
THE DUNKLE FAMILY EASILY COULD HAVE

slipped into any number of popular
restaurant chains in Bangor, Maine, for
dinner one recent Friday night. But they
chose to spend 45 minutes listening to the
steady strains of country music and
checking out the cuts of meat on display
while waiting for a table at Texas Road-
house, an up-and-coming steakhouse
chain with a down-and-dirty juke-joint
feel.

“It’s way better,” said Jason Dunkle,
26, of nearby Eddington, Maine. “The at-
mosphere’s better. The food’s better. It’s
not so old-fashioned. It has a younger at-
mosphere. Waiting in line is not a big deal
because you’re having a better meal.”

This joint has been jumping. Since
coming public in October 2004 at $8.75 a
share (after accounting for a subsequent
stock split), shares of Louisville, Ky.-
based Texas Roadhouse (ticker: TXRH)
have climbed about 80%. The stock hit a
high in early August of about $19 a share,
and now trades for 15.50.

Texas Roadhouse’s 15 Gulf Coast-area
restaurants were hit hard by Hurricane
Katrina, contributing to the stock’s recent
setback. High energy costs ate into third-
quarter results. Concerns surfaced about
softness in the chain’s Northeast locations
and price competition among restaurants
in the Midwest. Wall Street also has 
worried about saturation in the steak-
house market; Ruth’s Chris Steak House
(RUTH) came public in August, and Mor-
ton’s Restaurant Group (MRT) issued
shares two weeks ago.

For all that, the shares have held up
well, finding support in the 13 to 14 range.
At current levels they appear attractive,
especially in light of the chain’s strong
growth prospects. Texas Roadhouse trades
for 26 times next year’s estimated earn-

ings of 59 cents a share, which isn’t quite
a steal. But it might not be too much to
pay for a stock that some observers think
could be 25% to 35% higher by the end of
the year and 60% higher by the end of
next year.

Same-store sales continue to rebound,
and the damaged Gulf Coast restaurants
are back on track. Competitive pressures
probably aren’t all they’re cracked up to
be. And labor costs, while up, are not sig-
nificantly higher, despite recent mini-
mum-wage increases in some states and
hard-to-find-help in hurricane-ravaged
Louisiana.

For the first time in years, the compa-
ny’s food costs will be flat to down, as
Texas Roadhouse has locked in beef sup-
plies, which account for 46% of its food
budget, at prices level with 2005’s. The
chain has seen a modest savings on pork
(13% of food costs), and has arranged to
buy chicken (5% of food costs) at prices
10% lower than a year ago. Its average
annual sales per unit—$3.7 million—are
among the highest in the industry.

With only 223 restaurants in 41 states,
Texas Roadhouse has lots of growth po-
tential. Eventually, it hopes to have 800 to
1,000 units across the country. About 24
restaurants are scheduled to open this
year, compared with 20 in 2005.

The company also is accelerating the
pace at which it buys out franchisees,
which should add between three to four
cents to 2006 earnings. Accounting rules
related to royalty rates associated with
the franchise buyouts will result in one-
time noncash charges of about $800,000 in
2005 and $1.3 million in 2006.

“Texas Roadhouse has a $1 billion
market cap, is growing at 25% a year, has
a nice profile and is not that expensive,”
says Joseph McNay, founder of Essex In-
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Steakhouse With Sizzle
by Sandra Ward
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Texas Roadhouse has 223
restaurants in 41 states, but
hopes to expand to 800 to
1,000 units. The restaurants
offer “Joe the electrician
and his family” meals with
a home-cooked quality,
with some items on the
menu made from scratch.

Shares of Texas Roadhouse
have soared 80%, to 15.50,
since the company’s 2004 IPO.
But they could climb to 25
next year as the chain expands
and earnings continue to grow.

The Bottom Line

Source: Thomson Financial / Baseline

Texas Roadhouse (TXRH - NNM)
Weekly close on Feb. 15
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Two Options Strategies for Cautious
Optimists
BY STEPHEN SOLAKA
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By most measures, 2013 was a
great year for stock investors. The
major benchmark indexes rose to
stratospheric levels as the economy
improved, and risk was rewarded
handsomely.

But as 2014 looms, it's not unrea-
sonable to worry about stocks after
their 29% run-up in the past year. Yet
fixed income looks no more attrac-
tive. The Federal Reserve is expected
to continue to taper its bond-buying
program, and perhaps even raise the
historically low interest rates that
have helped us recover from the
financial crisis. This creates real chal-
lenges for investors.

The investment strategists are out
in force, giving crystal-ball musings
on what will come, but these predic-
tions are like New Year's resolutions:
Most will fall by the wayside and be
forgotten by March. That may be par-
ticularly true in 2014, because the
March Federal Reserve meeting may
be a game changer if employment
numbers improve and tapering
increases.

So instead of making predictions,
deal with what is known, rather than
what isn't. Depending on whether you
are sitting on cash, profits, or both,
two options strategies can be used to
guide your portfolio next year. The
"half-and-half" strategy lets you cost-
effectively buy stocks, while a
cheaper portfolio hedge protects your
profits.

THE HALF-AND-HALF: If an
investor wants a more measured
approach to buying equities, this strat-

egy balances the potential reward of
stocks with the risk of buying them
while the market is uncertain. In this
strategy, investors sell calls on half of
an equity position, while also selling
puts at prices below the stock's cur-
rent quote.

Here's how it works: Investors
who want to deploy $1 million in the
U.S. stock market could put half that
amount in the SPDR S&P 500
exchange-traded fund (ticker: SPY).
This recently traded at $183.50 per
share while March 191 covered
calls–with a strike price about 4%
above the market level—were at
$1.06. Selling the calls limits some
potential upside, but would generate
income that would help offset any
investment losses if the market heads
south.

The other $500,000 stays in cash,
but is the basis for the second half of
the strategy: selling cash-secured puts
on the March 172 strike for $1.38.

If the ETF falls below the put
strike, which recently was 6% below
the market, you'd have to buy the
shares, albeit at a lower price than you
paid for the first $500,000 you
invested. If the SPDR S&P 500 never
trades below the strike price, how-
ever, the money received for selling
the put can be pocketed. Think of this
part of the trade as getting paid while
you wait to buy stocks at a lower
price.

HEDGING GAINS: Of course,
not everyone wants to add equities to
their portfolio. Some investors are
afraid that 2014 will be defined by an

erratic stock market. These folks can
shelter their portfolios with put
spreads. These are cheaper than buy-
ing a straight put, though the protec-
tion they provide is only partial.

Again, let's use the SPDR S&P
500 as an example, though the strat-
egy applies to all securities. With SPY
at $183.50, investors can hedge a $1
million portfolio by buying March
178 puts and selling the March 162
puts for a total of $1.85. The trade
would protect a portfolio in any mar-
ket decline of 3% to 12%.

Now, as with most insurance, you
can lose the entire amount
paid—which is why many investors
like to pair put spreads with short
calls. By selling the March 191 call
for $1.06, you can lower the cost for
the put purchase, but you limit the
portfolio's upside if the stock goes
past $191.

Momentum and buy-the-dip
trades worked like a charm in 2013 as
the market defied all skeptics. But
2014 could be a year for level heads.
Investors who favor planning over
predictions should consider our two
strategies, which could profit their
portfolios in the new year.ï¿½

STEPHEN SOLAKA is a manag-
ing partner of Belmont Capital Group
in Los Angeles.
Comments? E-mail us at edi-
tors@barrons.com
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