501
Income taxes payable 203,11t --
Accrued sales and liquor taxes 127,28: 142,78
Accrued payroll and taxes 1,685,23! 1,440,041
Accrued expenses 1,536,89! 1,828,911
Total current liabilities 6,262,59 5,499,24
Long-term debt 4,500,001 3,800,00!
Other liabilities 1,930,05! 2,050,27.
Deferred gain 1,561,07! 1,352,92

Total liabilities 14,253,72 12,702,44

Stockholders' equity:
Preferred stock, $0.01 par value, 1,000,000 starg®rized, none issued - --
Common stock, $0.01 par value, 20,000,000 shartb®@azed, 4,732,705 shares issued 47,321 47,327
Additional paid-in capital 19,406,13 19,041,86
Retained earnings 11,620,78 12,759,12
Treasury stock, cost of 1,375,728 common shar@8® and 1,272,383 common shares in 2006 (12,190,70) (11,275,07)
Total stockholders' equity 18,883,54 20,573,24

$ 33,137,26 $ 33,275,69

See accompanying notes to consolidated financdstents.
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MEXICAN RESTAURANTS, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF OPERATIONS

For the fiscal years ended January 2, 2005, Januarly, 2006

Revenues:

Restaurant sales

Franchise fees, royalties and other
Business interruption

Costs and expenses:

Cost of sales

Labor

Restaurant operating expenses

General and administrative

Depreciation and amortization

Pre-opening costs

Impairment costs

Gain on disposal of assets - Hurricane Rita
Loss on sale of assets

Operating income

Other income (expense):
Interest income

Interest expense

Other, net

Income from continuing operations before incometax

Income tax expense

Income from continuing operations

Discontinued operations:

Loss from discontinued operations
Restaurant closure costs

Loss on sale of assets

Loss from discontinued operations before incomegax

Income tax benefit
Loss from discontinued operations

Net Income

Basic income (loss) per share:
Income from continuing operations
Loss from discontinued operations

Net income

and December 31, 2006

Fiscal Years
2004 2005 2006

$ 74,034,76 $ 76,901,35 $ 81,379,59
753,29: 694,30: 825,11!

-- 534,16 59,62:

74,788,06 78,129,81 82,264,33
20,473,53 20,914,87 22,429,07
24,087,43 25,048,53 26,358,57
16,670,63 17,692,16 19,263,30
6,586,80 6,941,68: 7,716,78!
2,135,96. 2,683,65. 3,131,39!
34,75¢ 77,94 108,84

322,07: -- 543,77
-- (471,62) (366,809

179,94¢ 367,71: 32,28:
70,491,16 73,254,93 79,217,224
4,296,89! 4,874,88. 3,047,08!

9,711 3,451 6,23¢
(553,37) (521,16)) (390,539

84,88: 113,84¢ 80,98¢
(458,779 (403,86:) (303,31
3,838,12 4,471,02! 2,743,77!
1,269,17. 1,474,601 849,10:
2,568,941 2,996,41. 1,894,67.
(547,170 (303,44 (364,357
(546,50¢) (790,70%) (832,179
(212,56)) (2,420 (10,449
(1,306,24) (1,096,571 (1,206,98i)
498,27: 417,15¢ 450,64
(807,977 (679,41) (756,339

$ 1,760,97. $ 2,316,99 $ 1,138,33:
$ 0.7¢ $ 0.8¢ $ 0.5t
(0.29 (0.20) (0.22)

$ 05z $ 0.6¢ $ 0.3¢




Diluted income (loss) per share:

Income from continuing operations $ 0.7¢ $ 081 % 0.5¢
Loss from discontinued operations (0.22) (0.1¢) (0.23)
Net income $ 0.4¢ $ 0.6: $ 0.3Z
Weighted average number of shares (basic) 3,388,48! 3,415,801 3,402,20
Weighted average number of shares (diluted) 3,634,84 3,700,87! 3,521,58

See accompanying notes to consolidated financisstents .
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MEXICAN RESTAURANTS, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF STOCKHOLDERS' EQUITY

For the fiscal years ended
January 2, 2005, January 1, 2006
and December 31, 2006

Balances at December 28, 2003
Exercise of Stock Options
Amortization of Deferred Compensation

Net income

Balances at January 2, 2005

Exercise of Stock Options Through Issuan
of Treasury Shares

Repurchase of shares
Amortization of Deferred Compensation

Net income

Balances at January 1, 2006

Exercise of Stock Options Through Issuan
of Treasury Shares

Repurchase of shares
Stock based Compensation Expense
Excess Tax Benefit-Options Exercised

Net income

Balances at December 31, 2006

Additional Total

Common Paid-in Retained Deferred Treasury  Stockholders’
Stock Capital Earnings Compensatior Stock Equity

47,327 $ 20,121,07 $ 7,542,81 $ (47,607 $ (11,709,51)$ 15,954,10

-- -- -- -- 111,59: 111,59:

- - - 41,30« - 41,30¢

-- -- 1,760,97. -- -- 1,760,97

47,327  20,121,07  9,303,79. (6,309 (11,597,92) 17,867,96

= (714,93) = = 1,145,48. 430,54+

- - = -- (1,738,26)  (1,738,26)

- - - 6,307 - 6,30¢

-- -- 2,316,99 -- -- 2,316,99

47,32\ 19,406,13 11,620,78 -~ (12,190,70) 18,883,54

= (472,70 = = 1,177,36! 704,66

- - - - (261,730 (261,73()

- 63,50¢ -- - - 63,50¢

- 44,92: - - - 44,92:

-- - 1,138,33. - - 1,138,33

47,327 $ 19,041,86 $ 12,759,12 $ - $(11,275,07) $ 20,573,24




See accompanying notes to consolidated financistents.
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MEXICAN RESTAURANTS, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS
For the fiscal years ended January 2, 2005, Januarl, 2006 and December 31, 2006

Cash flows from operating activities:
Net income

Adjustment to reconcile net income to net cash igiexy by operating activities

Depreciation and amortization

Deferred gain amortization

Loss from discontinued operations

Impairment costs

Hurricane Rita gain

Loss on sale of property, plant and equipment
Stock based compensation expense

Business interruption proceeds

Deferred income taxes (benefit)

Changes in assets and liabilities, net of effeEecquisitions

Royalties receivable

Other receivables

Taxes receivable/payable

Inventory

Prepaids and other current assets

Other assets

Accounts payable

Accrued expenses and other liabilities

Deferred rent and other long-term liabilities
Total adjustments

Net cash provided by continuing operatis

Net cash provided by (used in) discontinued opena

Net cash provided by operating activit

Cash flows from investing activities:
Insurance proceeds received from Hurricane Rits los
Purchase of property, plant and equipment
Proceeds from sale of property, plant and equipment
Business Acquisitions, net of cash acquired
Net cash used in continuing operations

Net cash used in discontinued operati

Net cash used in investing activiti

Cash flows from financing activities:

Net borrowings (payment) under line of credit agreat
Purchase of treasury stock

Excess tax benefit - stock-based compensation sgpen
Exercise of stock options

Additions to (payments on) Long-term debt

Net cash provided by (used in) financing activi

Net increase (decrease) in ci

Cash at beginning of year

Fiscal Years
2004 2005 2006
(Revised. See Note 1)

1,760,97. $ 2,316,99° $ 1,138,33.
2,135,96. 2,683,65. 3,131,39
(208,18 (208,147) (208,142)
807,97. 679,41 756,33
322,07: - 543,77
= (471,62) (366,80¢)
179,94¢ 367,71: 32,28:
41,30« 6,30° 63,50¢
- (534,162) (59,62))
677,16: 697,55( (27,109
94,14( (91,272) 86,02:
(284,84") (44,729 437,93(
(228,83;) 776,95t (611,909
6,507 (275,661) 9,711
(143,33) 4,17¢ (32,75()
33,17 4,07¢ (25,557
25,57¢ 17,35: 289,37¢
160,65: 310,33« (347,679
308,85¢ 138,77: 103,38:
3,928,13. 4,060,701 3,774,17.
5,689,10 6,377,70: 4,912,50!
13,88: (135,46:) 132,35¢
5,702,99 6,242,23! 5,044,86.
- 300,00( 1,211,85!
(2,698,461 (4,512,17) (5,138,04)
655,75: 372,69: 765,00(
(6,767,911 - (742,49()
(8,810,62) (3,839,48) (3,903,68)
(301,169 (100,759 (63,83()
(9,111,78) (3,940,24) (3,967,51)
1,225,001 (1,500,001 800,00(
- (1,738,26) (261,73()
- - 44,92
111,59: 430,54« 704,66
3,000,00! - (2,500,001
4,336,59. (2,807,72) (1,212,14)
927,79« (505,72) (134,799
366,04. 1,293,83 788,10




Cash at end of year

Supplemental disclosure of cash flow information:

Cash paid during the year:
Interest

Income taxes

Non-cash financing activities:
CNL real estate transaction

See accompanying notes to consolidated finan@sients.
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$ 1,293,831 $ 788,10¢ $ 653,31(
$ 494,84: $ 561,97. $ 384,24,
$ 464,53. $ 297,69 $ 1,074,81!
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MEXICAN RESTAURANTS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
January 2, 2005, January 1, 2006 and December 31005

(1) Description of Business and Summary of Signifant Accounting Policies
(a) Description of Business

On February 16, 1996, Mexican Restaurants, Inem@oly Casa Olé Restaurants, Inc.) was incorporistede State of Texas, and
April 24, 1996, its initial public offering of 2,@)000 shares of Common Stock became effective. ddexRestaurants, Inc. is the holc
company for Casa Olé Franchise Services, Inc. amdral subsidiary restaurant operating corporat{onBectively the “Company”)Casa Ol
Franchise Services, Inc. was incorporated in 19nd, derives its revenues from the collection ohdrdase fees under a series of prote
location franchise agreements and from the satesthurant accessories to the franchisees of firosected location franchise agreements.
restaurants feature moderately priced Mexican agdMex food served in a casual atmosphere. The fiestaG0lé restaurant was opene
1973.

