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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-Q

(Mark One)

X QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE

ACT OF 1934
For the quarterly period ended July 1, 2007

OR

TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE

ACT OF 1934
For the transition period from to .
Commission File No. 0-23326
GRILL CONCEPTS, INC.
(Exact name of registrant as specified in its charter)
Delaware 13-3319172
(State or other jurisdiction of (IRS Employer
incorporation or organization) Identification No.)
11661 San Vicente Blvd., Suite 404 90049
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Los Angeles, California
(Address of principal executive offices) (Zip code)
(310) 820-5559

(Registrant s telephone number, including area code)

(Former name, former address and former fiscal year, if changed since last report)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act
of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports), and (2) has been subject
to such filing requirements for the past 90 days. Yes x No ~

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer or a non-accelerated filer. See definition of
accelerated filer and large accelerated filer in Rule 12b-2 of the Exchange Act. (Check one):

Large accelerated filer © Accelerated filer © Non-accelerated filer x
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). Yes ©~ No x

As of August 7, 2007, 8,540,350 shares of Common Stock of the issuer were outstanding.
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PARTI FINANCIAL INFORMATION

Item 1. Financial Statements
GRILL CONCEPTS, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED BALANCE SHEETS

(in thousands, except share data)

July 1, 2007
(Unaudited)
ASSETS
Current assets:
Cash $ 1,060
Inventories 962
Receivables, net of reserve ($234 and $337 in 2007 and 2006, respectively) 1,535
Income taxes receivable 56
Note receivable, current portion 15
Reimbursable costs receivable 1,134
Prepaid expenses and other current assets 649
Deferred income taxes 766
Total current assets 6,177
Furniture, equipment and improvements, net 17,403
Restricted cash 792
Note receivable 51
Liquor licenses 411
Deferred income taxes 4,993
Goodwill, net 205
Other assets 940
Total assets $ 30,972
LIABILITIES, MINORITY INTEREST AND STOCKHOLDERS EQUITY

Current liabilities:
Accounts payable $ 1,841
Accrued expenses 4,108
Accrued managed outlets operating expenses 1,134
Payable to Hotel Restaurant Properties, Inc.
Long-term debt, current portion 78
Liability for debt extinguishment, current portion 50
Total current liabilities 7211
Long-term debt 6,565
Liability for debt extinguishment 50
Other long-term liabilities 8,808
Total liabilities 22,634
Minority interest 1,427
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December 31, 2006

$ 3,049
922

980

88

15

1,262

882

906

8,104
15,139
1,192
64

411
4,840
205
643

$ 30,598

$ 2,266
5,065

1,262

2,951

82

50

11,676
1,600
100
8,712

22,088

1,548
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Commitments and contingencies (Note 14)

Stockholders equity:

Preferred Stock, 1,000,000 shares authorized, 996,935 shares undesignated in 2007 and 2006
Series II, 10% Convertible Preferred Stock, $.001 par value; 500 shares authorized, O shares issued
and outstanding in 2007 and 500 shares authorized, issued and outstanding in 2006, liquidation
preference of $0 and $976 in 2007 and 2006, respectively

Common Stock, $.00004 par value; 12,000,000 shares authorized, 6,532,950 and 6,406,062 issued
and outstanding in 2007 and 2006, respectively

Additional paid-in capital 14,831
Accumulated deficit (7,920)
Total stockholders equity 6,911
Total liabilities, minority interest and stockholders equity $ 30972

The accompanying notes are an integral part of these condensed consolidated financial statements.
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GRILL CONCEPTS, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS

(Unaudited)

(in thousands, except per share data)

Revenues:

Sales

Cost reimbursements
Management and license fees

Total revenues

Operating expenses:

Cost of sales

Restaurant operating
Reimbursed costs

General and administrative
Depreciation and amortization
Pre-opening costs

Gain on sale of assets

Total operating expenses
Income (loss) from operations
Interest, net

Debt extinguishment costs

Income (loss) before benefit (provision) for income taxes and minority interest

Benefit (provision) for income taxes

Income (loss) before minority interest
Minority interest in net profit of subsidiaries

Net income (loss)
Preferred dividends accrued

Net income (loss) applicable to common stock

Net income (loss) per share applicable to common stock:

