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ltem 1. Financial Statements

ASSETS

Current assett
Cash and cash equivalel
Royalties receivabl
Other receivable
Inventory

Prepaid expenses and other current a:

Total current asse

Property, plant and equipme
Less accumulated depreciati

Net property, plant and equipme

Goodwill

Deferred tax asse
Property held for sale, n
Other asset

Total Assets

PART 1 - FINANCIAL INFORMATION

Mexican Restaurants, Inc. and Subsidiarie:

Consolidated Balance Sheei

LIABILITIES AND STOCKHOLDERS' EQUITY

Current liabilities:
Current installments of lo-term debr
Accounts payabl
Income taxes payab
Accrued sales and liquor tax
Accrued payroll and taxe
Accrued expenses and ott

Total current liabilities

Long-term debt, net of current portic
Other liabilities
Deferred gair

Commitments and Contingenci

Stockholders' equity

Preferred stock, $.01 par value, 1,000,000 st

authorized, none issu

Common stock, $0.01 par value, 20,000,000 st

authorized, 4,732,705 shares iss
Additional paic-in capital

(Unaudited)
7/2/2006 1/1/2006

$ 637,35( 788,10¢
141,44. 176,64¢
1,791,46 2,088,03!
704,48 744,39

651,36¢ 833,67¢
3,926,11! 4,630,836t
33,671,08 31,511,20
(16,387,43) (15,315,86)
17,283,65 16,195,34
10,902,66. 10,902,66.
3,34¢ 256,27:

505,11¢ 625,31¢
450,42: 526,80:-

$ 33,071,31 33,137,26
$ 1,000,001 1,000,00!
1,558,78: 1,710,06:
489,24 203,11¢
188,90« 127,28:
1,269,38: 1,685,23!
1,258,90 1,536,89!
5,765,22! 6,262,59
3,000,001 4,500,001
2,037,80 1,930,05!
1,456,99 1,561,07!
47,327 47,327
19,153,93 19,406,13



Retained earning

Treasury stock of 1,329,731 and 1,375,728 commaresta
7/2/06 and 1/1/06, respective

Total stockholders' equi
Total Liabilities and Stockholders' Equ

13,393,20 11,620,78
(11,783,17) (12,190,70)
20,811,28 18,883,54

$ 3307131 $  33,137,26




Mexican Restaurants, Inc. and Subsidiaries

Consolidated Statements of Income

Revenues
Restaurant sales
Franchise fees, royalties and other
Business interruption

Costs and expense
Cost of sales
Labor
Restaurant operating expenses
General and administrative
Depreciation and amortization
Pre-opening costs
Restaurant closure costs
Hurricane Rita gain
(Gain) loss on sale of assets

Operating income

Other income (expense
Interest income
Interest expense
Other, net

Income from continuing operations before income
Income tax expense

Income from continuing operations

Discontinued operation
Loss from discontinued operations
Income tax benefit

Loss from discontinued operations

Net income

Basic income per sha
Income from continuing operations
Loss from discontinued operations

Net income

(unaudited)
13-Week 13-Week 26-Week 26-Week
Period Ended Period Ended Period Ended Period Ended
7/02/2006 7/03/2005 7/02/2006 7/03/2005
$ 21,410,57 $ 20,288,38 $ 42,900,80 % 40,190,88
264,91 177,38 433,61 353,07
59,62’ - 59,62 -
21,735,10 20,465,76 43,394,004 40,543,95
5,917,96! 5,728,10:i 11,837,19 11,100,39
6,975,51I 6,689,59I 13,850,26 13,213,88
4,927,64. 4,565,19: 9,869,33: 9,155,72:
1,837,57! 1,716,27: 3,699,66' 3,506,01.
790,19 696,48:¢ 1,544,73: 1,346,39
14,51( 38,83¢ 64,24¢ 39,82¢
78,13: - 78,13: -
(386,27() - (366,809 -
(14,17% 131,20: (8,216) 133,39
20,141,09 19,565,68 40,568,54 38,495,62
1,594,01. 900,07¢ 2,825,49! 2,048,32
63C 634 1,26( 1,26¢
(88,799 (136,13) (198,99 (286,719
23,64 16,91¢ 47,44 59,10¢
(64,52() (118,584 (150,29) (226,347
1,529,49 781,49: 2,675,20: 1,821,98!
523,02 247 ,45¢ 902,79( 589,75¢
1,006,46 534,03 1,772,41. 1,232,22
- (50,647 - (87,270)
- 18,78: - 32,36¢
- (31,860) - (54,906)
$ 1,006,46 $ 502,17: $ 1,772,41. $ 1,177,32.
$ 0.3C % 0.1¢ $ 05 % 0.3¢
- (0.01) - (0.02)
$ 03C % 0.1t $ 05 % 0.34




Diluted income per shai
Income from continuing operations
Loss from discontinued operations

Net income

Weighted average number of shares (be

Weighted average number of shares (dilu

0.27 0.1 $ 0.4¢ 0.3

- (0.01) - (0.01)

0.27 014 $ 0.4¢ 0.32
3,389,52. 3,417,83 3,373,25; 3,416,32
3,666,71; 3,717,55! 3,654,96; 3,722,87.