On July 2, 1997, the Company purchased 100% obtitstanding stock of Monterey’s Acquisition CorpMAC”). The Compan
purchased the shares of common stock for $4.0amjlpaid off outstanding debt and accrued intei@ating $7.1 million and funded varic
other agreed upon items approximating $500,000thattime of the acquisition, MAC owned and opera®&drestaurants in Texas
Oklahoma under the names “Monterey’s Tex-Mex Cdfid@nterey’s Little Mexico” and “Tortuga Coastal @@na.”

On April 30, 1999, the Company purchased 100% efdbtstanding stock of La Sefiorita Restaurants,eaiddn restaurant che
operated in the State of Michigan. The Company lpased the shares of common stock of La Sefiorit&4d million. The transaction w
funded with the Company’s revolving line of credith Bank of America. At the time of the acquisitid_a Sefiorita operated five company-
owned restaurants, and three franchise restaurants.

On January 7, 2004, the Company completed its piselof 13 restaurants and related assets fromegsirBontbased franchisee, Thon
Harken, and Mr. Harken's operating partner, Vicanzalez, for a total consideration of approxima®l3.75 million. The financing for tl
acquisition was provided by Fleet National Bank,LCahd the sellers. The restaurants acquired incRideasa Olé restaurants locate
Southeast Texas, 2 Casa Olé restaurants locatgdutihwest Louisiana, and 3 Crazy Jes&staurants located in Southeast Texas. In thi
year these restaurants had combined sales of @@em$lion.

On October 14, 2004, the Company completed itshase of one franchise restaurant in Brenham, Tixagpproximately $215,0C
The restaurant was closed, remodeled and re-opanbldvember 22, 2004. The Company spent $329,488deling the restaurant.

On August 17, 2006, the Company completed its mgetof two Houstoarea Mission Burritos restaurants and related sideet
total consideration of approximately $725,000, edoig acquisition costs.

The consolidated statements of operations and ftasis for fiscal years 2006, 2005, and 2004 havenbadjusted to remove 1
operations of closed restaurants, which have beefassified as discontinued operations. Consequetite consolidated statements
operations and cash flows for the fiscal years 2868 2004 shown in the accompanying consolidatednfiial statements have b
reclassified to conform to the 2006 presentatidresE reclassifications have no effect on totaltastetal liabilities, stockholdergquity or ne
income.

(b) Principles of Consolidation

The consolidated financial statements include tbeoants of Mexican Restaurants, Inc. and its whollyed subsidiaries, af
elimination of all significant intecompany transactions. The Company owns and opevategsus Mexican restaurant concepts principal
Texas, Oklahoma, Louisiana and Michigan. The Comisathree Idaho restaurants were closed on Decenthéx0B1 and the restaurants
either subleased or leased to third parties. Thapgamy also franchises the Casa Olé concept prilhcipaTexas and Louisiana and the
Sefiorita concept principally in the State of Miarig
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MEXICAN RESTAURANTS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)
(c) Fiscal Year

The Company maintains its accounting records o2/83%week fiscal year ending on the Sunday ne@esember 31. Fiscal ye
2005 and 2006 consisted of 52 weeks and fiscal 3@@4 consisted of 53 weeks.

(d) Inventory

Inventory, which is comprised of food and beveraggestated at the lower of cost or market. Cosleiermined using the first-in, first-
out method. Miscellaneous restaurant suppliesresiaded in inventory and valued on a specific idaaition basis.

(e) Pre-opening Costs

Pre-opening costs primarily consists of hiring andrtiiag employees associated with the opening of anestaurant and are expen
as incurred.

(f) Property, Plant and Equipment
Property, plant and equipment are stated at cagirdziation on equipment and vehicles is calculatethe straightine method ove

the estimated useful lives of the assets. Leasehgbdovements are amortized straidihe over the shorter of the lease term plus opg
reasonably assured or estimated useful life oatsets.

Leasehold improvements 2-25 year
Vehicles 5 year
Equipment 3-15 year

At the opening of a new restaurant, the initialghase of smallwares is capitalized as restaurampemnt, but not depreciat
Subsequent purchases of smallwares are expenssthazd.

Significant expenditures that add materially to th#ity or useful lives of property, plant and égment are capitalized. All otr
maintenance and repair costs are charged to cuopmrations. The cost and related accumulated diaicn of assets replaced, retirec
otherwise disposed of are eliminated from the priypeccounts and any gain or loss is reflectedtherancome and expense.

Property, plant and equipment are reviewed for impent whenever events or changes in circumstamcbsate that the carryi
amount of an asset may not be recoverable purgoaBtatement of Financial Accounting Standards (SFNo. 144, “Accounting for th
Impairment or Disposal of Lor-Lived Assets. The various indicators leading to the testingtioése londived assets include declines
revenues, a current cash flow loss combined witforacast demonstrating continuing cash flow lossesrent market conditions a
competitive intrusion. The service potential of desets includes assessment of future cashgdlaverating capacity, the remaining lives of
assets, the remaining term of the operating leadesgaluation of future cash flows associated ittential capital expenditures. The met
for determining the fair value of impaired assetbé¢ sold is based on its appraised fair marketevat the value that a third party buyer wi
be willing to pay. Additionally, the Company accdesifor restaurant closure costs pursuant to SFASLHG, “Accounting for Costs Associa
with Exit or Disposal Activities.
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MEXICAN RESTAURANTS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)

In fiscal year 2006, the Company recorded asseaimmgnts and restaurant closure costs of $1,375@56hich $832,179 is includ:
in discontinued operations. The remaining $543,jA7gontinuing operations related to the impairmeithe assets of three undaerforming
restaurants, one of which was closed after itelexpired during the first quarter of fiscal ye@02, and real estate broker commissions re
to the sale of one subleased restaurant and adjitsteccrual for two subleased restaurants.

In fiscal year 2005, the Company recorded assetimmgnt and restaurant closure costs of $790,70&f avhich is included i
discontinued operations related to the 2005 clostiome restaurant.

In fiscal year 2004, the Company recorded assegimment and restaurant closure costs of $868,588hich $546,506 is included
discontinued operations. The $322,074 of assetirmgats included in continuing operations relateidhgrily to three Tortuga restaurants -
the Company wanted to position for re-concept te ofi the Compang' other Mexican food concepts. Because of improwpérating
performance, the Company did nota@acept the three Tortuga restaurants in fiscat 2885, but did close one other Tortuga restauirz
fiscal year 2006. In addition, two Monterey’s restnts, which were impaired in 2003 and 2004, wérsed during fiscal year 2006.

(g) Balance Sheets of Discontinued Operations

The following table summarizes the significant rémreg assets and liabilities of discontinued opers:

2005 2006
Current assets $ 157,21 $ 42,17:
Long-term assets 462,03¢ 73t
Total assets $ 619,24. $ 42,907
Current liabilities $ 163,77: $ 326,17!
Long-term liabilities 706,33¢ 702,70!
Total liabilities $ 870,11 $ 1,028,88!I

Current liabilities consist primarily of accruedoslre costs. Lontgerm liabilities consist primarily of rent differgal for closet
restaurants for which the Company intends to sskléae restaurant.

(h) Property Held for Sale

Property held for sale is separately aggregatdtidrconsolidated balance sheets and is recordix dwer of cost or net realiza
value. In fiscal year 2006, the Company sold itdding in Chubbock, Idaho to its tenant. In fisgaar 2005, the Company recordec
impairment charge of $29,800 related to the pendiag of the Pt. Arthur, Texas pad site that wamiged in the 2004 acquisition of
restaurants from its Beaumont-based franchiseepatesite was sold on April 4, 2006.

(i) Goodwill and Other Intangible Assets

Goodwill represents the excess of costs over flines of assets of businesses acquired. The Conguopted the provisions of SF.
No. 142, Goodwill and Other Intangible Assets’as of January 1, 2002. Goodwill and intangible @saequired in a purchase busir
combination and determined to have an indefiniefuldife are not amortized, but instead testedifigpairment at least annually in accorde
with the provisions of SFAS No. 142. SFAS No. 14®aequires that intangible assets with estimaiskeful lives be amortized over tt
respective estimated useful lives to their estichadsidual values, and reviewed for impairmentdooadance with SFAS No. 144 Atcounting
for Impairment or Disposal of LorLived Assets”.