Basic
Diluted

Weighted-average shares outstanding:
Basic

Diluted

Three Months Ended
July 1, 2007 June 25, 2006
$16,941 $ 14,512
5,271 3,796
572 418
22,784 18,726
4,882 4,104
10,036 8,658
5,271 3,796
1,840 1,621
546 530
118 124
(19)
22,693 18,814
91 (88)
(118) (86)
(279)
27 (453)
12 2,043
(15) 1,590
24) (80)
39) 1,510
(12)
$ 39) $ 1,498
$ (0.01) $ 0.26
$ (0.01) $ 0.23
6,496 5,837
6,496 6,457

The accompanying notes are an integral part of these condensed consolidated financial statements.
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Six Months Ended
July 1, 2007 June 25, 2006
$ 33,978 $ 29,574
9,468 7,614
1,060 838
44,506 38,026
9,746 8,278
19,978 17,598
9,468 7,614
3,368 2,862
1,102 1,061
244 124
(19)
43,906 37,518
600 508
(185) (107)
(279)
415 122
(165) 1,975
250 2,097
(102) (105)
148 1,992
(6) (25)
$ 142 $ 1,967
$ 0.02 $ 0.34
$ 0.02 $ 0.31
6,458 5,795
6,833 6,415
6
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GRILL CONCEPTS, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(Unaudited)

(in thousands)

Six Months Ended

July 1, 2007 June 25, 2006
Cash flows from operating activities:
Net income $ 148 $ 1,992
Adjustments to reconcile net income to net cash provided by operating activities:
Amortized deferred rent and lease incentives (329) (318)
Provision for doubtful accounts (103) 40
Stock based compensation 204 108
Depreciation and amortization 1,102 1,096
Gain on sale of assets (19)
Loss on debt extinguishment 219
Deferred income taxes (13) (2,186)
Minority interest in net profit of subsidiaries 102 105
Changes in operating assets and liabilities:
Inventories (40) 17
Receivables (455) (282)
Income taxes receivable 32
Reimbursable costs receivable 128 187
Prepaid expenses and other current assets 233 (158)
Other assets (308) 51
Accounts payable (425) 1,074
Accrued expenses 991) (423)
Reimbursable costs payable (128) (187)
Payable to Hotel Restaurant Properties, Inc. (2,951)
Tenant improvement allowances 426 653
Net cash (used in) provided by operating activities (3,368) 1,935
Cash flows from investing activities:
Restricted cash 400 (150)
Proceeds from sale of liquor license 55
Collections on note receivable 15 15
Purchase of furniture, equipment and improvements (3,355) (2,283)
Net cash used in investing activities (2,940) (2,363)
Cash flows from financing activities:
Capital contributions from minority interests in LLC s 100 25
Payment of accumulated dividends on convertible preferred stock (492)
Debt issuance costs (413)
Return of capital, preferred returns and profits to minority shareholders (289) (184)
Proceeds from line of credit 5,000 1,233
Payments on long-term debt 39) (30)
Payments on notes payable related parties (902)
Payments on liability for debt extinguishment (50)
Proceeds from exercise of stock options and warrants 89 186
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Net cash provided by (used in) financing activities

Net decrease in cash
Cash, beginning of period

Cash, end of period

Supplemental cash flows information:
Cash paid during the period for:
Interest

Income taxes

Non-cash financing activity:

4,319

(1,989)
3,049

$ 1,060

$ 189
$ 147

$

© &P

(85)

(513)
3,161

2,648

113
709

During the six months ended July 1, 2007, 500 outstanding shares of Series II, 10% Convertible Preferred Stock were converted into 95,184

shares of common stock.

The accompanying notes are an integral part of these condensed consolidated financial statements.
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GRILL CONCEPTS, INC. AND SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

(Unaudited)

1. Interim Financial Presentation

The interim condensed consolidated financial statements of Grill Concepts, Inc. (the Company , we ,or our ) are prepared pursuant to the
requirements for reporting on Form 10-Q. The interim condensed consolidated financial statements for the period ended July 1, 2007 have not
been audited by our independent registered public accounting firm. The December 31, 2006 balance sheet data was derived from audited
financial statements but does not include all disclosures required by generally accepted accounting principles. The interim condensed
consolidated financial statements and notes thereto should be read in conjunction with the financial statements and notes included in our Form
10-K/A for the year ended December 31, 2006. In the opinion of management, these interim financial statements reflect all adjustments of a
normal recurring nature necessary for a fair presentation of the results for the interim periods presented. The current period results of operations
are not necessarily indicative of results, which ultimately will be reported for the full year ending December 30, 2007.

All revenues reported in the condensed consolidated statements of operations are net of all sales and use taxes that are collected from customers
and remitted to the appropriate taxing authorities.