Mexican Restaurants, Inc. and Subsidiarie:

Consolidated Statements of Cash Flow

Cash flows from operating activitie
Net income
Adjustments to reconcile net income to net ¢
provided by operating activitie
Depreciation and amortizatic
Deferred gain amortizatic
Loss from discontinued operatio
Asset impairments and restaurant closure ¢
Hurricane Rita gail
Loss (gain) on sale of property, plant & equiprr
Stock option compensation expel
Deferred compensatic
Deferred taxe
Changes in assets and liabiliti
Royalties receivabl
Other receivable
Income tax receivable/payal
Inventory
Prepaid and other current ass
Other asset
Accounts payabl
Accrued expenses and other liabilit
Other liabilities
Total adjustment
Net cash provided by continuing operatis
Net cash used in discontinued operati

Net cash provided by operating activit

Cash flows from investing activitie
Insurance proceeds from Hurricane Rita cla
Purchase of property, plant and equipn

Proceeds from sale of property, plant and equipt

Net cash used in continuing operatit
Net cash used in discontinued operati

Net cash used in investing activiti

Cash flows from financing activitie
Net borrowings (payments) under line of cre
Payments on long term notes paye
Purchase of treasury sto

Windfall tax benefi-stock based compensation expe

Exercise of stock optior
Net cash used in financing activiti

Increase (decrease) in cash and cash equivi

(unaudited)

26-Weeks 26-Weeks
Ended Ended
7/02/200€ 7/03/200%

$ 1,772,41.  $ 1,177,32.
1,544,73 1,346,39
(104,079 (104,09)

- 54,90¢

78,13: -
(366,80¢) -
(8,216 133,39:
26,13: -

- 6,30:

252,92¢ 124,90¢
35,20¢ (34,94
(100,090 (133,17¢)
286,13. 379,71.
39,91 (48,18))
182,31( 201,20¢
17,65( 28,11¢
(190,19 (198,85))
(710,349 (267,04,
107,75! 83,63(
1,091,16: 1,572,27
2,863,57 2,749,59!

- (112,68()

2,863,57 2,636,91!
785,02¢ -
(2,643,55) (1,738,84))
215,00( 360,57(
(1,643,52) (1,378,27i)

- (6,065)
(1,643,52) (1,384,34)
1,000,001 (500,001
(2,500,00i) -
(144,760 (250,809
26,73( -
247,22: 122,16(
(1,370,80) (628,647)
(150,759 623,93




Cash and cash equivalents at beginning of p¢
Cash and cash equivalents at end of pe

Supplemental disclosure of cash flow informati
Cash paid during the perio
Interest
Income Taxe:

788,10¢ 1,293,833
$ 637,35( $ 1,917, 77
$ 202,12 $ 281,85!
$ 337,63t $ 79,64t




MEXICAN RESTAURANTS, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Basis of Presentation

In the opinion of Mexican Restaurants, Inc. (thefithany”),the accompanying consolidated financial staten
contain all adjustments (consisting only of normaturring accruals and adjustments) necessary ffairapresentation of tt
consolidated financial position as of July 2, 2086d the consolidated statements of income andft@sk for the 13-week and 26-
week periods ended July 2, 2006 and July 3, 2008.cbnsolidated statements of income for the 1&wed 26week periods end:
July 2, 2006 and July 3, 2005 aret necessarily indicative of the results to beeexgd for the full year. During the interim perig
the Company follows the accounting policies sethfan its consolidated financial statements inAtsual Report and Form 1R-
filed with the Securities and Exchange CommissiorMarch 30, 2006, as amended by FormKIA-filed with the Commission ¢
April 13, 2006. Reference should be made to suchnfiial statements for information on such accognpolicies and furth
financial detail.

The consolidated statements of income and castsffowthe 13-week and 26eek periods ended July 3, 2(
have been adjusted to remove the operations ofdlosstaurants, which have been reclassified asmtiaued operatior
Consequently, the consolidated statements of incaimdecash flows for the 13-week and\2éek periods ended July 3, 2005 sh
in the accompanying consolidated financial statéméave been reclassified to conform to the JulgN6 presentations. The
reclassifications have no effect on total asseta| tiabilities, stockholders’ equity or net incem

Impact of Recently Issued Accounting Standards

In June 2006, the Financial Accounting Standardsar@oreleased FASB Interpretation No. 48 (FIN

“Accounting for Uncertainty in Income TaxesThis Interpretation clarifies the accounting foccartainty in income taxes recogni:
in a company’s financial statements in accordanite FASB Statement No. 10@ccounting for Income Taxes . FIN 48 prescribes
recognition threshold and measurement attributettferfinancial statement recognition and measurémfa tax position taken
expected to be taken in a tax return when it isentiely than not that the position would be sustdi upon examination by the
authorities. This Interpretation is effective fasclal years beginning after December 15, 2006. \&e mot yet completed ¢
evaluation of the impact of the recognition and sueament requirements of FIN 48 on our existinggasitions, but presently \
anticipate that its adoption will not have a matkimpact on our financial statements. FIN 48 alksguires expanded disclost
including identification of tax positions for whicih is reasonably possible that total amounts afecognized tax benefits w
significantly change in the next twelve monthsgeadiption of tax years that remain subject to @ration by major tax jurisdictio
a tabular reconciliation of the total amount ofegognized tax benefits at the beginning and erehoh annual reporting period,
total amount of unrecognized tax benefits thatedfognized, would affect the effective tax rate #rgltotal amounts of interest ¢
penalties recognized in the statements of operatonl financial position.

On October 6, 2005, the FASB released FASB Stafitida (“FSP”) FAS No. 13-1Accounting for Rental Costs
Incurred during a Construction Period . This FSP affects companies that are engaged nistrution activities on buildings
grounds accounted for as operating leases. Thadtiiites the Company to expense rental costs assdavith these leases, star
on the date that the tenant is given control of phemises. As a result, companies must cease lzipijarental costs durir
construction periods. The FSP is effective forfttat reporting period beginning after December 2805. Effective January 2, 20
the Company adopted FSP FAS No. 13-1 and has detminthat it did not have a material effect on @@mpanys financia
statements.




2.

Stock-Based Compensation

At July 2, 2006, the Company had several equitygbaompensation plans from which stdidsed compensation awe
can be granted to eligible employees, officersimratiors. The current plans are the 2005 Long Tkreentive Plan, the 1996 Lo
Term Incentive Plan, the Stock Option Plan for Nemployee Directors and the 1996 Manage3tock Option Plan. These plans
described in more detail in Note 5 of our consdbddinancial statements in our Annual Report omi&0-K and Form 1G/A for
the fiscal year ended January 1, 2006.

Effective January 2, 2006, the Company adopted SR&S 123 (Revisedfhare-Based Payments (SFAS No.123(R
utilizing the modified prospective approach. Ptioithe adoption of SFAS No. 123(R), the Companyanted for the equitjpase:
compensation plans under the recognition and meamsnt provisions of Accounting Principles Board ii@h No. 25,Accounting
for Stock Issued to Employees, and related interpretations (the intrinsic valuethnod), and accordingly, did not recognize
compensation expense for stock option grants.

