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THE BATTLE FOR DARDEN 
 

This report contains some of our thoughts following Darden’s most recent presentation on creating shareholder value.  
Overall, the presentation was riddled with disingenuous facts and consistent with what we’d expect from a CEO who is 
out of touch with reality.  This is the second presentation of this type, making the first one on December 19, 2013 look 
more like a reactionary response rather than the proactive move the company claims.  Furthermore, we were 
disappointed to find out the company cancelled its analyst meeting at the end of the month and believe this signals yet 
another sign of weakness.  It makes sense, however, as the company has been under a lot of public scrutiny – and 
rightfully so.  Considering these two recent events, we believe Mr. Otis did himself a disservice this past week.  In the 
end, it makes the case for the activist shareholders stronger.  It has become increasingly clear that they must stop the 
Red Lobster spinoff and aggressively push for more significant changes. 
 
 
The Bears Are On Top, For Now 
The current short thesis for Darden assumes CEO Clarence Otis will spend every last penny of Darden cash flow to save 
his job.  As a result, the bears go on to argue, he will keep his job, win the fight to spinoff Red Lobster and continue to 
destroy the company.   
 
While we ultimately don’t know the outcome, we do know how Mr. Market perceives the situation.  The stock declines 
every time Mr. Otis makes a presentation about his strategic plan to create shareholder.  As of today, shareholders have 
lost $400 million since management’s initial announcement of its plan to spinoff the ailing chain. 
 
All told, the bears have the upper hand at the moment.  As we’ve said for a year now, the only way to truly fix Darden 
requires an overhaul of the CEO suite and fresh, innovative thinking about how the company is run.  We don’t think Mr. 
Otis will make it to FY15.  His strategic plan to create value is riddled with holes and while it may be the best plan he can 
come up with, it’s far from the optimal one. 
 
 
The Battleground Is Set 
The battleground is set with Starboard Value, its advisory group, and Barington Capital squaring off against Darden’s 
current management team.  Starboard’s advisory group contains two key assets that should help them lead the charge: 
former president of Olive Garden Brad Blum and former CFO of Brinker International Chuck Sonsteby.  On the other side 
is Clarence Otis, Chairman of the Board and CEO of Darden Restaurants.  In this role, Mr. Otis has been calling all of the 
shots at the company for years.  We believe there are some upstanding, genuine restaurateurs (Dave George and Gene 
Lee) at Darden, but they are trapped in a downward spiral that is emanating from the top. 
 
For Darden to truly change for the better, the board must replace CEO Clarence Otis.  However, despite three years of 
vast underperformance and a history of destroying shareholder value, the board appears reluctant to do what is right 
for the company.  This needs to change. 
 
 
Starboard To The Rescue 
Starboard Value, with ownership of approximately 5.5% of Darden, announced it has filed as Preliminary Solicitation 
Statement with the SEC seeking to gather the company’s shareholders for a Special Meeting.  The purpose of this 
meeting, would be to provide shareholders with a democratic forum to express their views on the proposed separation 



of Red Lobster.  Under Florida law and the company’s Bylaws, the holders of 50% of Darden ‘s shares can demand the 
board to call this meeting. 
 
If Starboard’s efforts are successful, and 50% of the outstanding shares demand a Special Meeting, it would be an 
extremely embarrassing event for the board.  On the most recent business call update, CEO Clarence Otis said a “great 
deal of work has gone into this plan and it reflects extensive input from our shareholders.”  If 50% of shareholders 
demand a Special Meeting, then what shareholders did management really talk to? 
 
This has the potential to become a devastating situation for the board and could be a major issue heading into the 2014 
annual meeting, when their jobs will be in jeopardy.  Our poll of Hedgeye subscribers and followers reveals that the 
majority of people are against the Red Lobster spinoff. 
 
 
 

 
 
 
 
 

To be honest, we find it surprising that the board still backs Otis as the CEO.  His performance has been inadequate on 
nearly every metric and his track record is one of the worst we’ve ever seen from a long-tenured CEO.  Do shareholders 
really want him to continue to run the company?  Rest assured, there is no reason to worry about Mr. Otis – he will be 
fine.  In fact, his total compensation has totaled approximately $52 million over his tenure as Darden’s Chief Executive 
Officer.  
 
 
 



 
 
 
With this kind of track record, Mr. Otis shouldn’t have the credibility to deliver on a plan that is supposed to create 
shareholder value.   
 