Private Placement

On July 17, 2007, we closed on the private placement for the sale of 2,000,000 shares of common stock and warrants to purchase up to an
aggregate of 735,000 shares of common stock for aggregate gross proceeds of approximately $14.1 million. See Note 15 for further discussion.

Revenue Recognition

In 2007, we discontinued recognizing management fee revenue from our Portland Daily Grill restaurant as we do not believe that collectibility is
reasonably assured. Management fee revenue from our Portland Daily Grill restaurant is recognized when received.

Workers Compensation Loss Reserve

Commencing in the first quarter of 2004 through November 2006, we obtained a large deductible workers compensation policy that includes a
deductible per occurrence of $250,000 subject to a maximum aggregate loss of $1.7 million during each policy period. We have established a
loss reserve to cover the potential deductible amounts. The loss reserve is determined by estimating the ultimate cost to us by utilizing
information on current accidents, prior year experience and the carrier s loss development and loss trend factors. In December 2006, we changed
to a guaranteed workers compensation insurance plan, which limits exposure to only the premiums related to the plan. Accordingly, a loss
reserve is not established for the guaranteed workers compensation plan. This change in insurance policies has no impact on our historical loss
reserve for uninsured risks under the large deductible workers compensation policy.

2.  Prepaid Expenses and Other Current Assets
Most lease agreements contain one or more of the following: tenant improvement allowances, rent holidays, rent escalation clauses and/or
contingent rent provisions.

Rent is recognized on a straight-line basis, including the restaurant build-out period. This period is normally prior to the commencement of rent
payments and is commonly called the rent holiday period. The build-out period generally begins when we enter the space and begin to make
improvements in preparation for intended use. We expense rent on a straight-line basis during the build-out period. Tenant improvement
allowances are also recognized on a straight-line basis beginning at the same time as the commencement of the straight-line rent expense.

Prepaid expenses and other current assets at July 1, 2007 and December 31, 2006 were comprised of:
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(in thousands) 2007 2006
Lease incentives receivable $ $232
Prepaid expenses, other 649 650

$649 $882

Total prepaid expenses and other current assets

Restricted Cash

During the six months ended July 1, 2007, restricted cash decreased $400,000 due to the reduction of our standby letter of credit supporting a
workers compensation policy.

Table of Contents
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4. Long-term Debt
Long-term debt consists primarily of amounts borrowed under our credit facility with Diamond Creek Investment Partners, LLC ( Diamond
Creek ).

During the six months ended July 1, 2007, we borrowed $5.0 million under the credit facility.
The interest rate at July 1, 2007 was equal to 11.32%.

Subsequent to July 1, 2007, we repaid all outstanding borrowings under the Diamond Creek credit facility using the proceeds from our July 2007
private placement sale of common stock and warrants (see Note 15).

5.  Liability for Debt Extinguishment

Liability for debt extinguishment consists of a $200,000 penalty payable in annual installments of $50,000 as a result of the retirement of the
collateralized subordinated noted and redeemable capital obligations owed to the Michigan Avenue Group ( MAG ), a member of Chicago Grill
on the Alley, LLC (the Chicago Grill ). The balance due to MAG as of July 1, 2007 and December 31, 2006 was $100,000 and $150,000,
respectively, which is included in current and long-term liabilities in the condensed consolidated balance sheets.

6.  Other Long-Term Liabilities

In connection with certain of our leases, the landlord has provided us with tenant improvement allowances. These lease incentives have been
recorded as long-term liabilities and are being amortized over the life of the lease. Additionally, we record deferred rent where lease payments
are lower than rental expense, recognized on a straight-line basis.

Other Long-Term Liabilities at July 1, 2007 and December 31, 2006 were comprised of:

(in thousands) 2007 2006

Lease incentives $6,712  $6,609
Deferred rent 2,096 2,103
Total other long-term liabilities $8,808 $8712

7. Income Taxes

On January 1, 2007 we adopted the provisions of the Financial Accounting Standards Board ( FASB ) Interpretation No. 48, Accounting for
Uncertainty in Income Taxes an Interpretation of FASB Statement No. 109 ( FIN No. 48 ). FIN No. 48 addresses the determination of how tax
benefits claimed or expected to be claimed on a tax return should be recorded in the financial statements. Under FIN No. 48, we must recognize
the tax benefit from an uncertain tax position only if it is more likely than not that the tax position will be sustained on examination by the taxing
authorities, based on the technical merits of the position. The tax benefits recognized in the financial statements from such a position are
measured based on the largest benefit that has a greater than 50% likelihood of being realized upon ultimate resolution. We did not recognize

any additional liabilities, subsequent to adoption, for uncertain tax positions as a result of the implementation of FIN No. 48. We had no
unrecognized tax benefits as of the date of adoption or as of July 1, 2007.