Under the modified prospective approach, SFAS Nt8(R) applies to new awards and to unvested awdnaswer:
outstanding on January 2, 2006, and those thadudrsequently modified, repurchased or cancellediedthe modified prospecti
approach, compensation cost recognized in the Exwad 26week periods ended July 2, 2006 includes compeamsatst for a
stock-based payments granted to, but not yet vested January 1, 2006, based on the gdatg-fair value estimated in accorde
with the original provisions of SFAS No. 123 andmensation cost for all shabased payments granted subsequent to adc
based on the gramlate fair value estimated in accordance with tlowipions of SFAS No. 123(R). The Company had no sl
option grants during the first and second quarbériscal 2006. On May 23, 2006, the Companigoard of Directors approve(
restricted stock grant of 3,000 shares to eacth@foutside directors with ten years of servicehwsitich grants vesting over a f
year period. Two of the directors qualify for théstricted stock grant.

The fair value of each option award is estimatedhendate of grant using the Black-Scholes-Mertption-pricing model
which uses the assumptions noted in the followalylet. Expected volatility is based on historicalatitities from stock traded. Tl
Company uses historical data to estimate optiomceses and employee terminations used in the méaelddition, separate grot
of employees that have similar historical exertiskavior are considered separately. The expecateddEoptions granted is deriv
using the “simplified” method as allowed under t®visions of the Securities and Exchange Commissi&taff Accountin
Bulletin No. 107 and represents the period of tthmet options granted are expected to be outstantilagagement has estimate
forfeiture rate of zero for these calculations. Tis&-free interest rate for periods within the contratiife of the option is based
the U.S. Treasury yield curve in effect at the tiohgrant.

13 Weeks Ended
712106 7/3/05

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

26 Weeks Ended
712106 7/3/05

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




As a result of adopting SFAS No. 123(R) on Jan2ar®006, income before income taxes, net incomeddnted earning
per share for the 13 weeks ended July 2, 2006, lveser by $13,066, $8,235, and $0.00 per sharpeively, and for the 26 wee
ended July 2, 2006 were lower by $26,132, $16,4itl$0.00 per share, respectively, than if the Comped continued to accot
for stock-based compensation under APB Opinion2$o.

The Company receives a tax deduction for certaitksbption exercises during the period the optians exercise
generally for the excess of the price at whichdpgons were sold over the exercise prices of {hgons. There were 35,737 ¢
35,975 stock options exercised in the 13 week deremded July 2, 2006 and July 3, 2005, respegtiféle Company received c:
in the second quarter of 2006 in the amount of $27 and $124,260 ($122,160 received in the segoadter and $2,100 in t
third quarter of 2005) from the exercise of thegtams.

The following table illustrates the effect on netome and earnings per share if the Company haliedppe fair valu
recognition provisions of SFAS No. 123(R) to optagranted under the Company’s stock option planghi® 13-week and 2éeel
periods ended July 3, 2005. For purposes of tlisfgmma disclosure, the value of the options isnestied using the Black-Scholes-
Merton option-pricing model and amortized to exmeasger the options vesting period.

13 Weeks Ende 26 Weeks Ende

7/3/2005 7/3/2005
Net income- as reported $ 502,17: $ 1,177,32.
Less: Stock based compensation expense, determnirted fair value based method for all award
net of taxes 21,367 42,73¢
Pro forma net income $ 480,807 $ 1,134,58
Net income per share dilut- as reported $ 014 $ 0.32
Pro forma net income per share diluted $ 0.1z $ 0.3C

In conjunction with the Company’1996 initial public offering, the Company entefatb warrant agreements with Lo
P. Neeb and Tekex Partners, a limited liability company in whiehformer member of the Board of Directors is a gpal. The
warrants to purchase 359,770 shares of common $10¢k885 each to Louis P. Neeb and ™ex Partners), which had a $10
exercise price, were all exchanged on April 24,&200der agreements with the warrant holders thatiged for the delivery «
11,638 shares of the Company’s common stock to ebbtr. Neeb and Teex Partners. The exchange rate was determinele
difference between a fifteen day simple tradingrage for the Common Stock from March 27, 2006 tgroApril 15, 2006 (whic
average the parties agreed was $12.52) and theisxg@rice, resulting in a spread of $1.62, thewdéd by two.

3. Net Income per Common Share

Basic income per share is based on the weightedg&ehares outstanding without any dilutive efecnsidered. Dilute
income per share reflects dilution from all conéngy issuable shares, including options and wastaks of July 2, 2006 and July
2005, the Company had 688,541 and 929,795 optindsaerrants outstanding, respectively. As of Jul@06 and July 3, 20C
such stock options and warrants have the effeaiaréasing basic weighted average shares outstamgir277,186 and 299,728
such 13-week periods and 281,711 and 306,548 @r 86-week period ending on these dates, respbctive

4. Hurricane Rita Update

During second quarter 2006, the Company finalizegotiations with its insurance carrier for the Heane Rita insuran
claim. For the second quarter ended July 2, 20@5Cobmpany recognized in the consolidated statenfentome $386,270 as a g
and $59,621 as business interruption revenue fheninsurance claim. The Company was able to negatihigher settlement un
the provisions of its insurance policy than the amamriginally estimated, which resulted in an diddial gain recorded in the secc
quarter of 2006. For the h8eek period ended July 2, 2006 the Company capial$330,196 in asset cost expenditures rela
damaged property in the consolidated balance shEetsthe 26week period ended July 2, 2006, the Company reezegnin thi
consolidated statement of income $366,808 as afgaim the insurance claim, and recognized $440j84&sset cost expenditu
related to damaged property in the consolidatedrioal sheets. As of July 2, 2006, the Company haseivable due from i
insurance carrier for $1,020,606.




Iltem 2.