MEXICAN RESTAURANTS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)

At December 31, 2006 and January 1, 2006, the tidased balance sheets included $11.4 million ah@.$ million, respectively
goodwill primarily resulting from the MAC, La Sefite and Beaumonbased franchisee acquisitions and the 2006 aciguisitf Missior
Burritos. In connection with SFAS No. 142fransitional goodwill impairment evaluation, tB&atement required the Company to perforr
assessment of whether there was an indicationgbadwill is impaired as of the date of adoption. daomplish this, the Company
required to identify its reporting units and deterenthe carrying value of each reporting unit bgigising the assets and liabilities, including
existing goodwill and intangible assets, to thasggorting units as of January 1, 2002. The Compaay required to determine the fair valu
each reporting unit and compare it to the carngngunt of the reporting unit within six months ahdiary 1, 2002. To the extent the carr
amount of a reporting unit exceeded the fair valfighe reporting unit, the Company would be reqiiite perform the second step of
transitional impairment test, as this is an indaathat the reporting unit goodwill may be impaliré-or purposes of applying SFAS No.
impairment testing, the Company believes it is aprg in one segment. Although each restaurantéasured and analyzed by Comg
management for performance, since the economi@ctarstics and operations are similar across ueata concept lines, the reporting un
considered to be equivalent to the Compangperating segment. Management evaluated goodwillequired by SFAS No. 142 upon
adoption and annually as of January 1, 2006, aretiber 31, 2006. Management performed its goodwphirment testing for each year i
determined that the fair value exceeded the cagrgmount of the reporting units and that no impaintrof goodwill exists.

() Impairment of Long-
Lived Asset

In accordance with Statement of Financial Accoun@tandards No. 144,Accounting for the Impairments or Disposal of Ldrigec
Assets”, long-lived assets, such as property, plant, and equipnaerd purchased intangibles subject to amortinatare reviewed fi
impairment whenever events or changes in circurastaimdicate that the carrying amount of an assgtmot be recoverable. Recoverabilit
assets to be held and used is measured by a campaifithe carrying amount of an asset to estimaeliscounted future cash flows expe:
to be generated by the asset. If the carrying amoiuan asset exceeds its estimated future casfsflan impairment charge is recognizes
the amount by which the carrying amount of the tasseeeds the fair value of the asset. Assets tidposed of would be separately prese
in the balance sheet and reported at the lowdreotarrying amount or fair value less costs tq selll are no longer depreciated. The asse!
liabilities of a disposed group classified as hfgld sale would be presented separately in the gpjate asset and liability sections of
balance sheet. The revenues and expenses, as swvghims, losses, and impairments, from those assetseported in the discontint
operations section of the consolidated statemeapefations for all periods presented.

(k) Deferred Rent Recognition

The Company expenses lease rentals that have tsgaknts on a straight line basis over the lif@ach lease pursuant to Stater
of Financial Accounting Standards No. 1&&counting for Leases” Most of these lease agreements require minimumameat paymen
plus contingent rent payments based on a perceofagstaurant sales, which exceed the minimum bersie Contingent rent payments, to
extent they exceed minimum payments, are accrued the periods in which the liability is incurrebhcentive allowances provided
landlords under leasing arrangements are defegedlgbility and amortized to income as an adjestirto rent expense over the life of
lease.

(1) Income Taxes

Income taxes are provided based on the asset abilityi method of accounting pursuant to Statemenfinancial Accountin
Standards (SFAS) No. 109 Atcounting for Income TaxesThe Company provides for income taxes based osstimate of federal and st
liabilities. These estimates include, among otkems, effective rates for state and local inconxegdaallowable tax credits for items sucl
taxes paid on reported tip income, estimates mklate depreciation and amortization expense allogvefbl tax purposes, and the
deductibility of certain other items.

The Companys estimates are based on the information availabli at the time that it prepares the income taavision. Thi
Company generally files its annual income tax mgwseveral months after its fiscal yesd. Income tax returns are subject to audit b
state, and local governments, generally years #ftereturns are filed. These returns






MEXICAN RESTAURANTS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)

could be subject to material adjustments or difgrinterpretations of the tax laws. On May 19, 200@ State of Texas passed a new
which revises the existing franchise tax by suligaiyp changing the tax calculation and expanding taxpayer base. This new law will t
effect on January 1, 2008. If the new law had hieeeffect for fiscal 2006, the Company has deteedithat there would have been on
negligible effect on its state tax liability.

(m) Revenue Recognition

The Company records revenue from the sale of feofl beverages and alcoholic beverages as prodreold. Franchise fee reve
from an individual franchise sale is recognized wladl services relating to the sale have been pmdd and the restaurant has comme
operation. Initial franchise fees relating to afieachise sales are recognized ratably in propotioservices that are required to be perfol
pursuant to the area franchise or development agrets and proportionately as the restaurants witheénarea are opened. The Company’
current standard franchise agreement also proyates royalty payment which is a percentage of grgmles. Royalty income is recognize
incurred.

Revenues from gift card sales are recognized updemption. Prior to redemption, the outstandingateds of all gift cards ¢
included in accounts payable in the accompanyimgaiidated balance sheets.

(n) Stock Options

Effective January 2, 2006, the Company adopted SNAS123 (Revised) Share-Based Paymerit{ SFAS No0.123(R)) utilizing tt
modified prospective approach. Prior to the adoptib SFAS No. 123(R), the Company accounted foreeitytbased compensation pl:
under the recognition and measurement provisioscobunting Principles Board Opinion No. 25, Accting for Stock Issued to Employe
and related interpretations (the intrinsic valuehuod), and accordingly, did not recognize any camspéion expense for stock option grants.

Under the modified prospective approach, SFAS Nx3(R) applies to new awards and to unvested awthatswere outstanding
January 2, 2006, and those that are subsequentlifieth repurchased or cancelled. Under the madiifieospective approach, compense
cost recognized in the fiscal year ended DecembeP306 includes compensation cost for all unvestedkbased payments granted prio
adoption that vested during 2006, and compensatigh for all share-based payments granted subsetpueadoption, based on the gratatte
fair value estimated in accordance with the pravisiof SFAS No. 123(R). On May 23, 2006, the CorgfmBoard of Directors approve:
restricted stock grant of 3,000 shares to eachebutside directors with ten years of servicehwitch grants vesting over a four year pe
Two of the directors qualify for this restrictedsk grant. There were no stock option awards gdaimtéiscal year 2006.

The fair value of each option award is estimatedhendate of grant using the Black-Scholes-Mertptioo-pricing model, which us
the assumptions noted in the following table. Expécvolatility is based on historical volatilitidsom stock traded. The Company L
historical data to estimate option exercises angleyee terminations used in the model. In additegparate groups of employees that
similar historical exercise behavior are consideseplarately. The expected term of options grargetiived using the “simplifiedthethod a
allowed under the provisions of the Securities BrRdhange Commissios’Staff Accounting Bulletin No. 107 and represehesperiod of tim
that options granted are expected to be outstandiftagiagement has estimated a forfeiture rate offd@these calculations. The ristee
interest rate for periods within the contractud bf the option is based on the U.S. Treasurydyeeirve in effect at the time of grant.

2005
Risk-free interest rate 4.05%
Expected life, in years 8.1
Expected volatility 28.3%
Dividend yield 0%

As a result of adopting SFAS No. 123(R) on Jan2ar006, income before income taxes, net incomediinted earnings per shi
for the year ended December 31, 2006, were low&63y508, $40,029, and $0.01 per share, respegtiben if the Company had continue
account for stock-based compensation under APBi@piNo. 25.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)

The Company receives a tax deduction for certaioksbption exercises during the period the optiaresexercised, generally for
excess of the price at which the options were oot the exercise prices of the options. There \88r200, 121,472 and 104,375 stock opt
exercised (excluding the options purchased fromQbmpanys former President and CEO pursuant to the Separafjreement. (See Nott
(d)) in 2004, 2005 and 2006, respectively. The Camypreceived cash in the amount of $111,591, $430ahd $704,663, respectively, fr
the exercise of these options.

The following table illustrates the effect on netame and earnings per share if the Company halkdppe fair value recognitic
provisions of SFAS No. 123(R) to options grantedamthe Companyg’ stock option plans for 2004 and 2005. For purpadehis pro form
disclosure, the value of the options is estimatsihgithe Black-Scholes-Merton optigmicing model and amortized to expense ovel
options’ vesting periods.

2004 2005

Net income (loss) - as reported $ 1,760,97. $ 2,316,99
Less: Stock based compensation expeesermined under fair value based

method for all awards, net of taxes (29,38() (85,467
Proforma net income (loss) - pro forma$FAS No. 123 1,731,59. 2,231,53
Net income per share basic - as reported $ 05z % 0.6¢
Net income per share diluted - as regabrt $ 04t $ 0.6%
Pro forma net income per share basic $ 051 % 0.6t
Pro forma net income per share diluted $ 04t $ 0.6C

In conjunction with the Company’1996 initial public offering, the Company entemetb warrant agreements with Louis P. Neeb
Company’s President, and Té4ex Partners, a limited liability company in whialformer member of the Board of Directors is agipal. The
warrants to purchase 359,770 shares of common $10tk885 each to Louis P. Neeb and Mex Partners), which had a $10.90 exel
price, were all exchanged on April 24, 2006 undgeaments with the warrant holders that providedtie delivery of 11,638 shares of
Company’s common stock to each of Mr. Neeb and Wex-Partners. The exchange rate was determinetiebdifference between a fifte
day simple trading average for the Common Stockfiarch 27, 2006 through April 15, 2006 (which age the parties agreed was $12
and the exercise price, resulting in a spread dZthen divided by two.