Our uncertain tax positions are related to tax years that remain subject to examination by the relevant taxing authorities. We are currently open to
audit under the statute of limitations by the Internal Revenue Service for the years ended December 28, 2003 through December 31, 2006. The
Company and its subsidiaries state income tax returns are also open to audit under the same statute of limitations for the years ended

December 29, 2002 through December 31, 2006.
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We accrue interest on unrecognized tax benefits as a component of interest expense. Penalties, if incurred, would be recognized as a component
of income tax expense. We had no such accrued interest or penalties associated with unrecognized tax benefits included in accrued liabilities as
of the date of adoption or as of July 1, 2007.

Pursuant to Internal Revenue Code Sections 382 and 383, the annual use of our general business credit carryforwards may be limited if there is
greater than a 50% cumulative change in ownership.

The difference between the federal statutory rate of 34% and the effective tax rate of approximately 40% is due to applying the annual expected
effective tax rate to the interim period. The difference between the statutory rate and the effective tax rate is also due to the impact of state
income taxes, income allocations to the minority interest and general business credits.
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8.  Per Share Data

Pursuant to Statement of Financial Accounting Standards ( SFAS ) No. 128, Earnings Per Share, basic net income (loss) per share is computed by
dividing the net income (loss) attributable to common shareholders by the weighted-average number of common shares outstanding during the

period. Diluted net income (loss) per share is computed by dividing the net income (loss) attributable to common shareholders by the
weighted-average number of common and common equivalent shares outstanding during the period. Common share equivalents included in the
diluted computation represent shares issuable upon assumed exercise of stock options, warrants and convertible preferred stock using the

treasury stock method.

A reconciliation of earnings available to common stockholders and diluted earnings available to common stockholders and the related
weighted-average shares for the six and three months ended July 1, 2007 and June 25, 2006 follows:

2007 2006

Six Months (in thousands) Earnings Shares Earnings Shares
Net income $ 148 $ 1,992

Less: preferred dividends accrued (6) (25)

Basic net income applicable to common stock 142 6,458 1,967 5,795
Dilutive securities:

Dilutive stock options 375 96
Dilutive warrants 399
Dilutive convertible preferred stock 125
Dilutive net income applicable to common stock $ 142 6,833 $ 1,967 6,415

For the six months ended July 1, 2007; 175,709 options and 26,562 warrants were excluded from the calculation because they were anti-dilutive.
For the six months ended June 25, 2006; 214,250 options and 26,562 warrants were excluded from the calculation because they were
anti-dilutive.

2007 2006

Three Months (in thousands) Earnings  Shares Earnings Shares
Net income (loss) $ @39 $ 1,510

Less: preferred dividends accrued (12)

Basic net income (loss) applicable to common stock 39) 6,496 1,498 5,837
Dilutive securities:

Dilutive stock options 103
Dilutive warrants 392
Dilutive convertible preferred stock 125
Dilutive net income (loss) applicable to common stock $ (39 649 $ 1,498 6,457

For the three months ended July 1, 2007; 903,909 options and 26,252 warrants were excluded from the calculation because they were
anti-dilutive. For the three months ended June 25, 2006; 195,750 options and 26,562 warrants were excluded from the calculation because they
were anti-dilutive.

9. Stock Based Compensation
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We maintain performance incentive plans under which incentive stock options and non-qualified stock options may be granted to employees,
non-employee directors and consultants.

On December 26, 2005, we adopted SFAS No. 123R, Share-Based Payments ( SFAS No. 123R ). We periodically grant options to employees,
directors and consultants under our performance incentive plans. These grants are accounted for in accordance with the provisions of SFAS

No. 123R and Emerging Issues Task Force Abstract No. 96-18, Accounting for Equity Instruments That are Issued to Other Than Employees for
Acquiring or in Conjunction with Selling Goods or Services. We are required to make estimates of the fair value of the related instruments and
recognize expense over the period benefited, usually the vesting period.
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Stock option activity pursuant to our performance incentive plans during the six months ended July 1, 2007 was as follows:

Weighted
Average Option Weighted Average Aggregate
Number of Exercise Remaining Contractual Intrinsic
Shares Price Life (in years) Value
Outstanding at December 31, 2006 811,100 $ 2.92 5.8 396,000
Granted 203,209 7.11
Exercised (41,200) 2.16
Cancelled (69,200) 3.00
Outstanding at July 1, 2007 903,909 $ 3.89 6.1 $ 2,992,000
Exercisable at July 1, 2007 501,040 $ 3.08 4.6 $ 2,072,000

The aggregate intrinsic value in the table above represents the total pretax intrinsic value (the difference between our closing stock price on
July 1, 2007 of $7.19 and the exercise price, multiplied by the number of in-the-money options) that would have been received by the option
holders had all option holders exercised their options on July 1, 2007. This amount changes based on the fair market value of our stock.

Total intrinsic value of options exercised for the three and six months ended July 1, 2007 was $72,000 and $170,000, respectively and for the
three and six months ended June 25, 2006 was $10,000 and $16,000, respectively. As of July 1, 2007, total unrecognized stock-based
compensation expense related to non-vested stock options was $1,024,000, which is expected to be recognized over a weighted-average period
of approximately 2.5 years.

The weighted-average fair value of stock options granted was $4.66 for the six months ended July 1, 2007 and $2.13 for the six months ended
June 25, 2006. The fair value of each option grant issued during those periods was estimated at the date of grant using the Black-Scholes
option-pricing model with the following weighted-average assumptions:

For the Six Months Ended
July 1, 2007 June 25, 2006
Dividend yield 0% 0%
Expected volatility 66.03% 68.34%
Risk-free interest rate 5.07% 5.18%
Expected option life (in years) 6.28 6.30

The following table reflects share-based compensation recorded for the three and six months ended July 1, 2007 and June 25, 2006:

Three Months Ended Six Months Ended
(in thousands, except per share amounts) July 1, 2007 June 25, 2006 July 1, 2007 June 25, 2006
Share based compensation expense $ 166 $ 70 $ 204 $ 108
Basic earnings per share effect of share based compensation expense $(0.03) $ (0.01) $(0.03) $ (0.02)

At July 1, 2007, there were 261,541 shares available for grant under existing performance incentive plans.

10. Equity Transactions
Common Stock
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During the six months ended July 1, 2007, we issued 41,200 shares of common stock pursuant to the exercise of stock options for the aggregate
consideration of $89,000. Subsequent to July 1, 2007, we completed a private placement of common stock and warrants (see Note 15).

During the six months ended July 1, 2007; 9,496 shares of common stock that were previously given to us as consideration for warrant exercises,
were cancelled.
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During the six months ended July 1, 2007, we issued 95,184 shares of common stock on conversion of 500 outstanding shares of Series 11, 10%
Convertible Preferred Stock.

Preferred Stock
During the six months ended July 1, 2007, all 500 shares of our Series II, 10% Convertible Preferred Stock were converted into common stock.

Upon conversion of the Series II, 10% Convertible Preferred Stock, $492,000 of accumulated dividends on preferred stock was paid in cash. The
payment of accumulated dividends is reflected in accumulated deficit on the condensed consolidated balance sheet at July 1, 2007.

11. Distribution of Capital and Preferred Returns
During the six months ended July 1, 2007, the following distributions from, contributions to, changes in unreturned capital from and changes in
accrued but unpaid preferred returns of the LLC s and the Universal CityWalk Daily Grill occurred:

San Jose Grill: Distributions of profits from the San Jose Grill during the six months ended July 1, 2007 totaled $165,000 to us and $165,000 to
the other members.

Downtown Daily Grill: Distributions of profits from the Downtown Daily Grill during the six months ended July 1, 2007 totaled $29,000 to us
and $88,000 to the other members. At July 1, 2007, our unreturned capital contributions balance totaled $273,000; our accrued but unpaid
preferred return totaled $7,000; the other members unreturned capital contributions balance totaled $1,282,000 and the other members accrued
but unpaid preferred return totaled $34,000.

Universal CityWalk Daily Grill: Additional capital contributions to the Universal CityWalk Daily Grill during the six months ended July 1, 2007
totaled $100,000 from us and $100,000 from the other partner. At July 1, 2007, our unreturned capital contributions balance totaled $496,000
and the other partner s unreturned capital contributions totaled $1,596,000.

Except for the foregoing, there were no distributions of profits from any of the LLC s or from the Universal CityWalk Daily Grill and the
unreturned capital contributions balances and accrued but unpaid preferred return balances were unchanged from December 31, 2006.