Long-term Debt

On March 31, 2006, the Company prepaid $2.5 milbbthe Beaumonbased franchise restaurant seller notes by dr:
$2.0 million on its Bank of America revolving lireg credit, with the balance paid from cash reserves

Management’s Discussion and Analysis of Financial@dition and Results of Operations
Special Note Regarding Forward-Looking Statements

This Form 10-Q contains forwatdeking statements within the meaning of the Pev@ecurities Litigation Reform Act
1995. Such forwardboking statements involve known and unknown riskgsertainties and other factors which may causetue
results, performance or achievements of the Compabg materially different from any future resufperformance or achieveme
expressed or implied by such forwdobking statements. Such factors include, amongersththe following: growth strate¢
dependence on executive officers; geographic cdredén; increasing susceptibility to adverse ctinds in the region; changes
consumer tastes and eating habits; the risk of-fmde illness; national, regional or local economai real estate conditio
demographic trends; inclement weather; traffic gyatt; the type, number and location of competirsgargants; inflation; increas
food, labor and benefit costs; the availabilityexperienced management and hourly employees; sdiagand the timing of ne
restaurant openings; changes in governmental régouda dram shop exposure; and other factors noteyxperienced by il
Company. The use of words such as “believes”, tapdaies”, “expects”, “intendsand similar expressions are intended to ide
forward4ooking statements, but are not the exclusive meéidentifying such statements. Readers are utgedrefully review an
consider the various disclosures made by the Coynjpathis report and in the Compasyimost recently filed Annual Report ¢
Form 10-K and Form 10-K/A that attempt to advisteiasted parties of the risks and factors that affgct the Companyg busines:
The Company undertakes no obligation to updatesaich statements or publicly announce any updatesvisions to any of tt
forwarddooking statements contained herein, to reflect eimgnge in its expectations with regard theretaror change in even
conditions, circumstances or assumptions underlyiralp statements.

General

The Company operates and franchises Mextbame restaurants featuring various elements agsdcivith the casu
dining experience under the names Casa Olé, Mgnsefex-Mex Café, Monterey’ Little Mexico, Tortuga Coastal Cantina, Cr
Joses and La Senorita. At July 2, 2006 the Company aipdr61 restaurants, franchised 18 restauranticeam$ed one restaurani
various communities in Texas, Louisiana, Oklahoma ichigan.

The Company’s primary source of revenues is the shfood and beverages at Companyned restaurants. The Comp
also derives revenues from franchise fees, rogalied other franchiselated activities with respect to its franchisedtaurant:
Franchise fee revenue from an individual francisiske is recognized when all services relating éoshle have been performed
the restaurant has commenced operation. Initiakcfrise fees relating to area franchise sales amgnized ratably in proportion
the services that are required to be performeduantsto the area franchise or development agreeanasrtt proportionately as |
restaurants within the area are opened.

The consolidated statements of income and castsffowthe 13-week and 26eek periods ended July 3, 2005 have
adjusted to remove the operations of restauramtsed| prior to January 1, 2006, which have beerassifled as discontinu
operations. There were no discontinued operatibmsugh the 26 weeks ended July 2, 2006. Conseguethé consolidate
statements of income and cash flows for the 13-wae# 26week periods ended July 3, 2005 shown in the acaamipc
consolidated financial statements have been réfitas$o conform to the July 2, 2006 presentatibhese reclassifications have
effect on total assets, total liabilities, stoclderss equity or net income.




Since its inception as a public company in 199@, @ompany has primarily grown through the acquisitof othe
Mexican food restaurant companies. In 1997, the @2 purchased all of the outstanding stock of Mmws Acquisition Cory
(“MAC"). At the time of the acquisition, MAC owned and opeda26 restaurants in Texas and Oklahoma undemanee
“Monterey’s Tex-Mex Café,” “Monterey’s Little Mex&' and “Tortuga Coastal Cantina.”

In 1999, the Company purchased 100% of the outsigretock of La Sedrita Restaurants, a Mexican restaurant ¢
operated in the State of Michigan. At the time lod tacquisition, La Sefiorita operated five compawped restaurants, and th
franchise restaurants.

On January 7, 2004, the Company compliésedurchase of 13 restaurants and related assetsifs Beaumont-
based franchisee and affiliates for a total comsiiten of approximately $13.75 million. The finangi for the acquisition wi
provided by Fleet National Bank, CNL and the sselleéfhe restaurants acquired include eight Casar@itaurants located
Southeast Texas, two Casa Olé restaurants locat8duthwest Louisiana, and three Crazy Josestaurants located in South
Texas.

On October 14, 2004, the Company completed its hms®e of one franchise restaurant in Brenham, Tdme
approximately $215,000. The restaurant was clasgdodeled and re-opened on November 22, 2004.

Results of Operations

Revenues . The Companys revenues for the second quarter of fiscal 2066ased $1.3 million or 6.2% to $2
million compared with $20.4 million for the sameamier in fiscal 2005. Restaurant sales for secarattgr 2006 increased $
million or 5.5% to $21.4 million compared with $30million for the second quarter of fiscal 2005.papximately 80.0% of tf
increase in restaurant sales reflects the additfane new restaurant and the full quarter impécrmther new restaurant adde
the end of second quarter 2005. The remaindereofritrease reflects positive samestaurant sales growth. For the second qt
ended July 2, 2006, total system same-restaurded secreased 0.3%, Company-owned saestaurant sales increased 1.1%
franchised-owned same restaurant sales decreddéd 2.

On a year-to-date basis, the Compangvenue was up $2.9 million or 7.0% to $43.4igrilicompared with $40
million for the same 26-week period in fiscal 208&staurant sales for the @&ek period ended July 2, 2006 increased $2.7am
or 6.7% to $42.9 million compared with $40.2 mitlidor the same 2@eek period of fiscal 2005. Approximately 55.0% tbé
increase in restaurant sales reflects new restaadditions, with the remainder of the increaséerting positive sameestaurar
sales growth. For the 26-week period ended JuB0R6, total system same-restaurant sales increa$ée Company-owned same-
restaurant sales increased 3.1% and franchisedebsarme-restaurant sales decreased 0.9%.