From the very beginning of the presentation, management touts its track record and subsequent slides overstate the 
performance of the company.  Slide 13, for example, compares Darden’s total shareholder return over Mr. Otis’ tenure 
against a selective peer group.  We’ve included the chart below for entertainment purposes.  Surprisingly, Darden 
considers its peer group to consist of Brinker International, The Cheesecake Factory, Bloomin’ Brands and Ruby Tuesday.   
 
This strikes us as quite odd for a number of reasons.  First, Ruby Tuesday should not be used as a comparison for anyone 
– that is flat out embarrassing.  Second, Bloomin’ Brands hasn’t even been a public company for two years.  Third, 
Darden notes in its own proxy statement that management will be compensated in-line with its competitive peer group.  
Restaurant companies included in this defined peer group include Bob Evans Farms, The Cheesecake Factory, Cracker 
Barrel Old Country, Chipotle Mexican Grill, Domino’s Pizza, Jack in the Box, McDonald’s, Papa John’s International, 
Starbucks, Wendy’s and Yum! Brands.  Therefore, management wants to be compensated in-line with one peer group, 
but wants its performance to be judged against another?  Looking at the second chart below, Darden’s overall stock 
performance over the past three years pales in comparison to its compensation peer group. 
 
 
 
 



 
 
 

 
 



 
Dispelling The Real Estate Myth 
The majority of the presentation’s commentary on real estate is littered with inconsistent and, in some cases, inaccurate 
information.  Slide 48, for example, is a classic example of storytelling and presenting information based on arguments 
rather than facts.  Let’s begin with the premise that Darden’s real estate portfolio is an anomaly in the restaurant space 
because they own so much.  For starters, we’d point out that the bulk of publically traded restaurant companies rent as 
oppose to own their restaurants.   
 
Second, the operational concerns are overstated and inconsistent with any landlord/tenant relationship.  The financial 
section of slide 48 states the “rent burden hurts margins and inhibits flexibility.”  This gave us a good chuckle, because it 
reminded us of how poorly the company is being operated.  Darden’s EBIT margins are already lower than other publicly 
traded companies that have lower AUVs and rent nearly 100% of their sites. 
 
Third, we believe the company’s fixation on maintaining an investment grade credit rating is misplaced.  The irony in all 
of this is that they are currently at risk of losing the investment grade rating due to management’s incompetence and 
inability to profitably operate the company. 
 
On slide 53, management suggests they don’t have a strong asset base, but the data they broke out in slide 49 tells a 
different story.   
 
On slide 50, management suggests that a Darden REIT would most likely trade at a notable discount but they fail to back 
up this assertion.  Management provides all of the qualitative factors, but fails to show any quantitative analysis.  We’re 
confident that Goldman Sachs, the company’s advisor on the issue, has the ability to bring these numbers to life.  The 
lack of quantitative support is a glaring omission from the presentation and is a sign that management may be 
misleading the investment community about the actual value of the real estate portfolio. 
 
Slide 52, which rejects any comparisons to Penn National’s REIT, is another example of misleading investors by 
presenting facile conclusions.  Our conversations with industry experts suggest that “tenant switching costs and debt 
breakage costs” would not be as onerous as the company suggests.  
 
Lastly, the company failed to address the potential of selling or spinning out the Darden REIT that has been sitting on the 
books since the early 1990’s.  This may have been intentional, as we believe the numbers could’ve been too compelling. 
 
 
Darden’s Seven Priorities Lack Focus 
The biggest problem with Darden’s seven-point plan to create shareholder value is that there are seven priorities.  This 
plan exhibits a clear lack of focus which is, ultimately, one of the main reasons we believe it will not work.  We see the 
need for three clearly distinguished priorities: 
 

1. The Olive Garden Renaissance 
2. Spinoff Non-Core Assets 
3. Improve Capital Allocation 

 
In our opinion, anything outside of these three priorities is just noise.  While pushing our bias aside, we’ve attempted to 
objectively offer up our thoughts on each part of management’s seven-point plan.   
 
Priority 1: Olive Garden Brand Renaissance 
Our initial reaction was to question why this has taken so long.  Traffic has declined in 47 of the past 65 months through 
November 2013.  There’s no way to spin it, a plan to fix Olive Garden should have been implemented a long time ago.  
We’ll address this proposed plan in more detail a bit later, but on the surface the chain appears to be lacking innovation, 
value and quality food. 
 