12. Recent Accounting Pronouncements

In February 2007, the Financial Accounting Standards Board (the FASB ) issued Statement of Financial Accounting Standards ( SFAS ) No. 159,
The Fair Value Option for Financial Assets and Financial Liabilities Including an amendment of FASB Statement No. 115 ( SFAS No. 159 ).

This Statement permits entities to choose to measure many financial instruments and certain other items at fair value and report unrealized gains

and losses on these instruments in earnings. SFAS No. 159 is effective as of January 1, 2008. We have not yet determined the effect, if any, that

the implementation of SFAS No. 159 will have on our results of operations or financial condition.

In September 2006, the FASB issued SFAS No. 157, Fair Value Measurements ( SFAS No. 157 ), which defines fair value, establishes a
framework for measuring fair value and expands the related disclosure requirements. The provisions of SFAS No. 157 are effective for fiscal
years beginning after November 15, 2007. We are currently evaluating the impact, if any, that SFAS No. 157 will have on our financial
statements.

In July 2006, the FASB issued Interpretation No. 48, Accounting for Uncertainty in Income Taxes an interpretation of FASB Statement No. 109
( FIN No. 48 ), which clarifies the accounting for and disclosure of uncertainty in tax positions. FIN No. 48 prescribes a recognition and
measurement of a tax position taken or expected to be taken in a tax return. FIN No. 48 also provides guidance on derecognition classification,
interest and penalties, accounting in interim periods, disclosure and transition associated with tax positions. The provisions of FIN No. 48 are
effective for fiscal years beginning after December 15, 2006. On January 1, 2007 we adopted the provisions of the FIN No. 48. See Note 7 for
further discussion.
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13. Related Parties
Hotel Restaurant Properties, Inc.

In June 2007, we paid $2.8 million as full and final payment to Hotel Restaurant Properties Inc. and certain related parties (collectively HRP or
the Sellers ) pursuant to the terms of the agreement for purchase and sale of assets (the HRP Purchase Agreement ), effective June 30, 2006,

pursuant to which we purchased certain rights and interests relating to the current and future operation of our restaurants in hotel properties
pursuant to the terms of an August 1998 agreement, as amended, with HRP.

10
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HREP is related to a former director and former preferred stockholder of our company.

At the final closing date, the Sellers entered into a non-competition agreement pursuant to which the Sellers, for a period of 5 years from the
closing date, will not assist any owner, operator, franchisor or franchisee of a branded restaurant in entering into a lease, license or management
agreement to operate a restaurant, provide room service or provide food or banquet room events at any hotel (the Restricted Business ), provided,
however, that the Sellers shall not be prohibited from (a) owning up to 10% of any publicly traded company engaged in the Restricted Business,
(b) engaging in the Restricted Business with respect to hotel properties owned by the Sellers or affiliates of the Sellers and managed by the

Sellers or the affiliates of the Sellers, or (c) engaging in the Restricted Business with up to 3 additional hotels. Branded restaurants, for purposes

of the non-competition agreement, means a restaurant operated in ten or more locations under a single brand name.

We recorded the HRP Purchase Agreement transaction as a contract termination cost in 2006.

14. Commitments and Contingencies
Litigation Contingencies

We are involved from time to time in routine legal matters incidental to our business. In the opinion of management, resolution of such matters
will not have a material effect on our financial position or results of operations.

In June 2004, a former hourly restaurant employee filed a class action lawsuit against us in the Superior Court of California of Orange County.
We requested, and were granted, a motion to move the suit from Orange County to Los Angeles County. The lawsuit was then filed in the
Superior Court of California of Los Angeles in December 2004. The plaintiffs alleged violations of California labor laws with respect to
providing meal and rest breaks. The lawsuit sought unspecified amounts of penalties and other monetary payments on behalf of the plaintiffs and
other purported class members. We believe that all of our employees were provided with the opportunity to take all required meal and rest
breaks.

In April 2007, the California Supreme Court unanimously held that payments for missed meal or rest periods are considered wages or premium
pay, not penalties. As a result, claims for missed meal and rest breaks under the California Labor Code (the Labor Code ) will be governed by a
three or four-year statute of limitations for the payments required under the Labor Code, rather than a one-year statute. The case has been placed
in a stay status pending mediation in December 2007.

We intend to vigorously defend this action. As of July 1, 2007 and December 31, 2006, we had recorded a liability of $150,000 for
management s best estimate of the resolution of this matter. However, the ultimate resolution of this matter can not be determined at this time.

