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Samsung C&T (KNX:000830): proposed merger with
Cheil Industries (KNX:028260)
Vote Recommendation: Vote AGAINST the transaction
Executive Summary
Since the hospitalization of Samsung group's
patriarch, Kun-Hee Lee in May last year,
many market observers have anticipated that
Samsung would begin taking steps to unwind
the group's cross-ownership structure, to
facilitate handing down control from the
ailing chairman to his three children and
lower inheritance taxes.
A “merger” in Korea does not in general
involve concepts like redundancies and
facility closings, and the exchange ratio is set
by law, based on historical trading prices, not
through negotiations. For many investors,
comparing some aspects of this merger with
standard practices in other markets, such as
the US, may be a comparison between apples
and oranges. It is understandable to some
extent, given the role of intercompany sales,
that shuffling cards makes sense to keep the
different parts together.
But 7.1% holder Elliott Advisors, which
publicly opposes the transaction, questions
why, of all the different alternatives to

implement this proposed restructuring, the
company chose one that implies a transfer of
value from C&T shareholders to Cheil
shareholders, among whom the Lee family is
more prominently represented—and why
C&T shareholders should permanently lock in
what appears to be a material undervaluation
of C&T shares, particularly by accepting what
appears to be a materially overvalued Cheil
currency.
Strategic Rationale
While management puts forward a list of
revenue and synergy targets, the targets
appear to be hugely optimistic and how such
targets could be achieved remain unclear. For
instance, the company states that it
anticipates KRW 2 trillion in revenue
synergies in the fashion business, which
currently generates KRW 1.8 trillion in
revenues on a stand-alone basis.
Shareholders are left guessing how the
merger synergy with a trading division
generating just 0.6 percent operating margin
will help contribute to the three-fold profit
growth of the merged entity.

Special Situations Research delivers comprehensive, independent research on high-profile economic proposals
including M&A and proxy contests, and on the implications for shareholders of evolving trends in corporate
governance and shareholder rights.
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Considering the bleak outlook of Samsung C&T which
management presents, much of the potential
revenue synergies claimed by management seem to
rely heavily on the growth profile of Cheil Industries,
which had already been outlined at the time of Cheil
Industries' IPO six months earlier. Shareholders
wishing to have exposure to Cheil Industries' growth
prospects could do so by simply investing directly in
Cheil Industries. The argument that the merger will
help offset Samsung C&T's deteriorating profitability
while at the same time creating additional value for
shareholders through synergies, remains vague and
unconvincing, despite the board's assertion that the
decision came after a prolonged review of
alternative strategies, and an in-depth review of the
merger proposal put forth by Cheil Industries.
Valuation
Despite the fact that the merger carries no premium,
the market reaction at announcement was very
positive, with Samsung C&T’s stock increasing by
14.8% and Cheil Industries’ by 15.0%.
Our Sum of the Parts (SOTP) analysis, however,
indicates that Cheil Industries traded at an
approximate premium of 40% to NAV before the
transaction was announced. This contrasts with an
estimated 50% discount to our SOTP valuation of
Samsung C&T. The exchange ratio implied by our
SOTP analyses is 0.95x, vs. the actual offer of 0.35x.
Analysts’ median one-year target share price, as
reported by Thompson One, was Won 132,000 for
Cheil Industries and Won 77,000 for Samsung C&T,
implying a fair exchange ratio of 0.58x. Moreover,
the implied “fair” ratio is even higher for analysts
who cover both stocks (which helps control for
analyst bias/ methodology), at 0.78x.
www.issgovernance.com
© 2015 ISS | Institutional Shareholder Services Inc.