(0) Use of Estimates

The preparation of financial statements in confeymiith U.S. generally accepted accounting prirgsplequires management to
estimates and assumptions that affect the repemeounts of assets and liabilities at the date effithancial statements and the repc
amounts of revenues and expenses during the neggréiriod. Actual results could differ from thostimates.

(p) Insurance proceeds

On September 24, 2005, Hurricane Rita hit the @dést area, affecting a number of the Compamgstaurants in that region. -
Company subsequently hired an insurance consuitimgto assist management with the filing of itsumance claim. The final insurance cl
was settled with the insurance company for losedsdamages totaling $2.1 million after deductible.

The consolidated statements of operations for gaesyended January 1, 2006 and December 31, 2@Déjés a separate line item
gains of $471,622 and $366,808, respectively, tiagufrom assets damaged by Hurricane Rita andr @kgenses offset by insurance proc
for the replacement of assets. The Compauysurers paid $300,000 in the fourth quarter @52 $785,028 in the first quarter of 2006
$426,822 in the fourth quarter of 2006 relatedht® property damage claim. Additionally, the Compaag received $593,784 for busir
interruption proceeds.

There were no insurance claims recorded in 2004.
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(q) Fair Value of Financial Instruments

The carrying amount of receivables, accounts payarid accrued expenses approximates fair vallsube®f the immediate or short-
term maturity of these financial instruments. The Yalue of longterm debt is determined using current applicaltesréor similar instrumen
and approximates the carrying value of such debt.

(r) Recently Issued Accounting Standards

In September 2006, the Financial Accounting Stassl&oard (FASB) issued Statement of Financial Aoting Standards (“SFAS”
No. 157, Fair Value Measurements SFAS No. 157 defines fair value, establishes adwark for measuring fair value in generally accd
accounting principles (GAAP), and expands disclesuabout fair value measurements. This statemeplieapunder other accounti
pronouncements that require or permit fair valuasneements, the FASB having previously concludetidgse pronouncements that fair vi
is the relevant measurement attribute. This Statérseeffective for financial statements issuedfiscal years beginning after November
2007 and interim periods within those fiscal yeditse Company has not yet completed its evaluatidheimpact of the adoption of SFAS |
157, but presently it anticipates that its adoptighnot have a material impact on its consolidefimancial statements.

In June 2006, the Financial Accounting 8tads Board released FASB Interpretation No. 48! @8), “Accounting for Uncertain
in Income Taxes”. This Interpretation clarifies #ecounting for uncertainty in income taxes recpgdiin a companyg’ financial statements
accordance with FASB Statement No. 109, Accourfimgncome Taxes. FIN 48 prescribes a recognitioeghold and measurement attril
for the financial statement recognition and measerg of a tax position taken or expected to bertake tax return when it is more likely tt
not that the position would be sustained upon eratitn by the tax authorities. This Interpretatisreffective for fiscal years beginning a
December 15, 2006. The Company has not yet conapitstevaluation of the impact of the recognitiord aneasurement requirements of
48 on its existing tax positions, but presenthaiitticipates that its adoption will not have a miateimpact on its consolidated financ
statements. FIN 48 also requires expanded disdssimcluding identification of tax positions for iwh it is reasonably possible that t
amounts of unrecognized tax benefits will signifidg change in the next twelve months, a deschiptib tax years that remain subjec
examination by major tax jurisdiction, a tabulacaeciliation of the total amount of unrecognizex eenefits at the beginning and end of ¢
annual reporting period, the total amount of ungsired tax benefits that, if recognized, would eiffthe effective tax rate and the ti
amounts of interest and penalties recognized istitements of operations and financial position.

(s) Reclassifications

Certain reclassifications have been made at Jarj&§05 and January 1, 2006 to conform with clasgions at December 31, 20
These reclassifications have no effect on the Caryipaonsolidated net income or financial positéapreviously reported.

(t) Consolidated Statements of Cash Flows

The Company has revised the Consolidated Statenoér@@ash Flows for 2004 and 2005 consistent witB&2f reconcile net ca
provided by operating activities from net inconmestead of net income from continuing operations.

(u) Advertising Expense

Each year, the Company prepares a budget for dsingrtexpenses to promote each of the Compmangstaurant brands. Preg
advertising is deferred and amortized to expensed®n estimates of usage. For fiscal years 20085 2nd 2006, the Company recor
advertising expense in continuing operations 00%2,119, $2,247,505 and $2,363,303 which repres2Bt%, 2.9% and 2.9% of restaul
sales from continuing operations, respectively.
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(2) Property, Plant and Equipment

Property, plant and equipment at January 1, 200@stember 31, 2006 are as follows:

2005 2006
Land $ 60,75C $ 60,75(
Vehicles 16,87« 16,87«
Equipment and Smallwares 19,415,55 20,458,16
Leasehold Improvements 11,988,06 14,141,85

31,481,24 34,677,64
Less: Accumulated Depreciation (15,315,86) (17,171,17)

16,165,37 17,506,47
Construction in Progress 29,96 4,971
Net $ 16,195,34 $ 17,511,44

(3) Long-term Debt
Long-term debt consists of the following at Janubr2006 and December 31, 2006:

2005 2006
Term Note $ 2,500,000 $ =
Revolving Line of Credit -- 3,300,00!
Other long-term debt 3,000,00i! 500,00(
Total long-term debt 5,500,00! 3,800,00!
Less current installments (1,000,001 --
Long-term debt, excluding current inistants $ 4,500,000 $ 3,800,001

During fiscal year 2006, the Company borrow&9®000 on its Bank of America line of credit. Ak@ecember 31, 2006, t
Companys outstanding debt to Bank of America was $3.3iomland its outstanding debt on one seller noteeidgo its former franchisee
January 2004 was $500,000, for a total indebtednie$3.8 million.

On January 7, 2004, Bank of America amended itsGbd0llion credit facility to accommodate the acsjtion of the Beaumoritase
franchise restaurants. Part of the financing fer dlaquisition included $3.0 million in notes issumdMexican Restaurants to the sellers.
seller notes pay interest for five years, with $thlllion in principal due on January 7, 2009 and5$dillion in principal amortizing over i
additional five years. The Company prepaid $2.5ionilof the seller notes on March 31, 2006.

On April 1, 2005, the Company and Bank of Ameriogzgeaded the $10.0 million credit facility to acconoate the Compang’growtt
plans. The amendment allows for additional captgbenditures, revised certain covenant ratios,easxd the amount of allowable st
repurchases, and extended the maturity date agktladving line of credit to January 7, 2009. EffeetJune 30, 2005, the Company and Bat
America further amended the $10.0 million credidiilfey to revise certain ratios affected by HurmeaRita and the Compargystock repurcha
program, and to lower the applicable interest nadéegins.

On March 29, 2007 the Company amended its credilitfawith Bank of America changing its credit flity from a $10.0 millior
credit facility consisting of a $5.0 million ternote (remaining balance $1.5 million) and a $5.0iaml
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revolving line of credit to a $7.5 million revohgrline of credit, rolling the term note balanceoitihe newly increased revolving line of cre
The revolving line of credit matures on December 3@11. The amendment allowed for additional capmtegenditures, revised cert
covenant ratios and increased the amount of allenvstock or vested option repurchases. The inteedstis either the prime rate or LIBt
plus a stipulated percentage. Accordingly, the Camyds impacted by changes in the prime rate aBDR. The Company is subject to a non-
use fee of 0.75% on the unused portion of the x@rofrom the date of the credit agreement. The Gowiphas pledged the stock of
subsidiaries, its leasehold interests, its patantstrademarks and its furniture, fixtures and puongint as collateral for its credit facility w
Bank of America. As of December 31, 2006, the Camypaas in compliance with all debt covenants, agraded, and expects to be in
compliance with all debt covenants during fiscary2007. The amendment was signed March 29, 200%as made effective December
2006. The current portion of long-term debt, in thiele above, at December 31, 2006 reflects thenpayterms as amended.

Maturities on long-term debt are as follows:

Year Ending

2007 $ ==
2008 --

2009 500,00(
2010 --

2011 3,300,00i!
Thereafter -

$ 3,800,00!
(4) Income Taxes

The provision (benefit) for income taxes from caothg operations is summarized as follows for figesars 2004, 2005 and 2006:

200¢ 200t 200¢

Current:
Federal $ 488,02: $ 641,32¢ $ 723,49!
State and local 103,98t 135,72° 152,71¢
Deferred (benefit) 677,16« 697,55( (27,109
$ 1,269,17. $ 1,474,600 $ 849,10:

The benefit for income taxes from discontinued afiens is summarized as follows for fiscal year8£®005 and 2006:

200¢ 200t 200¢

Current:
Federal $ 386,56. $ 65,66( $ 338,35(
State and local 87,63: 16,76 77,15t
Deferred 24,07¢ 334,73 35,13¢
$ 498,27. $ 417,15¢ $ 450,64

The actual income tax expense differs from expettedme tax expense calculated by applying the t&&eral corporate tax rate to incc
before income tax expense from continuing operatamfollows:
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200¢ 200¢ 200¢

Expected tax expensederal $ 1,304,96. $ 1,520,14 $ 932,88
State tax expense, net 114,73: 130,65! 82,581
Non-deductible amortization 3,391 3,391 --
Tax credits (159,009 (151,76 (178,93)
Other 5,09 (27,820 12,56:
$ 1,269,17. $ 1,474,600 $ 849,10:.