For the quarter ended July 2, 2006, franchise femmlties and other increased $87,529 or 49.3%264,91.
compared with $177,384 for the same quarter a ggar The increase was due to the recognition of08B0in royalties due to
correction of understated royalty income over tlBeptevious quarters, which were recorded in the@ms@quarter of 2006. Als
during the second quarter ended July 2, 2006, theagany recorded $59,621 of business interruptiarceeds related to
Hurricane Rita insurance claim.

On a year-tadate basis, franchise fees, royalties and otheeased $80,537 or 22.8% to $433,611 comparec
$353,074 for the same 2Geek period of fiscal 2005, with the increase pritgareflecting the previously mentioned royalty
$80,000.




Costs and Expenses . Costs of sales, consisting of food, beverageoligsupplies and paper costs, decreases
percent of restaurant sales 60 basis points t&2 ¢d@impared with 28.2% in the second quarter oafi2005. The decrease prima
reflects lower produce, dairy and tortilla coste®ting favorable market conditions.

On a year-tadate basis, costs of sales held constant as anpexteestaurant sales at 27.6% compared witl
same 26-week period a year ago.

Labor and other related expenses decreased asentsge of restaurant sales 40 basis points t@@Bascompare
with 33.0% in the second quarter of fiscal 2005.&80rear-todate basis, labor and other related expenses decraa a percentage
restaurant sales 60 basis points to 32.3% as ceapéth 32.9% for the same 2feek period a year ago. These decreases prir
reflect labor efficiencies relative to positive ssnestaurant sales.

Restaurant operating expenses, which primarilyuthelrent, property taxes, utilities, repair andnteiance, liquc
taxes, property insurance, general liability inseeand advertising, increased as a percentagestafurant sales 50 basis point
23.0% as compared with 22.5% in the second quaftiscal 2005. On a year-tdate basis, restaurant operating expenses inci
as a percentage of restaurant sales 20 basis poig8&0% as compared with 22.8% for the samev@ék period a year ago. Th
increases reflect higher electricity and natural gasts for these periods.

General and administrative expenses consist ofrsgqseassociated with corporate and administrativetions the
support restaurant operations. As a percentagetalfrevenue, general and administrative expemsgeased 10 basis points to 8
for the second quarter of fiscal 2006 as comparith 8:4% for the second quarter of fiscal 2005absolute dollars, general ¢
administrative costs were $121,301 higher in treoseé quarter of fiscal 2006 compared with the sdaqumarter of fiscal 2005. Or
year-todate basis, general and administrative expensasalsEm as a percentage of total sales 10 basits 10iB8.5% as compar
with 8.6% in the same 2@&eek period one year ago. In absolute dollars, gé¢aed administrative costs were $193,656 highehé
26-week period of fiscal 2006 compared with the ea@fiweek period in fiscal 2005. These increases prignaeflect planne
compensation increases compared with comparabledsein 2005, as well as SFAS No. 123 (Revised)ré&Based Paymer
expensing of options.

Depreciation and amortization expenses includedépeciation of fixed assets and the amortizatioimtangible
assets. Depreciation and amortization expensedasettas a percentage of total sales 20 basis poiBt§% as compared with 3..
the same quarter in fiscal 2005. Such expenséhéosecond quarter of fiscal 2006 was $93,710 higtear for the second quartel
fiscal 2005. On a year-tdate basis, depreciation and amortization expenseased 30 basis points to 3.6% of total sali
compared with 3.3% for the same 26-week periodaa ggo. The 26-week period of fiscal 2006 was 8348 higher than the 26-
week period in fiscal 2005. These increases for20@6 quarter and 2&eek periods reflect additional depreciation expefus
remodeled restaurants, new restaurants, and tfezespent of equipment and leasehold improvementarious existing restauran

The Company opened one new restaurant at the ehe difst quarter of 2006 and incurred $49,73pneropening
costs in the first quarter of 2006 and $14,510hi@ second quarter of 2006. There was one restaopamed during the secc
quarter of 2005 incurring $38,836 in pre-openingtsaduring that quarter, and for the ®6ek period of fiscal 2005 incurri
$39,825 in pre-opening costs.

Restaurant Closure Costs. The restaurant closure cost of $78,131 primarilstesl to the real estate commis:
paid on the sale of a previously closed restauraBbise, Idaho. There were no restaurant closastsdor the 13-week and 2@eelk
periods of fiscal 2005.

Losson Disposal of Assets - Hurricane Rita . During second quarter 2006, the Company finalizeglotiations wit
its insurance carrier for the Hurricane Rita insweclaim. For the second quarter ended July 26,206@ Company recognized in
consolidated statement of income $386,270 as a ayain$59,621 as business interruption revenue fl@minsurance claim. T
Company was able to negotiate a higher settlemeaahéruthe provisions of its insurance policy tha@ #mount originally estimate
which resulted in an additional gain recorded ia #econd quarter of 2006. The Company also ca@thi$330,196 in asset c
expenditures related to damaged property in theaatated balance sheets. For thewafk period of fiscal 2006, the Comp:
recognized in the consolidated statement of inc88@&6,808 as a gain from the insurance claim, apitatezed $440,042 in as:
cost expenditures related to damaged propertydrctimsolidated balance sheets. As of July 2, 2B@5Company has a receive
due from its insurance carrier for $1,020,606, anticipates that it will collect this amount duritige 2006 third quarter.
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Gain/Loss on Sale of Assets . During the second quarter of fiscal 2006, the @any recorded a net gain of $14,
for the disposition and sale of restaurant asaising the second quarter of fiscal 2005, the Camgpacorded losses of $131,:
related to miscellaneous dispositions and salesséts.

On a year-tadate basis, the Company recorded a gain of $8,216ate of assets as compared with a lo:
$133,393 on the disposition of assets for the s2@re@eek period a year ago, as explained in theepiag paragraph.

Other Income (Expense). Net expense decreased $54,064 to $64,520 in tladewarter of fiscal 2006 compa
with a net expense of $118,584 in the second quaftiscal year 2005. Interest expense decread@®B44 to $88,793 in the sec«
quarter of fiscal year 2006 compared with interegiense of $136,137 in the second quarter of figeat 2005. The Company p
down a net of $1.0 million in debt during the set@uarter of fiscal 2006. The decrease in inteegpense reflects declining d
balances that have been partially offset by inénggimterest rates.