From the unaffected date through June 30, the
KOSPI index declined by 3.3%. Estimating the
evolution of each component in our SOTP
valuation, and assuming that the non-listed stakes
and Cheil Industries had evolved in line with the
index, we estimate that a standalone Samsung C&T
would have declined by 7.3% without the merger
announcement. Given that the stock increased by
19.9% since the unaffected date, we estimate that
the short term downside may be as much as 22.6%
if the deal does not go through.
Deal Process and Governance
Given the legal requirement to let recent market
prices dictate the exchange ratio, the timing of the
board's decision to enter into a transaction is
crucial, as the derived swap ratio and buyback price
are the only safeguards available to minority
shareholders. There seems to be little
consideration in the merger rationale—which is
more based on prospects for the construction
business, which is only a piece of the puzzle—of
the importance of this timing factor.
The most controversial board action, however, is
one which occurred long after the transaction was
approved and publicly announced: the surprise
placement on June 11, 2015, the record date for
this meeting, of all Samsung C&T's treasury
shares—5.8% of the company’s issued shares—to
KCC, the second largest shareholder of Cheil
Industries. The board's decision to sell treasury
shares to a buyer with a vested interest in making
the deal happen on these terms has struck many
investors as a blatant effort to overpower, rather
than address, shareholder concerns over valuation.
It also suggests the board's priority may simply be

getting this transaction consummated, rather than
the appropriateness of the economics for
shareholders.
Conclusion
Although the terms of the transaction are fully
compliant with Korean law, the combination of
Samsung C&T’s undervaluation and Cheil Industries’
overvaluation significantly disadvantages Samsung
C&T shareholders. Potential synergies the companies
contend are available through the merger, even if
credible, do little to compensate for the significant
undervaluation implied by the exchange ratio.
Instead of making a compelling case to demonstrate
the benefits of the merger and address directly the
concerns of unaffiliated shareholders, the board of
Samsung C&T opted to make the second largest
shareholder of the buyer a block shareholder of the
company to secure the deal. The board argues the
placement was agreed to for the benefit of all
shareholders, but the decision itself suggests too
facile a willingness to force through a transaction
despite the concerns of unaffiliated shareholders,
and perhaps even despite benefitting the buyer's
shareholders at the expense of its own shareholders.
A vote against the transaction may expose
shareholders to some short-term downside market
risk. However, shareholders also retain the possibility
that a fairer valuation of the company – either in the
public markets or in some future change-in-control
transaction – will develop over time. Voting for this
transaction on the current terms, by contrast,
permanently locks in a valuation disparity which
materially exceeds any short-term downside risk. A
vote AGAINST the transaction, despite any shortterm downside risk, is therefore warranted.
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Transaction Summary
Key Data Points
Announcement Date

May 26, 2015

Record Date

June 11, 2015

Acquirer
Ticker
GICS Code (Sector)
Incorporated

Cheil Industries
KRX-028260
Diversified Industrials
South Korea

Target
Ticker
GICS Code (Sector)
Incorporated

Samsung C&T
KRX-000830
Diversified Industrials
South Korea

Board Approval
Special Committee

Yes
No

Board Level of Support
Special Committee Support

Unanimous
NA

Sale Process

Exclusive negotiation

Change-in-Control payments

None

Financial Advisor
Fairness Opinion

NA
No

Non-Contingent Fee
Contingent Fee

NA
NA

Deal Enterprise Value (mn)

₩11,913.5

Shares Outstanding

₩8,423.5
(value of shares to be issued)
115.97 million

Shares Outstanding

147.2 million

Consideration
Offer per Target Share

Stock
Value at Announcement
0.35 Cheil shares for each Samsung C&T share

V aluation
Deal Equity Value (mn)

Premium at Announcement 1-day
4-week

3.5%
-2.3%

Market Reaction (acquirer) Initial (1-day)
From Initial to Date

15.0%
14.0%

₩57,225.0

Deal Struc ture
Break-Up Fee
Tax Treatment
Dissenters’ Rights

None
Non- taxable
Yes

Post-closing Ownership
www.issgovernance.com
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Cheil Industries
69.2%