The tax effects of temporary differences that giise to significant portions of deferred tax assatsl liabilities at January 1,2006
December 31, 2006 are as follows:

2005 2006
Deferred tax assets:
Sale-leaseback $ 577,12¢ $ 500,17
Tax credit carryforwards 472,38! 495,66!
Asset impairments 561,79« 987,64¢
Accrued expenses 110,35: 239,28t
$ 1,721,65: $ 2,222,77
Deferred tax liabilities:
Other $ (8,160) $ (99,809
Depreciation differences (1,457,22) (1,804,45)
$ (1,465,38) $ (1,904,26)
Net deferred taxes $ 256,27: $ 318,51¢

At December 31, 2006, the Company determined tivea$ more likely than not that the deferred tasetswould be realized basec
the level of historical taxable income and projas of future taxable income over the periods iictvithe deferred tax assets are deductibl
December 31, 2006, the Company has tax credit feawsirds of $495,665 which are available to redutere Federal regular income taxe
any, over an indefinite period.

(5) Common Stock, Options and Warrants
(&) 2005 Long Term Incentive Plan

The Board of Directors and shareholders of the Gomhave approved the Mexican Restaurants, In& 20fig Term Incentive Pl
(the "2005 Plan"). The 2005 Plan authorizes thatgrg of up to 350,000 shares of Common Stock enfdrm of incentive stock options &
non-qualified stock options to key executives and o#tesr employees of the Company, including officershe Company and its subsidiar
The purpose of the 2005 Plan is to benefit and relvdhe interests of the Company by attracting r@taining qualified directors and k
executive and managerial employees; motivating eygas, by making appropriate awards, to achievg-tange goals; providing incenti
compensation that is competitive with other corfiores; and further aligning the interests of dicgst employees and other participants
those of other shareholders. It is anticipated that350,000 shares proposed to be authorized uhde2005 Plan, together with the sh
remaining under the 1996 Long Term Incentive Plgili,enable the Company to provide sufficient gsanf awards for the foreseeable fut
Also, the inclusion of authority to grant variousrhs of equity compensation in addition to stockanys, including restricted stock, will allc
the Company to tailor future awards to the Compaspecific needs and circumstances at that time.






MEXICAN RESTAURANTS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)

(b) 1996 Long Term Incentive Plan

The Board of Directors and shareholders of the Gomhave approved the Mexican Restaurants, In® 188g Term Incentive Pl
(the "Incentive Plan"). The Incentive Plan, as adeeh authorizes the granting of up to 500,000 shafeCommon Stock in the form
incentive stock options and napualified stock options to key executives and otkey employees of the Company, including officefshe
Company and its subsidiaries. The purpose of toentive Plan is to attract and retain key employ&esnotivate key employees to achi
long+ange goals and to further align the interestsegf &mployees with those of the other shareholdetiseoCompany. Options granted ur
the Incentive Plan will generally vest and becomereisable at the rate of 10% on the first anniamgrof the date of grant, 15% on the sec
anniversary of
the date of grant, and 25% on each of the thirdugin fifth anniversaries of the date of grant. #tthck options granted pursuant to the I
Long Term Incentive Plan will be nonqualified stagtions and will remain exercisable until the iearbf ten years from the date of gran
no more than 90 days after the optionee ceases ao lemployee of the Company.

(c) Stock Option Plan for Non-Employee Directors

The Company has adopted the Mexican RestauramtsStack Option Plan for Non-Employee Directore(tbirectors Plan”¥or its
outside directors and has reserved 200,000 sh&r€sramon Stock for issuance thereunder. The DirscRian provides that each out:
director will automatically be granted an optionptarchase 10,000 shares of Common Stock at thedfrbecoming a director. These opti
will be exercisable in 20% increments and will vegqtally over the fiverear period from the date of grant. Such optiorspaiced at the fe
market value at the time an individual is electedalirector. Until the third quarter of fiscal y&®02, each outside director received optiol
purchase 1,500 shares of Common Stock quarteidg, gdiditional options for attendance at committeetings, exercisable at the fair ma
value of the Common Stock at the close of businesthe date immediately preceding the date of gaath annual options will vest at
conclusion of one year, so long as the individeatains a director of the Company. All stock optigrented pursuant to the Directors Plan
be nonqualified stock options and will remain eigable until the earlier of ten years from the daftgrant or six months after the optio
ceases to be a director of the Company.

As of the third quarter of fiscal year 2002, comgegtion for each outside director was changed fraartgrly options to cash payme
of $2,500 per quarter and $1,250 per board meetiegded. The chairman of the audit committee vesetompensation of $6,250 per quarter.

During fiscal year 2006, the Compamyémployees exercised 104,375 stock options inotfen market. The Company recei
$704,663 in exchange for 104,375 shares of comruk $hat was previously held as Treasury stockirufiscal year 2005, the Compagy’
employees exercised 121,472 stock options in tlem aparket. The Company received $430,544 in exahémgl21,472 shares of comn
stock that was previously held as Treasury stbeking fiscal year 2004, one director exercised®B0,0f his options in the open market.
Company received $111,591 in exchange for 30,280estof common stock that was previously held aaSury stock.

In December 2006, in connection with the Separatigreement with the Compars/President and CEO, an aggregate cash pa
of $596,764 was made with respect to his vestezksiptions.

(d) 1996 Manager’s Stock Option Plan

The Company has adopted the 1996 Manager’s StotikrOplan (the “Manager’s Plan”) specifically fas istorelevel managers. Tl
Manager’'s Plan authorizes the granting of up to,@00 shares of Common Stock in the form of nondfjael stock options to storkevel
managers of the Company. The purpose of the MalsaBm is to attract, retain and motivate restatinaanagers to achieve longnge goa
and to further align the interests of those emptsywith those of the other shareholders of the GomypOptions granted under the Manager’
Plan will generally vest and become exercisabtbatate of 10% on the first anniversary of theedstgrant, 15% on the second anniversa
the date of grant, and 25% on each of the thirdugin fifth anniversaries of the date of grant. #tthck options granted pursuant to the I
Manager$ Stock Option Plan will be nonqualified stock ops and will remain exercisable until the earlietem years from the date of gr
or no more than 90 days after the optionee ceadas &n employee of the Company.
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(e) Warrants

In conjunction with the Company’1996 initial public offering, the Company enteistb warrant agreements with Louis P. Neeb
Tex-Mex Partners, a limited liability company in whiehformer member of the Board of Directors is a gigal. The warrants to purch:
359,770 shares of common stock (179,885 each tsladNeeb and Tektex Partners), which had a $10.90 exercise priegewall exchange
on April 24, 2006 under agreements with the warhamdlers that provided for the delivery of 11,688res of the Comparg’common stock
each of Mr. Neeb and Tdwex Partners. The exchange rate was determinetidoglifference between a fifteen day simple tragingrage fc
the Common Stock from March 27, 2006 through Ap&J 2006 (which average the parties agreed wa$3)land the exercise price, resul
in a spread of $1.62, then divided by two.

(f) Stock Transactions

During 1999 and 2000 the Company authorized thatigrg of 64,000 shares of restricted stock to kegcetives. The awards wt
valued at an average of $3.50 per share and wsl me20% increments over a five year period frdra tate of the grant. Compensa
expense of $41,304 and $6,303 was recognizedaal figars 2004 and 2005 respectively.

On May 9, 2005, the Company announced its plamfement a limited stock repurchase program in armeapermitted under
bank financing agreement. Under this program, tom@any could spend up to $1.0 million over the rigmonths (not to exceed $500,00
any one quarter) to repurchase outstanding shdiies @mmon stock. On September 7, 2005, the CaowipaBoard of Directors approved
increase of $1.0 million to its stock repurchasagpam announced on May 9, 200Rwring fiscal year 2006, the Company repurchasegd®
shares of common stock for $261,730. During figedr 2005, the Company repurchased 181,300 sh&msonon stock for $1,738,2¢
During fiscal year 2004, the Company did not repase any of its common shares. The Company hasgmed the aggregate amour
shares permitted under the program.

Weighted
(g) Option and Warrant Summary Average
Shares Exercise Price
Balance at January 2, 2005:
Granted - $ --
Exercised 30,20( 3.7C
Canceled 22,50( 7.3€
976,27( $ 6.9¢
Balance at January 1, 2006:
Granted 260,000 $ 12.0C
Exercised 121,47 3.5¢
Canceled 10,75( 5.6¢
1,104,04i $ 8.5¢
Balance at December 31, 2006:
Granted - $ --
Exercised -- warrants 359,77( 10.9(C
Exercised -- options 217,27¢ 5.9¢
Canceled 110,00 7.22
417,000 $ 8.1¢
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The 417,000 options outstanding at December 316 2@@ exercise prices ranging between $2.50 ta0$12f which 247,000 of tl
options had exercise prices ranging from $8.6312.(0. As of December 31, 2006, 403,281 option®vexercisable at an average pric
$8.35.