Commitments Restaurant Leases, Licenses and Management Agreements

In June 2006, we signed a management agreement for a hotel-based Daily Grill to open at the Sheraton Seattle, in Seattle, Washington. The
restaurant owner will pay substantially all construction and pre-opening costs, other than approximately $450,000 of remodeling costs to be
contributed by us if the total construction costs exceed $1.5 million. We will receive management and incentive fees and will be entitled to
receive a 9% preferred return on any capital contribution. The restaurant opened in June of 2007. We have not yet determined the amount, if any,
that we are required to contribute towards the construction and pre-opening costs of the restaurant.

In January 2007, the Company signed a lease agreement to open a wholly owned Daily Grill restaurant in Austin, Texas. The new restaurant will
be featured along the upscale Main Street center of The Domain, a mixed-use retail, residential, and office village. The restaurant opened in July
2007. Construction of the restaurant included estimated leasehold improvements of $1.2 million and furniture and equipment of approximately
$0.7 million, which will be partially funded by a tenant improvement allowance of $0.7 million. The initial term of the lease is 10 years.

In January 2007, we signed a lease agreement to open a wholly owned Daily Grill restaurant in Dallas, Texas. The restaurant will be located in
the Park Lane development in North Dallas. The restaurant is currently scheduled to open in late 2008. Construction of the restaurant will
include estimated leasehold improvements of approximately $1.5 million and furniture and equipment of approximately $0.7 million, which will
be primarily funded by a tenant improvement allowance of $1.3 million. The initial term of the lease is 10 years.

In March 2007, we signed a lease agreement to open a wholly owned Daily Grill restaurant in Phoenix, Arizona. The restaurant is currently
scheduled to open in late 2008. Construction of the restaurant will include estimated leasehold improvements of $1.7 million and furniture and
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equipment of approximately $0.7 million, which will be partially funded by a tenant improvement allowance of $0.8 million. The initial term of
the lease is 10 years.

In April 2007, we signed a lease to open a wholly owned Daily Grill restaurant in Park Place, a new mixed-use urban development in Fresno,
California. The restaurant is currently scheduled to open in late 2007. Construction of the restaurant will include estimated
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leasehold improvements of approximately $1.6 million and furniture and equipment of approximately $0.7 million, which will be funded by a
tenant improvement allowance of $2.3 million. In addition, the Company will receive up to $0.3 million from the landlord to fund pre-opening
expenses. The initial term of the lease is 10 years.

In April 2007, we entered into an agreement to manage a hotel-based Daily Grill restaurant in Tulsa, Oklahoma. The restaurant is currently
scheduled to open in early 2008. The initial term of the management agreement is 10 years.

In April 2007, we terminated the license of the Skokie Daily Grill due to the failure of the licensee to operate the restaurant in accordance with
the license agreement. The termination of the Skokie license is not expected to have a material impact on our balance sheet or statement of
operations.

In May 2007, we signed a lease to open a wholly owned Daily Grill restaurant at The Shops at Prudential Center in Boston, Massachusetts. The
restaurant is currently scheduled to open in the first half of 2008. Construction of the restaurant will include estimated leasehold improvements
of approximately $1.3 million and furniture and equipment of approximately $0.3 million. The initial term of the lease is 10 years.

15. Subsequent Events
Private Placement

On July 17, 2007, we closed on a private placement for the sale of 2,000,000 shares of common stock (the Shares ) and warrants (the Warrants
and, collectively with the Shares, the Offered Securities ) to purchase up to an aggregate of 735,000 shares of common stock for aggregate gross
proceeds of $14,092,400.

The Warrants entitle the holders to purchase one share of common stock for each Warrant held for a term of up to five years at an exercise price
equal to $8.05 per share, subject to adjustment upon certain corporate events, including stock dividends, distributions and reclassifications. The
Warrant exercise price is also subject to adjustment upon certain issuances of shares at prices below the exercise price of the Warrant, provided,
however, that the exercise price shall in no event be reduced to less than $7.00 (subject to adjustment in the event of splits, reverse splits, stock

dividends and similar transactions).

The Offered Securities were offered in a private placement transaction pursuant to the exemption from registration provided by Section 4(2) of
the Securities Act of 1933, as amended (the Securities Act ) and Rule 506 promulgated thereunder. Each of the Investors represented that it is an
accredited investor , as defined in Rule 501 promulgated under the Securities Act.