Priority 2, 3 & 4: Develop LongHorn, Grow SRG, Disciplined capital allocation 



None of these priorities are legitimate plans for value creation.  Need proof?  Look at Darden’s performance over the 
past several years.  The reason the company finds itself in the position it is in today is due to its clear inability (which has 
been demonstrated) to open new units with adequate returns.  We’ll refer you back to the chart of Mr. Otis’ track 
record to look at the amount of money wasted on capital spending and acquisitions versus how little growth there was 
in EBITDA.  There was not a single chart in Darden’s presentation regarding ROA, ROE, or ROIC.  We can assure you, this 
was intentional.  Instead the presentation focused on return of cash as opposed to the return on cash generated.  It 
doesn’t take skill or superior management to pay dividends and repurchase shares.  In our view, they should halt all unit 
growth immediately, as they have not earned the right to grow any more. 
 
Brinker International is a company we have identified that has been able to effectively create significant shareholder 
value with a disciplined capital allocation strategy.  Highlighted in the charts below, the difference between the returns 
on assets, equity and invested capital the two companies have generated in recent years is staggering. 
 
 

 
 



 
 

 
 
 



 
 
Priority 5: Further optimized operating support and direct operating costs 
This is a step in the right direction, but management doesn’t go far enough.  We’ve estimated there is approximately 
another $100 million in cost savings beyond what the company has identified. 
 
Priority 6: Better aligned management compensation 
This isn’t much of a value creation strategy.  One metric, arguably the most important, is missing from the compensation 
formula: return on capital.  Management’s lack of emphasis and focus on capital allocation is a major red flag. 
 
Priority 7: Separate Red Lobster through a spinoff or sale to enhance focus 
Quite simply, this is a flawed and facile statement.  A Red Lobster spinoff may enhance the focus of Red Lobster, but the 
New Darden ex Red Lobster will continue to experience the same operational constraints and issues it currently has.  
Overall performance of the portfolio may be less volatile quarter-to-quarter without Red Lobster, but that’s about it. 
 
 
Spinning Off Non-Core Assets 
For reasons discussed below, we firmly believe the Red Lobster spinoff is rather disingenuous. 
 
Rationale 1: Separation will allow “New Darden” and “New Red Lobster” to better serve their increasingly divergent 
guest targets. 
This is borderline comical.  The facts the company presents in its own presentation contradict this statement.  Red 
Lobster and Olive Garden generate 43% and 42% of customer visits from guests whose income levels are under $60,000 
per year.  This compares to 30% for LongHorn.  Our understanding is that LongHorn is the brand that stands out as 
having a different core competency.  Furthermore, Yard House and Olive Garden have two very different types of guests 
– we’d surmise that the Yard House customer is not and will likely never be an Olive Garden customer.   
 
Rationale 2: Red Lobster and the remainder of the Darden portfolio have a divergent unit growth profile and 
therefore differing capital priorities. 
The company should not be developing any new units until it can demonstrate sufficient capital discipline. 
 
Rationale 3: Red Lobster has more same-restaurant sales volatility which adversely affects Darden’s overall 
performance. 
The sales volatility has much more to do with how the concept is managed (including the promotional calendar) than the 
brand itself. 
 
Rationale 4: Focus that works best for Red Lobster would require additional dedicated operating support resources 
within Darden. 
How is this any different from Olive Garden?  At this point, it will require significant investment and operating support to 
turnaround both underperforming brands. 
 
Rationale 5: Transaction transforms the portfolio into two independent companies that can each focus on separate 
and distinct opportunities to drive long-term shareholder value. 
This is management hyperbole.  There are not two separate and distinct opportunities locked up in the current portfolio, 
there are four. 
 
 
SRG Isn’t So Special 
During the presentation, management said the board looked at a number of financial factors when analyzing other 
separation alternatives, such as spinning off SRG or SRG/LongHorn.  The company’s rationale for not spinning off its 
Specialty Restaurant Group validates our belief that there is nothing “special” about this group of concepts. 
 

• Bahama Breeze – Not strategic; box too big; too few potential units. 



• Yard House – Not strategic; box too big; too few potential units. 
• Seasons 52 – Its potential has been squandered under the Darden portfolio; box too big; too few potential units 

as presently configured.  We believe this concept could be reconfigured into a fast casual brand or a much 
smaller box casual dining brand. 

 
The biggest issue we have with management’s current value enhancing plan is Mr. Otis’ unwillingness to cut all growth 
capital spending.  This critical factor is limiting the company’s ability to unlock significant value for shareholders. 
 