The Company did not grant any options or warram0i04 and 2006 and the options granted in 2008 Wwily vested.
(h) Income Per Share

Basic income per share is based on the weightethg@eshares outstanding without any dilutive effeminsidered. Prior to t
adoption of Statement of Financial Accounting StaddNo. 123R, diluted income per share recognized the dilufrem all contingentl
issuable shares, including options and warrants.fioal years 2004 and 2005, the effect of diletstock options increased the weigl
average shares outstanding by 246,360 and 285/tit@ssrespectively. For fiscal year 2004 and 2806h stock options and warrants
affect the determination of diluted income by $0ebdl $0.05 per share respectively. 454,570 and405ptions and warrants were consid
antidilutive for fiscal years 2004 and 2005 respety. The options and warrants that are considexetidilutive have a grant price tl
exceeded the market price as of the end of eacal figar.

Since the adoption of SFAS No. 1R3in fiscal year 2006, diluted income per sharedkulated using the treasury stock met
which considers unrecognized compensation expenseh as the potential windfall tax benefits thaflect the current market price and t
compensation expense to be recognized under SFAS28R. If the sum of the assumed proceeds, includiegutirecognized compensal
costs calculated under the treasury stock methaeels the average stock price, those options wmeikcbnsidered antidilutive and there
excluded from the calculation of diluted income gleare. For fiscal year 2006, the incremental shadeled in the calculation of diluted incc
per share were 119,380, which affected the detextioim of diluted income by approximately $0.01 peare.

(6) Leases

The Company leases restaurant operating spacecaripgneent under nonancelable operating leases which expire at varitaie:
through January 31, 2024.

The restaurant operating space base agreementaltygirovide for a minimum lease rent plus comnaoea maintenance, insurar
and real estate taxes, plus additional percentgebased upon revenues of the restaurant (gen2ealto 7%) and may be renewed for per
ranging from five to twenty-five years.

On June 25, 1998, the Company completed alsakeback transaction involving the sale and lesdelf land, building ar
improvements of 13 compargwned restaurants. The properties were sold forSplllion and resulted in a gain of approximat$8:5 millior
that was deferred and is amortized over the terftisecleases, which are 15 years each. The defgaiedat January 1, 2006 and Decembe
2006 was $1,561,070 and $1,352,927, respectivéig. [Eases are classified as operating leases ordzwe with Statement of Finan
Accounting Standards (SFAS) No. 12\¢counting for Leases Subsequent to the original transaction, two leasae sold. The remaining
leases have a total future minimum lease obligatbrapproximately $7,475,681 and are included ia fhture minimum lease paym
schedule below.

Future minimum lease payments (which includes the d¢losed restaurants scheduled below) undercamcelable operating lea
with initial or remaining lease terms in exces®oé year as of December 31, 2006 are approximately:
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Year Ending

2007 $ 5,556,93.
2008 5,341,28,
2009 5,196,26.
2010 4,737,26
2011 4,391,39I
Thereafter 24,489.60

s 471273

On May 4, 2006, the Company was released frone#sd obligations at one of the three Idaho resté&ivehen the third party opers
purchased the building from the landlord.

The two remaining Idaho restaurants (which areuidet! in the table above) have been subleasedrtb ghity restaurant operatc
One of the subtenants has two five year optionsxtend its lease. The other subtenant extenddddse during 2006 for 77 months wt
corresponds with the base lease terms. Future mimifease receipts under noancelable operating leases with initial or renragriease tern
in excess of one year as of December 31, 2006ppm@@mately:

Year Ending

2007 $ 210,15(
2008 199,95(
2009 113,04¢(
2010 115,29¢
2011 117,56
Thereafter 181,05(

$ 037,05

Total rent expense for restaurant operating spadeeguipment amounted to $5,964,086, $6,103,154%&nt64,216 for the fisc
years 2004, 2005 and 2006, respectiv

(7) Acquisition

On January 7, 2004, the Company completed its jagecbf 13 restaurants and related assets frone@srBontbased franchisee fo
total consideration of approximately $13.75 milliofhe financing for the acquisition was provided Bgnk of America (formerly Fle
National Bank), CNL Franchise Network, L“CNL") and the sellers of the Beaumol&sed franchise restaurants. Bank of America (fdg
Fleet National Bank) provided $3.1 million of thegaisition financing by amending its existing ctefdicility with Mexican Restaurants, It
Six of the acquired restaurants were concurrerdlg 0 CNL for $8.325 million in a salleaseback transaction. The sellers acceptec
million in notes from Mexican Restaurants, Inc. foe balance of the purchase price. The Comparpaftes2.5 million in fixed rate notes
March 31, 2006 by borrowing from our Bank of Americredit facility. The remaining seller note regsithe payment of interest only for 1
years, with $500,000 principal due on January 092

The acquisition was accounted for under SFAS Na&.d results of operations are included in th@mpanying financial stateme
from the date of acquisition. The assets acquined l&@bilities assumed of the acquisition were rded at estimated fair values us

comparables, appraisals, and records.

A summary of the assets acquired and liabilitiesiased in the acquisition follow:
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Estimated fair value of assets acquired:

Current assets $ 184,60:
Property and equipment 2,946,36!
Other assets 175,00(
Goodwill 3,283,91!
Total assets $ 6,589,88:
Less: Cash acquired (35,15()
Net assets acquired $ 6,554,73.

On October 14, 2004, the Company completed itshiase of one franchise restaurant in Brenham, Texapproximately $215,0C
which included $164,509 classified as goodwill. Testaurant was closed, remodeled and re-opendibeember 22, 2004.

On August 17, 2006, the Company completed its mgelof two Houstoarea Mission Burritos restaurants and related sigeet
total consideration of approximately $725,000, aslgig acquisition costs. The acquisition was actedifor under Statement of Finan
Accounting Standard No. 14usiness Combinatiorend results of operations are included in the apamying financial statements from
date of acquisition. The assets acquired and liegsilassumed of the acquisition were recordedstinated fair values using comparat
appraisals, and other supporting documentation.

A summary of the assets acquired and liabilitiessiaged in the acquisition follow:

Estimated fair value of assets acquired:

Current assets $ 19,35¢
Property and equipment 233,50(
Goodwill 501,14:
Total assets $ 753,99t
Less: Liabilities assumed (90¢€)
Cash acquired (10,600
Net assets acquired $ 742,49(

(8) 401(K) Plan

Beginning in fiscal year 1998, the Company esthblisa defined contribution 401(k) plan that covers subisgdly all full-time
employees meeting certain age and service requimsméarticipating employees may elect to deferescgntage of their qualifyir
compensation as voluntary employee contributioriss Tompany may contribute additional amounts atdikeretion of management. 1
Company did not make any contributions to the refiscal years 2004, 2005 and 2006.

(9) Related Party Transactions

The Company leased its executive offices fromompany owned by two shareholders of Mexican Reatds, Inc. Net lea
expense related to these facilities in fiscal 26@4 $10,416. The building was sold to a non-relpatly on February 20, 2004.

The Company provides accounting and administragéreices for the Casa Olé Media and Production &ufilde Casa Olé Media ¢
Production Funds are not-for-profit, unconsolidagetities used to collect money from company -owaed franchisewned restaurants to
for the marketing of Casa Olé restaurants. Eadhuesnt contributes an agreed upon percentage séles to the funds.
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(10) Contingencies

The Company has litigation, claims and assessmhiatsarise in the normal course of business. Mamagé believes that t
Company'’s financial position or results of operatiavill not be materially affected by such matters.

On August 15, 2005, the Company issued performamits under the 2005 Plan. As of December 31, 28@&e were 260,0(
performance units outstanding. The performancesupit which 240,000 expire August 2010 and 20,008ire February 2011, vest upo
Business Combination (as defined in the 2005 Pdad)are payable in cash in an amount equal tortigupt of the number of units vested
the average of the high and low prices of the Comi@tmck as of the last business day preceedin@tiseness Combination, which aver

price must be in excess of $20.00 per share.

(11) Selected Quarterly Financial Data (Unaudited)

The unaudited quarterly results for the fiscal yaaded January 1, 2006 and December 31, 2006 wdodl@ws (in thousands, except

per share data):

(Restated)
Fiscal Year 2005 Quarter Ended
January 01 October 2 July 3 April 3

Revenues $ 20,19! $ 19,03C $ 19,63¢ 19,26¢
Income from continuing operations 1,68( 89 531 69¢€
Loss from discontinued operations (577) (58) (29 (21)

$
Net income $ 1,10¢ 31 $ 50z 67%
Basic income per share
Income from continuing operations $ 05C $ 0.0: % 0.1¢ 0.21
Loss from discontinued operations (0.19) (0.02) (0.01) (0.0J)
Net income $ 03 $ 0.01 $ 0.1t 0.2(
Diluted income per share
Income from continuing operations $ 0.4€ $ 0.0: $ 0.1t 0.1¢
Loss from discontinued operations (0.16) (0.02) (0.0)) (0.01)
Net income $ 03C $ 0.01 $ 0.1 0.1¢

(Restated)
Fiscal Year 2006 Quarter Ended
December 31 October 1 July 2 April 2

Revenues $ 19,95 $ 20,37¢ % 20,99¢ 20,93t
Income (loss) from continuing operations (382) 444 1,04 79C
Loss from discontinued operations (628) (69 (35 (29

$ $
Net income (loss $ (1,009) 37¢ 1,00¢ 76€
Basic income per share

$ $
Income (loss) from continuing operations $ (0.12) 0.12 0.31 0.2¢



Loss from discontinued operations

Net income (loss
Diluted income per share

Income (loss) from continuing operations
Loss from discontinued operations

Net income (loss
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(0.1 (0.02) (0.02) (0.09)
$

(030 $ 0.11 03C $ 0.2¢
$ $

(0.12) $ 0.1z 0.2€ 0.2z

(0.1€) (0.02) (0.01) (0.01)

(030 $ 0.1C $ 0271 $ 0.21
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MEXICAN RESTAURANTS, INC.
1135 Edgebrook
Houston, Texas 77034-1899

Dated: March 29, 2007

Bank of America, N.A.