On a year-tadate basis, net expense decreased $76,051 to $158sZompared with a net expense of $226,3
the 26-week period of fiscal 2005. For thewgéek period of fiscal 2006, interest expense deew&87,723 to $198,992 comp:
with interest expense of $286,715 for the samev@6k period in fiscal 2005. The decrease in inteerpense reflects declining d
balances that have been partially offset by inéngaisterest rates.

Income Tax Expense. The Companys effective tax rate from continuing operationstfee second quarter of fisi
2006 was 34.2% as compared to 31.7% for the segoader of fiscal 2005. The 2.5% increase in ttiective tax rate between i
comparable quarters resulted from marginal diffeesrin permanent differences.

On a year-to-date basis, the Company’s effediax rate from continuing operations for thev@éek period ¢
fiscal 2006 was 33.8% as compared to 32.4% for2thwveek period of fiscal 2005. The 1.4% increase i éfffective tax ra
between the comparable 26-week periods resulta@d fnarginal differences in permanent differences.

Restaurant Closure Costs and Discontinued Operations . No losses from discontinued operations were recbi
the second quarter of fiscal 2006 or in the 26-weetiod of fiscal 2006. In the corresponding quaated 26week period of fisci
year 2005, the Company recorded losses net ofrtem €fiscontinued operations related to previousged restaurants of $31,¢
and $54,906, respectively.

Liquidity and Capital Resources

The Company met capital requirements for thev2@k period of fiscal 2006 with cash generated fiigrations an
its cash reserves. In this 2&ek period, the Company's operations generatétriiflion in cash, as compared with $2.6 millior
the 26week period of fiscal 2005. The change reflectsititeease in operating income less the timing déffiee of prepaid sal
taxes. As of July 2, 2006, the Company had a wgrkiapital deficit of $1.8 million, compared withweorking capital deficit ¢
approximately $1.6 million at January 1, 2006. Arkiog capital deficit is common in the restaurandlustry, since restaur:
companies do not typically require a significantdstment in either accounts receivable or inventory
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The Company's principal capital requirements ageftimding of routine capital expenditures, newaesdint development
acquisitions and remodeling of older units. Duritigg 2006 26wxeek period ended July 2, 2006, total cash usedcépita
requirements was approximately $2.6 million, of erhi$440,042 was spent to replace assets damagétutricane Rita. Th
Company opened one new restaurant in Owasso, Qkkainear the end of the first quarter of fiscal 200tat restaurant is preser
exceeding sales expectations. The balance of tapifgenditures was for necessary replacement ofpewnt and leasehc
improvements in various older restaurants. Recetitly Company signed a new lease for a restaurgotans to open during t
fourth quarter of fiscal 2006. The Compasmyhanagement anticipates that it will spend appmaiely $3.0 million for capit:
expenditures during the remainder of fiscal 2006.

Over the last several years, the Company incurdelitianal debt to carry out acquisitions, to deypelew restaurants,
remodel existing restaurants, and to repurchasmitemon stock, as well as to accommodate otheringiapital needs. During t
26-week period of fiscal 2006, the Company paid dodrb3$nillion of its indebtedness. Also during thesfiquarter of fiscal 200
the Company prepaid $2.5 million of the Beaumioased franchise restaurant seller notes by dra®@ million on its Bank ¢
America revolving line of credit, with the balanpaid from cash reserves. During the balance oflffigear 2006, the Compa
anticipates that it will use excess cash flow tgp gawn approximately $800,000 of additional indelniess.

In January 2004, the Company amended its $10.Gomikredit facility with Bank of America to accomuaate th
acquisition of the Beaumotiased franchise restaurants. The amended creflityfaonsists of a $5.0 million term note that uégs
quarterly principal payments of $250,000 and mausa December 31, 2008. The credit facility alscludes a $5.0 millic
revolving line of credit that matures on January2@07. The interest rate is either the prime ratd IBOR plus a stipulate
percentage. Accordingly, the Company is impactedhanges in the prime rate and LIBOR. The Comparsybject to a noose fe:
of 0.75% on the unused portion of the revolver fribra date of the credit agreement. As of July 262@he Company had $:
million of debt outstandingvith Bank of America ($2.0 million on its term ncded $1.5 million on its revolving line of credajc
$500,000 in a Beaumont-based franchise sellerfoot total indebtedness of $4.0 million.

On April 1, 2005, the Company and Bank of Americaeaded the $10.0 million credit facility to acconuate th
Companys growth plans. The amendment allows for additiaregdital expenditures, revised certain covenamnbgatncreased ti
amount of allowable stock repurchases, and extenledmaturity date of the revolving line of cretit January 7, 2009. T
Company and Bank of America further amended theGdfllion credit facility to revise certain rati@sfected by Hurricane Rita a
the Companys stock repurchase program, and to lower the agipédnterest rate margins. This amendment wasddgoreNovembe
15, 2005 and was made effective June 30, 2005.C0drapany is in full compliance with all debt covetsamas amended. T
Company expects to be in compliance with all delvieoants throughout fiscal year 2006.

On May 9, 2005, the Company announced its plamfiiément a limited stock repurchase program in ameapermitte
under its bank financing agreement. The Companyehtered into a repurchase plan designed to cowiglyRules 10b5-1 and 10b-
18 under the Securities and Exchange Act of 193euwhich an agent appointed by the Company detesithe time, amount, &
price at which purchases of common stock are msdwgect to certain parameters established in agvapthe Company. During t
second quarter of fiscal 2006, the Company repwedhd 4,000 shares of its common stock for a tateémwf $144,760. During tl
second quarter of fiscal 2006, the Compangmployees exercised 35,737 options and the Compaeived $247,223 in r
proceeds. Under this program, the Company has $136f authority remaining to repurchase outstagdihares of its comm
stock. Shares previously acquired are being hetdgémeral corporate purposes, including the oftdethe dilutive effect o
shareholders from the exercise of stock options.
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Iltem 3.