With the current capital spending plan, we estimate there is at least $250 million of growth capital spending that could 
instead be used to enhance shareholder value.  This cash could be used to pay the current dividend under any scenario.  
Therefore, it is our opinion that holding out a potential dividend cut as a reason to not spinoff other brands is, once 
again, disingenuous.   
 
We’ve always believed that, barring Olive Garden, none of Darden’s brands are strategic to the long-term vision of the 
company.  Under a new management team and a different capital allocation strategy, there are a number of other 
potential value enhancing opportunities to be realized. 
 
 
Olive Garden Deserves Better 
From what we understand, the Brand Renaissance resembles more a compilation of mediocre initiatives than it does a 
true renaissance.   
 
Management laid out the most “important refinements to [its] strategic framework” in slides 19-29 of the company 
presentation.  Slide 20, in particular, struck us as pure propaganda and failed to address what the company plans to do 
within its four walls.  The most important initiative of any revitalization plan would entail attacking the middle of the 
P&L and improving the overall guest experience.  We don’t see nearly enough emphasis on this in the proposed plan. 
 
We’ve also never seen a holistic and core menu plan that has been executed successfully (slide 21).  Trying to be all 
things to all people creates significant operational complexities and inefficiencies.  We would prefer to see a carefully 
targeted menu upgrade that addresses the lack of high quality, authentic Italian food.  By deviating from this mission, 
Olive Garden has surrendered what used to be an enviable competitive advantage. 
 
Part of the renaissance plan revolves around allowing the consumer to “experience today’s Italy.”  However, there is 
very little in the pictures of the proposed remodel design that resembles the appearance or experience of an authentic 
Italian restaurant.  Although remodeling restaurants is certainly a legitimate plan, an all-encompassing turnaround plan 
would also entail reinventing the dining experience and brand perception.  Consumers view Olive Garden differently 
nowadays; mind you, not for the better.  Management also unveiled a new logo for the chain.  Although they claim 
they’ve done extensive background research to ensure consumer approval, a simple search on Twitter tells a different 
story.  While people may be initially overreacting to the change, it’s not the receptiveness management portended in its 
presentation. 
 
Slide 24 highlights Olive Garden’s new approach to advertising and promotion.  To summarize, it essentially says they 
need to use social media better.  The company’s current use of marketing dollars is severely inefficient as its advertising 
has been ineffective for years.  There is nothing in this plan that suggests this will change.  Management needs to figure 
out how to bring back the customers they’ve lost and how to appeal to younger consumers. 
 
Olive Garden has fallen behind its fiercest competitors on various fronts – one of which is the incorporation of 
technology into its restaurants.  Chili’s, Applebee’s and Buffalo Wild Wings, to name a few, are chains that have 
embraced the evolution of the casual dining business.  All three have recently announced plans to rollout tabletop 
tablets to all company-owned restaurants.  These tablets have the ability to enhance the guest experience by giving 
consumers more control over their dining out experience and providing entertainment.  They also have the potential to 
positively impact the restaurant’s bottom line by increasing, for example, check and mix.  Mind you, the tabletop tablet 
is only one example of technological integration that is being used to enhance the guest experience.  Other companies 



are successfully integrating technology to improve front-of-house and back-of-house operations as well.  Olive Garden 
continues to miss out on value-added and experience enhancing initiatives as their competitors continue to innovate.  
Complacency is never a formula for success.  
 
Management runs through its intentions to improve service standards on slide 25, but their plan was hardly 
decipherable and had zero quantifiable goals.  Importantly, they won’t even be “implemented” until FY15. 
 
According the management, the Renaissance Plan is designed to strengthen Olive Garden’s “hard earned position in the 
market.”  They go on to use the tagline, “a nicer place than the price suggests.”  Not only is this a dreadfully trite slogan, 
but also hardly true.  Delivering value used to be a hallmark for Olive Garden.  That was until continual declines in guest 
counts forced the company’s hand to take frequent price increases to “make the numbers.”  Under the current 
management team, Olive Garden has moved away from its roots that once made it such a success. 
 

 
 
 
 
This lack of focus, lack of a compelling plan, and lack of credibility is consistent with what we’ve seen throughout Mr. 
Otis’ tenure as CEO of Darden. 
 
Leading a significant and dramatic turnaround at Olive Garden should be the most important initiative at Darden.  Alas, 
the Brand Renaissance plan and management’s ability to achieve the necessary results seem dubious at best.  
 
 
Feel free to call with questions. 
 
 
Howard Penney 
Managing Director 
HPenney@hedgeye.com 
862.217.9429 
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