(successor by merger to Fleet National Bank)
100 Federal Street

Boston, Massachusetts 02110

Re: Amendment No. 3 to Amended and Restated RevolviegliC
and Term Loan Agreement

Ladies and Gentlemen:

We refer to the Amended and Restated RevolvingiCaad Term Loan Agreement (as amended, the “Logredment”), dated as of
January 7, 2004, between Mexican Restaurants(tire‘Borrower”) and Bank of America, N.A. (succesby merger to Fleet National Bank)
(the “Lender”). All of the words and expressiongdisn this letter of agreement (this “Amendment BIY.which are not defined herein, but
which are defined in the Loan Agreement, shall tieesame meanings herein as specified theretbeihoan Agreement.

We have requested that you make certain amendneetits Loan Agreement and you have advised usythatire prepared and wot
be pleased to make the amendments requested bytumly on the condition that we join with youthis letter of agreement.

Accordingly, in consideration of the premises dmel promises, mutual covenants and agreements oedtai this Amendment No. 3,
and fully intending to be legally bound by this Amdenent No. 3, we hereby agree with you as follows:
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ARTICLE |

AMENDMENTS TO LOAN AGREEMENT

Effective as of December 31, 2006 (herein the “Miodtion Date”), the Loan Agreement is amendedaéisws:

@) Each reference in any Loan Document to trenlAgreement shall be deemed to include this AmemdiNo. 3, and this
Amendment No. 3 shall be deemed to be a Loan Doctifoeall purposes under the Loan Agreement.

(b) Section 1.18 of the Loan Agreement is delétets entirety and the following is substitutedlieu thereof:

“1.18“Consolidated Cash Flow'means, in relation to the Borrower Affiliated Grooip a Consolidated basis for any period,
Consolidated EBITDAR for such period min{gg cash Taxes paid during such period, mifiyConsolidated Maintenance
Capital Expenditures during such period, and plig} the aggregate amount of any Restricted Paynmeatke pursuant to
Section 5.9 in connection witrest options purchasedirectly from the Company's former Chief Execut®#icer, Curt
Glowacki, in the fourth quarter of fiscal year 2006

(c) The definition of “Revolving Credit Maturitpate” contained in Section 1.65 of the Loan Agreetnand the fifth paragraph of the
Revolving Credit Note, are each amended: (i) bytiley the reference therein to the date “Janua®p@9”; and (ii) by inserting in its place the
following: “December 31, 2011".

(d) Section 1.66 of the Loan Agreement is delé@tets entirety and the following is substitutedlieu thereof:
“1.66 “Revolving Credit Maximum Amount’means Seven Million Five Hundred Thousand Doll&i%%00,000.00).”
(e) Section 1.68 of the Loan Agreement is del@tdts entirety and the following is substitutedlieu thereof:

“1.68 “Revolving Loan Commitment” means, subject to the limitations set forth in thiseement, Seven Million Five
Hundred Thousand Dollars ($7,500,000.00).”

® Notwithstanding anything to the contrary cained in the Loan Agreement or any other Loan Daninfincluding, without
limitation, Section 2.2 of the Loan Agreement anel Term Note), the Term Loan and the Term Loan Citmemt are each hereby terminated

and all amounts advanced under the Term Loan aebheleemed to be advances under the Revolving.Loan

(9) The table set forth in Section 2.6 of the h@areement is amended to read in its entiretyolsvis:

Table 1
Applicable Interest Rate Margins

Applicable Prime Rate Margin| Applicable LIBOR Margin
Rent Adjusted Leverage
Level

I X < 4.25x 0.00% 2.00%

I 4.25x<x < 4.50x 0.50% 2.50%

I x>4.50x 1.00% 3.00%
(h) Clause (iii) of Section 5.9 of the Loan Agmeent is amended: (i) by deleting the reference$®y(#00,000” contained

therein; and (ii) by inserting in its place thelésting: “$2,700,000".
0] Section 5.16 of the Loan Agreement is deleteitls entirety and the following is substitutedlieu hereof:
“5.16 Financial Covenants
5.16(a) Maximum Rent Adjusted Consolidated Leverage Rakie.Borrower shall not permit the ratio of (a)

Consolidated Funded Indebtedness plusimount equal to rental expense (includingfadiny, percentage rent and other
monetary obligations under each real property Léasgehich any member of the Borrower Affiliated Gpis a party)



multiplied by 8 to (b) Consolidated EBITDAR to extk4.75 to 1.00 as of the last day of each fisoattgr (as
determined at the end of each such fiscal quasteth& four consecutive fiscal quarters then ending

5.16(b) Minimum Consolidated Cash Flow Coveragae Borrower shall not permit the ratio of (a)
Consolidated Cash Flow to (b) Consolidated Findr@idigations plugental expense (including all, if any, percentagyg r
and other monetary obligations under each realgstgpease to which any member of the Borrower lisfied Group is a
party) to be less than 1.25 to 1.0 as at the emhpfiscal quarter (as determined at the end dfi sach fiscal quarter for the
four consecutive fiscal quarters then ending).

5.16(c) Maximum Consolidated Capital Expenditur&ése Borrower shall not permit the amount of
Consolidated Capital Expenditures in any periodxoeed the amount specified opposite such perititeitable set forth
below; provided however, that with respect to the maximum amounts refiatethe table set forth below, in any given
fiscal year up to 25% of the unused portion of saictount may be carried over to the next fiscal year

Period Maximum Amount

Fiscal Year 2006 $ 6,000,000

Fiscal Year 2007 $ 5,600,000

Fiscal Year 2008 $ 7,000,000

Fiscal Year 2009 $ 8,750,000

Fiscal Year 2010 $10,500,000

Fiscal Year 2011 $12,500,000"

)] The Amended and Restated Revolving CredieNstamended: (i) by deleting references to “$5,000.00” and “FIVE

MILLION and 00/100 Dollars ($5,000,000.00)", as &pable; (i) by inserting in its place the folloag: “$7,500,000.00” and “SEVEN
MILLION FIVE HUNDRED THOUSAND and 00/100 Dollars @500,000.00)", respectively; and (iii) by extenglime maturity date thereof
to December 31, 2011.

ARTICLE Il

REPRESENTATIONS AND WARRANTIES

The Borrower hereby represents and warrants tbehder as follows:

€) Representations in Loan Documerfsch of the representations and warranties maae bn behalf of the Borrower or
any other member of the Borrower Affiliated Groopybu in any of the Loan Documents, as amendetiisyAimendment No. 3, was true and
correct when made, was true and correct on anflithe dlodification Date and is true and correctaonl as of the date hereof (except to the
extent that such representations and warrantiaterekpressly to an earlier date) with the sanméddtde and effect as if each of such
representations and warranties had been made Botiewer or such other member of the Borrower lited Group on the date hereof anc
this Amendment No. 3.

(b) Defaults No Default or Event of Default exists on the da¢eeof.

(c) Binding Effect of DocumentsThis Amendment No. 3 has been duly executed afideded to you by the Borrower and is
in full force and effect as of the date hereof, Hrelagreements and obligations of the Borrowetaioed herein constitute the legal, valid and
binding obligations of the Borrower, enforceablaiagt the Borrower in accordance with its terms.

ARTICLE Il

PROVISIONS OF GENERAL APPLICATION

€) No Other Change$xcept as otherwise expressly provided by thissAdment No. 3, all of the terms, conditions and
provisions of the Loan Agreement and the other Ldaouments remain unaltered. The Loan Agreementl@adAmendment No. 3 shall be
read and construed as one agreement. The makthg amendments in this Amendment No. 3 does ndyiany obligation or agreement by
the Lender to make any other amendment, waiverjfination or consent as to any matter on any subsetjoccasion.

(b) Governing Law This Amendment No. 3 is intended to take effeca@ealed instrument and shall be deemed to be a
contract under the laws of the Commonwealth of Melsgsetts. This Amendment No. 3 and the rightsadfigations of each of the parties
hereto are contracts under the laws of the Commaltlwef Massachusetts and shall for all purposesonstrued in accordance with and



governed by the laws of such Commonwealth (witlregtrd to conflicts of law rules).

(©) Binding Effect; AssignmentThis Amendment No. 3 shall be binding upon anaerto the benefit of each of the parties
hereto and their respective successors and assigns.

(d) CounterpartsThis Amendment No. 3 may be executed in any nurabeounterparts, but all such counterparts shall
together constitute but one and the same agreeimentking proof of this Amendment No. 3, it shadit be necessary to produce or account
for more than one counterpart hereof signed by e&tte parties hereto.