The Company’s management believes that with itsadjmg cash flow and the Compasyevolving line of credit with Bar
of America, funds will be sufficient to meet opéngt requirements and to finance routine capitaleexditures and new restaur
growth through the next 12 months. Unless the Caompaolates an important debt covenant, the Comizanyedit facility witt
Bank of America is not subject to triggering evethist would cause the credit facility to become daener than the maturity da
described in the previous paragraphs.

Quantitative and Qualitative Disclosures about Marlet Risk
The Company does not have or participate in trdimec involving derivative, financial and commoditystruments. ,

portion of the Company’s lontgrm debt bears interest at floating market raBesed on the amount outstanding at July 2, 20
1% change in interest rates would change intergmirese by $8,750 per quarter.

Item 4. Controls and Procedures

(a) Evaluation of Disclosure Controls and Procedures

The Company maintains disclosure controls and phoes that are designed to ensure that informatguired to b
disclosed in the Company's reports under the SexsidiExchange Act of 1934, as amended (the "Exahakg'"), is recordes
processed, summarized and reported within the pien®ds specified in the Commission's rules anth§rand that such informati
is accumulated and communicated to managementiding the Company's Chief Executive Officer andeElkinancial Officer, &
appropriate, to allow timely decisions regardinguieed disclosure. The Company periodically revighe design and effectiven:
of its disclosure controls and internal control ofirancial reporting. The Company makes modifizasi to improve the design ¢
effectiveness of its disclosure controls and iraeaontrol over financial reporting, and may taklew corrective action, if its revie!
identify a need for such modifications or actions.

There are inherent limitations to the effectivenessany system of disclosure controls and integwmitrol over financie
reporting, including the possibility of human eramd the circumvention or overriding of the corgrahd procedures. According
even effective disclosure controls and internalticdrover financial reporting can only provide reaable assurance of achiev
their control objectives.

As of the end of the period covered by this repbe, Company carried out an evaluation, under tipervision and with tt
participation of the Company’s management, inclgdihe Company President and Chief Executive Officer togethethwhe
Company’s Chief Financial Officer, of the effectiass of the design and operation of the Companysclosure controls a
procedures, as such term is defined under Rulel®8a); under the Exchange Act. Based upon the evahjahe Company
President and Chief Executive Officer and the CamfsaChief Financial Officer concluded that the Gmany’s disclosure contrc
and procedures are effective in timely alertingnth® material information relating to the Compaimyciuding its subsidiarie
required to be included in the Compasyperiodic filings with the Securities and Exchar@emmission. There have been
significant changes in the Compasynternal controls or in other factors that cositghificantly affect internal controls subseques
the date of the evaluation.

(b) Change in Internal Control over Financial Rejoor
No change in the Comparsycontrol over financial reporting or in other farst that could significantly affect this cont

occurred during the Comparsymost recent fiscal quarter that has materiafigcaéd, or is reasonably likely to materially affethe
Company’s internal control over financial reporting
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PART Il - OTHER INFORMATION

Item 1A. Risk Factors

There have been no material changes in the Comgpais¥ factors from the disclosure included in A&reual Report on Form 10-
K for the fiscal year ended January 1, 2006.

Item 2. Unregistered Sales of Equity Securities andse of Proceeds

Items 2(a) and (b) are not applicable.

(c) The following table provides information abaé Company’s purchases of shares of its CommorkSto

Total Number o

Shares Maximum
Purchased as Number of
Part of Shares That Me
Publicly Yet Be
Total Number o Announced Purchased Und
Shares Average Price Plans or the Plans or
Period Purchased Paid Per Share Programs Programs
1/2/2006-4/2/2006 0 0 0 (1)
4/3/2006--7/2/2006 14,000 $10.34 14,000 $116,973

(1) Under a share repurchase program approved by taglRBx Directors of the Company on May 2, 2005, antended September 7, 2(
the Company is authorized to repurchase up to $2000 in maximum aggregate amount of the Comma@ommon Stock (not
exceed repurchases up to $500,000 in any one gudre repurchase program is designed to comply Rules 10b-18 and Rule 1085-
under the Securities Exchange Act of 1934 undechvhin agent appointed by the Company will deterrthiegtime, amount, and price
which purchases of common stock will be made, suiligecertain parameters established in advandbdoZompany. As of July 2, 20!
the Company has $116,973 of repurchase authoritgireng.

Item 4. Submission of Matters to a Vote of Securityolders

The Company held its 2006 annual meeting of shdder® on Tuesday, May 23, 2006. At the annual mgetihe Company’
shareholders took the following actions:

1) By a vote of 3,208,218 for, 950 withheld, the shatders elected Cara Denver as Class | Directoa firm expiring
the annual meeting to be held in 2009 and untilsliecessor is elected and qualified.

2) By a vote of 3,193,928 for, 15,240 withheld, thargiolders elected Larry N. Forehand as Classettir for a terr
expiring at the annual meeting to be held in 2009 antil his successor is elected and qualified.

3) By a vote of 3,208,568 for, 600 withheld, the shaiders elected Thomas E. Martin as Class | direidpa tern
expiring at the annual meeting to be held in 2009 antil his successor is elected and qualified.

Additionally the following current directors of th@ompany continued to serve as directors as offalmving the 2006 annu
meeting: Michael D. Domec, Curt Glowacki, LouisNReeb, Joseph J. Fitzsimmons and J. Stuart Sargent.
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Item 6. Exhibits

Exhibit Number

Document Description

31.1

31.2
32.1

32.2

Certification of Chief Executive Officer Pursuant$ection 302 of the Sarbanes-Oxley Act of
2002
Certification of Chief Financial Officer Pursuant$ection 302 of the Sarban@siey Act of 200:
Certification of Chief Executive Officer Pursuant$ection 906 of the Sarbanes-Oxley Act of
2002
Certification of Chief Financial Officer Pursuant$ection 906 of the Sarban®@siey Act of 200:

Items 1, 3 and 5 of this Part Il are not applicabid have been omitted.
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SIGNATURES

Pursuant to the requirements of the SecuritiesEaathange Act of 1934, the registrant has duly catisis report to be signed on its behal
the undersigned thereunto duly authorized.