Pursuant to the terms of the subscription agreements, we and the investors entered into a registration rights agreement, under which we agreed to
use our best efforts to file a registration statement with the Securities and Exchange Commission ( SEC ), within 30 days of the closing date of the
private placement (July 17, 2007), a registration statement covering the resale of the Offered Securities. We are also obligated to use our best
efforts to cause the SEC to declare such registration statement effective within 90 days after the closing date or, if the registration statement is
reviewed by the SEC, within 120 days after the closing date. We must pay a cash penalty equal to 1% of the purchase price if, among other

things: (i) the registration statement is not filed within 30 days of the closing date and on each 30th day thereafter until the filing or (ii) the
registration statement is not declared effective within 90 days of the closing date (or 120 days of the closing date if the registration statement is
reviewed by the SEC) and on each 30th day thereafter until the effective date. There is no maximum amount of penalty under the agreement. In

the event that we incur the penalty under the registration rights agreement, such amounts will be recognized in earnings.

We engaged placement agents for the offering. For their services, the placement agents received commissions totaling $818,855, or 6.5% of
gross funds received (excluding funds received from affiliates of existing shareholders), and warrants (the Placement Agent Warrants ) to
purchase up to 85,164 shares of common stock, representing an aggregate of five percent of the shares of common stock sold in the offering
(excluding shares sold to affiliates of existing shareholders), for a term of up to three years at an exercise price equal to $8.75 per share, subject
to adjustment only upon certain corporate events, including stock dividends, distributions and reclassifications. The registration rights
agreements provide that the shares of common stock underlying the placement agent warrants are to be included in the registration statement to
be filed.

On August 14, 2007, we filed a registration statement on Form S-3 with the SEC, covering the Offered Securities and including the shares of
common stock underlying the placement agent warrants.
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Repayment of Amounts Owing Under Diamond Creek Credit Facility

In July 2007, we repaid, from proceeds of our July 2007 private placement, all outstanding borrowings and accrued interest under our credit
facility with Diamond Creek of approximately $6.8 million.

Union Bank Loan

On July 20, 2007 we entered into a $400,000 line of credit agreement with Union Bank of California ( Union Bank ) and borrowed $400,000
against it. We entered into this line of credit in order to access funds that are held in a certificate of deposit with Union Bank, which acts as
collateral for our standby letter of credit supporting a workers compensation policy. As discussed in Note 3, our standby letter of credit was
reduced by $400,000 during the six months ended July 1, 2007. The line of credit expires on January 22, 2008 and carries an interest rate of
5.19%. Payment is due in full upon expiration of the line of credit and will be paid down by an expiring certificate of deposit on the same date.
The line of credit is secured by the certificate of deposit. Proceeds of the note will be used for general operating purposes and to fund new
restaurant construction.

Item 2. Management s Discussion and Analysis of Financial Condition and Results of Operations.

The following discussion and analysis should be read in conjunction with our financial statements and notes thereto included elsewhere in this
Form 10-Q. Except for the historical information contained herein, the discussion in this Form 10-Q contains certain forward looking statements
that involve risks and uncertainties, such as statements of our plans, objectives, expectations and intentions. The cautionary statements made in
this Form 10-Q should be read as being applicable to all related forward looking statements wherever they appear in this Form 10-Q. Our actual
results could differ materially from those discussed here. For a discussion of certain factors that could cause actual results to be materially
different, refer to our Annual Report on Form 10-K/A for the year ended December 31, 2006.

Current Year Developments

Restaurant Openings, Leasing, Management Additions and License Termination. In January 2007, we signed a lease to open a wholly owned
Daily Grill restaurant in Austin, Texas. The new restaurant is featured along the upscale Main Street center of The Domain, a mixed-use retail,
residential and office village. The restaurant opened in July 2007. Construction of the restaurant included estimated leasehold improvements of
approximately $1.2 million and furniture and equipment of approximately $0.7 million, which were partially funded by a tenant improvement
allowance of $0.7 million. The initial term of the lease is 10 years.

In January 2007, we signed a lease agreement to open a wholly owned Daily Grill restaurant in Dallas, Texas. The restaurant will be located in
the Park Lane development in North Dallas. The restaurant is currently scheduled to open in late 2008. Construction of the restaurant will
include estimated leasehold improvements of approximately $1.5 million and furniture and equipment of approximately $0.7 million, which will
be primarily funded by a tenant improvement allowance of $1.3 million. The initial term of the lease is 10 years.

In March 2007, we signed a