(e) Conflict with Other Agreementsf any of the terms of this Amendment No. 3 slealhflict in any respect with any of the
terms of any of the Loan Documents, the termsisfAmendment No. 3 shall be controlling.

) Conditions PrecedenfThe obligation of the Lender to make the foregaamendments to the Loan Agreement is subject to
(i) the Lender having received an executed origioainterpart of this Amendment No. 3, duly execwuted delivered by the Borrower, and (ii)
the Lender having signed this Amendment No. 3.

If you are in agreement with the foregoing, plesiga below and deliver a signed counterpart hetetie undersigned, whereupon
this Amendment No. 3, as so accepted by you, blealbme a binding agreement among you and the ugdeds

Very truly yours,

MEXICAN RESTAURANTS, INC.

By:

Name:

Title:

On behalf of, and in his capacity as

Vice President of, the Borrower and each

other member of the Borrower Affiliat€&toup
ACCEPTED AND AGREED:

BANK OF AMERICA, N.A.
(successor by merger to Fleet National Bank)

By:

Name:
Title:



Exhibit 23.1

Consent of Independent Registered Public Accourinm

The Board of Directors and Stockholders
Mexican Restaurants, Inc. and Subsidiaries

We consent to incorporation by reference in thésteggion statements on Form S-8 (Nos. 333-222711333130053) of Mexican Restaurat
Inc. of our report dated March 30, 2007 relatinghe consolidated financial statements of MexicastRurants, Inc. and Subsidiaries
December 31, 2006 and January 1, 2006, which appre#ne December 31, 2006 Annual Report on ForrK B Mexican Restaurants, Inc.

UHY LLP

Houston, Texas
March 30, 2007



Exhibit 23.2

Consent of Independent Registered Public Accountingirm

The Board of Directors
Mexican Restaurants, Inc.:

We consent to the incorporation by reference inrtggstration statements (No. 333-22271 and No-B&B53) on Form 8- of Mexicat
Restaurants, Inc. of our report dated March 28,52@Xcept for Note 1(a), as to which the date isdda27, 2007, with respect to -
consolidated statement of operations, stockholdegsity, and cash flows of Mexican Restaurants, &mad subsidiaries for the year en
January 2, 2005, and which report appears in theals 1, 2006, annual report on Form 10-K of Meri®estaurants, Inc.

KPMG LLP

Houston, Texas
March 30, 2007



Exhibit 31.1

CERTIFICATION PURSUANT TO
SECTION 302 OF THE SARBANES-OXLEY ACT OF 2002

I, Louis P. Neeb, certify that:
1. | have reviewed this report on Form 10-K for yle@r ended December 31, 2006 of Mexican Restasrinat;

2. Based on my knowledge, this report does notatorany untrue statement of a material fact or amndtate a material fact necessary to r
the statements made, in light of the circumstanceer which such statements were made, not misigadith respect to the period coverec
this report;

3. Based on my knowledge, the financial statememtd,other financial information included in thiznaial report, fairly present in all mate
respects the financial condition, results of operstand cash flows of the Registrant as of, andffie periods presented in this report;

4. The Registrans’ other certifying officer and | are responsible éstablishing and maintaining disclosure contesld procedures (as defir
in Exchange Act Rules 13a-15(e) and 15d-15(e))ferRegistrant and have:

(‘&) designed such disclosure controls and procedwresaused such disclosure controls and procedordse designed under «
supervision, to ensure that material informatidatieg to the Registrant, including its consolidatbsidiaries, is made known to us by ot
within those entities, particularly during the metin which this report is being prepared;

(b) evaluated the effectiveness of the Registsattisclosure controls and procedures and preséntbds report our conclusions ab
the effectiveness of the disclosure controls andgualures, as of the end of the period coveredibyéport based on such evaluation; and

(c) disclosed in this report any change in thgiReant’s internal control over financial repogithat occurred during the Registrant
most recent fiscal quarter (the Registrarfourth fiscal quarter in the case of an annupbmg that has materially affected, or is reasoy
likely to materially affect, the Registrant’s int@t control over financial reporting; and

5. The Registrarg’ other certifying officer(s) and | have disclosbdsed on our most recent evaluation of internatrobover financie
reporting, to the Registrant’s auditors and theitacommittee of the Registrast’board of directors (or persons performing theiveden:
functions):
(a) all significant deficiencies and material We@sses in the design or operation of internalrobover financial
reporting which are reasonably likely tvasely affect the Registrant’s ability to recgpdpcess, summarize
and report financial information; and

(b) any fraud, whether or not material, that involvesnagement or other employees who have a significéain
the Registrant’s internal control over fical reporting.

March 30, 2007

/sl Louis P. Neeb
By: Louis P. Neeb,

Chief Executive O#ic







Exhibit 31.2

CERTIFICATION PURSUANT TO
SECTION 302 OF THE SARBANES-OXLEY ACT OF 2002

[, Andrew J. Dennard, certify that:
1. | have reviewed this report on Form 10-K for yle@r ended December 31, 2006 of Mexican Restasrbnat;

2. Based on my knowledge, this report does notadorany untrue statement of a material fact or amdtate a material fact necessary to r
the statements made, in light of the circumstanceer which such statements were made, not misigadith respect to the period coverec
this report;

3. Based on my knowledge, the financial statememtd,other financial information included in thiznaial report, fairly present in all mate
respects the financial condition, results of operstand cash flows of the Registrant as of, andffie periods presented in this report;

4. The Registrans other certifying officers and | are responsililedstablishing and maintaining disclosure contamid procedures (as defit
in Exchange Act Rules 13a-15(e) and 15d-15(e))ferRegistrant and have:

(a) designed such disclosure controls and procedoresaused such disclosure controls and procedoré® designed under «
supervision, to ensure that material informatidatieg to the Registrant, including its consolidatbsidiaries, is made known to us by ot
within those entities, particularly during the metin which this report is being prepared;

(b) evaluated the effectiveness of the Registsattisclosure controls and procedures and preséntbds report our conclusions ab
the effectiveness of the disclosure controls andgualures, as of the end of the period coveredibyéport based on such evaluation; and

(c) disclosed in this report any change in thgiReant’s internal control over financial repogithat occurred during the Registrant
most recent fiscal quarter (the Registrarfourth fiscal quarter in the case of an annupbmg that has materially affected, or is reasoy
likely to materially affect, the Registrant’s intet control over financial reporting; and

5. The Registrarg’ other certifying officer(s) and | have disclosbdsed on our most recent evaluation of internatrobover financie
reporting, to the Registrant’s auditors and theitacommittee of the Registrast’board of directors (or persons performing theiveden:
functions):
(a) all significant deficiencies and material We@sses in the design or operation of internalrobover financial
reporting which are reasonably likely tvaely affect the Registrant’s ability to recgpdpcess, summarize

and report financial information; and

(b) any fraud, whether or not material, that involvesnagement or other employees who have a significéain
the Registrant’s internal control over fical reporting.

March 30, 2007

/s/ Andrew J. Dennard
By: Andrew J. Dennard,

Chief Financial Officer



E xhibit 32.1

CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report of Mexican Resants, Inc. (the “Company”) on Form KOor the period ending December 31, 200
filed with the Securities and Exchange Commissiontloe date hereof (the “Report”), I, Lous Neeb, Chief Executive Officer of 1
Company, certify, pursuant to 18 U.S.C. § 135G dapted pursuant to § 906 of the Sarbanes-OxleypA2002, that:

(1) The Report fully complies with the requirementssettion 13(a) or 15(d) of the Securities Exchangedk 1934 (15 U.S.(
78m or 780(d)); and

(2) The information contained in the Report fairly pets, in all material respects, the financial ctiodi and results
operations of the Company.

/s/ Louis P. Nee

Louis P. Neeb
Chief Executive Officer
March 30, 2007

The foregoing certification is being forwarded $plpursuant to Section 906 of the Sarbafedey Act of 2002 (subsections (a) and (b
Section 1350, Chapter 63 of Title 18, United Sta@esle) and should not be deemed filed by the Cognfanpurposes of Section 18 of
Securities Exchange Act of 1934, as amended.







Exhibit 32.2

CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report of Mexican Resants, Inc. (the Company) on FormHK@er the period ending December 31, 200
filed with the Securities and Exchange Commissiontloe date hereof (the Report), I, Andrew J. Detin&hief Financial Officer of tt
Company, certify, pursuant to 18 U.S.C. § 135Gdapted pursuant to § 906 of the Sarbanes-OxleypA2002, that:

(1) The Report fully complies with the requirementssettion 13(a) or 15(d) of the Securities Exchangedk 1934 (15 U.S.(
78m or 780(d)); and

(2) The information contained in the Report fairly prets, in all material respects, the financial ctiadi and results
operations of the Company.

/s/ Andrew J. Dennar

Andrew J. Dennard
Chief Financial Officer
March 30, 2007

The foregoing certification is being forwarded $plpursuant to Section 906 of the Sarbaf@edey Act of 2002 (subsections (a) and (b
Section 1350, Chapter 63 of Title 18, United St&esle) and should not be deemed filed by the Cosnfempurposes of Section 18 of
Securities Exchange Act of 1934, as amended.