Mexican Restaurants, Inc.

Dated: August 9, 2006 By: /s/ Curt Glowacki
Curt Glowacki

Chief Executive Officer

(Principal Executive Officer)

Dated: August 9, 2006 By: /s/ Andrew J. Dennard
Andrew J. Dennard

Executive Vice President, Chief Financial OfficefT&asurer

(Principal Financial Officer and

(Principal Accounting Officer)
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Exhibit 31.1

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

I, Curt Glowacki, certify that:

1. | have reviewed this quarterly report on Form 10f@exican Restaurants, Inc.;

2. Based on my knowledge, this report does not corgajnuntrue statement of a material fact or omattde a material fact necess
to make the statements made, in light of the cistarmces under which such statements were madmisieding with respect to t
period covered by this report;

3. Based on my knowledge, the financial statements$,adiner financial information included in the repdairly present in all materi
respects the financial condition, results of operatand cash flows of the registrant as of, angdtfie periods presented in the rep

4. The registrans other certifying officer(s) and | are responsiloleestablishing and maintaining disclosure cdstemd procedures (
defined in Exchange Act Rules 13a-15(e) and 15&)}5¢r the registrant and have:

a) designed such disclosure controls and proceduresaused such disclosure controls and procedures tesigned under ¢
supervision, to ensure that material informatidatieg to the registrant, including its consolidhtbsidiaries, is made knowr
us by other within those entities, particularlyidgrthe period in which the report is being prepgare

b) evaluated the effectiveness of the registsanlisclosure controls and procedures and presentéds report our conclusio
about the effectiveness of the disclosure contrnls procedures, as of the end of the period coveydtis report based on st
evaluation; and

c¢) disclosed in this report any change in the registsanternal control over financial reporting thatcurred during the registrast’
most recent fiscal quarter that has materiallyciéfé, or is reasonable likely to materially affébg registrans internal contrc
over financial reporting; and

5. The registrans other certifying officer(s) and | have disclosbdsed on our most recent evaluation of internatrobover financie
reporting, to the registrant’s auditors and theitaadmmittee of the registramst’board of directors (or persons performing
equivalent functions):

a) all significant deficiencies and material weaknsesigethe design or operation of internal controéiofinancial reporting whic
are reasonable likely to adversely affect the teayig's ability to record, process, summarize and refjmahcial information; an

b) any fraud, whether or not material, that involvesnagement or other employees who have a significdatin the registrant’
internal control over financial reporting.

August 9, 2006

/sl Curt Glowacki

By: Curt Glowacki,
Chief Executive Officer







Exhibit 31.2

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

[, Andrew J. Dennard, certify that:

1.

| have reviewed this quarterly report onrrdi0-Q of Mexican Restaurants, Inc.;

Based on my knowledge, this report does not corgainuntrue statement of a material fact or om#ttde a material fact necess
to make the statements made, in light of the cistarmces under which such statements were madmisieiding with respect to t
period covered by this report;

Based on my knowledge, the financial statemenis,atiner financial information included in the repdairly present in all materi
respects the financial condition, results of operstand cash flows of the registrant as of, angtfie periods presented in the rep

The registrans other certifying officer(s) and | are responsiloleestablishing and maintaining disclosure cdstemd procedures (
defined in Exchange Act Rules 13a-15(e) and 15&)}5¢r the registrant and have:

a) designed such disclosure controls and proceduresmused such disclosure controls and procedurbes ttesigned und
our supervision, to ensure that material informatielating to the registrant, including itoasolidated subsidiaries, is mi
known to us by other within those entities, pattcly during the period in which the report is bgiorepared;

b) evaluated the effectiveness of the registsadisclosure controls and procedures and presdntdtiis report oL
conclusions about the effectiveness of the discsontrols and procedures, as of the end ofglieod covered by this rep
based on such evaluation; and

C) disclosed in this report any change in thasteant’s internal control over financial reporting thatcored during th
registrant’s most recent fiscal quarter that haserrelly affected, or is reasonable likely to matly affect, the registrarg’
internal control over financial reporting; and

The registrans other certifying officer(s) and | have disclosbdsed on our most recent evaluation of internatrobover financie
reporting, to the registrant's auditors and theitaudmmittee of the registrast’board of directors (or persons performing
equivalent functions):

a) all significant deficiencies and material weaknssisethe design or operation of internal controtiofinancial reportin
which are reasonable likely to adversely affect thgistrants ability to record, process, summarize and refioencia
information; and

b) any fraud, whether or not material, that involveanagement or other employees who have a significaatin the
registrant’s internal control over financial repogt

August 9, 2006

/s/ Andrew J. Dennard

By:

Andrew J. Dennard,
Chief Financial Officer







Exhibit 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 Quarterly Report of Mexidaastaurants, Inc. (the “Company”) on FormQ@er the period ending July 2, 2(
as filed with the Securities and Exchange Commissio the date hereof (the “Reportl)) Curt Glowacki, Chief Executive Officer of t
Company, certify, pursuant to 18 U.S.C. § 135Gdpted pursuant to 8 906 of the Sarbanes-Oxley®2002, that:

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

(2) The information contained in the Report fairly mets, in all material respects, the financial ctodiand results of operatic
of the Company.

/sl Curt Glowacki

Curt Glowacki
Chief Executive Officer
August 9, 2006







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 Quarterly Report of Mexidaastaurants, Inc. (the “Company”) on FormQ@er the period ending July 2, 2(
as filed with the Securities and Exchange Commiseio the date hereof (the “Reportl) Andrew J. Dennard, Chief Financial Office!
the Company, certify, pursuant to 18 U.S.C. § 1380adopted pursuant to § 906 of the Sarbanes-@xdegf 2002, that:

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

(2) The information contained in the Report fairly mets, in all material respects, the financial ctodiand results of operatic
of the Company.
/s/ Andrew J. Dennard
Andrew J. Dennard

Chief Financial Officer
August 9, 2006