Voting Agreement
Committed Shares
Vote Requirement

No
NA
>2/3rds of votes

Samsung C&T
30.8%
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Samsung C&T and Cheil Industries Listed Investments
TF.PR.PriceClose(sdate=#1).Currency

EV /

Price /
2015

2016

2016

EBIT

EBITDA

EBITDA

EPS

EPS

LT
Growth

2016

EBIT

LTM
EPS

2015

Enterprise Value

LTM
Sales

2016

Market Cap

LTM
EBITDA

2015

Ticker

Samsung Electronics

005930-SE

₩174,777,750.0

₩128,419,949.0

2.9x

0.6x

4.6x

4.3x

2.7x

2.5x

9.0x

9.0x

8.3x

6.4%

1.3x

Samsung SDS

018260-SE

20,662,222.6

19,130,222.6

NA

NA

28.1

23.8

18.3

16.4

NA

42.4

35.5

17.9

2.0

Cheil Industries

028260-SE

18,960,473.7

20,381,160.8

59.4

3.9

79.5

60.4

51.1

43.6

217.4

126.0

86.1

27.1

3.2

Cheil Worldwide

030000-SE

2,416,446.6

2,034,712.1

11.2

0.8

13.7

12.1

11.2

10.2

21.2

21.8

19.2

-1.9

-10.1

Samsung Engineering

028050-SE

1,423,574.5

2,738,759.7

NA

0.3

17.5

11.7

11.7

8.8

33.6

15.2

9.6

6.0

1.6

Samsung Techwin

012450-SE

1,370,754.0

1,710,429.0

24.8

0.7

42.1

24.8

14.7

11.9

NM

28.2

20.8

11.8

1.8

Samsung Fine Chemicals

004000-SE

1,098,330.1

1,370,000.0

NA

NA

48.5

21.3

13.1

9.9

NA

25.4

21.0

NA

NA

Samsung Securities

016360-SE

4,634,187.3

14,171,626.3

NA

NA

33.5

33.3

28.3

24.9

NA

16.9

15.6

25.0

0.6

Samsung Life Insurance

032830-SE

21,554,524.8

NA

NA

NA

NA

NA

NA

15.5

17.0

16.0

-0.1

NA

Samsung C&T

000830-SE

8,141,664.5

15.5

0.4

21.3

19.0

16.5

14.9

33.2

20.8

18.6

21.9

0.9

Company

PEG

Samsungn C&T Investments

Cheil Industries Investments

11,632,172.7

Source: Thomson One. As of May 22, 2015, the last trading date before the merger announcement. Million Won.
www.issgovernance.com
© 2015 ISS | Institutional Shareholder Services Inc.

4

ISS Special Situations Research
July 3, 2015

Trading Comparables
TF.PR.PriceClose(sdate=#1).Currency

EV /

Price /

LTM
Sales

2015

2016

2015

2016

EBIT

EBIT

EBITDA

2015

2016

EBITDA

LTM
EPS

2016

EPS

LT
Growth

EPS

Ticker

Market Cap

Enterprise Value

LTM
EBITDA

Dongwon F & B Co

049770-SE

1,410,509.8

1,531,038.0

12.4

0.8

16.2

14.9

11.9

11.3

22.5

20.4

18.9

18.7

1.0

Hyundai Green Fo

005440-SE

1,841,923.9

1,578,421.9

10.9

0.8

25.3

22.4

14.3

12.7

18.8

18.1

16.2

11.4

1.4

Daewoo International

047050-SE

3,211,311.4

7,879,237.5

13.9

0.4

17.1

17.1

14.0

13.9

12.9

9.0

8.8

28.4

0.3

LG INTERNATIONAL

001120-SE

1,623,688.5

2,610,097.6

11.0

0.2

15.5

12.4

10.7

8.9

NM

15.5

11.3

47.0

0.2

Construction Peers

--

Company

PEG

Food Peers

Trading Peers

Hyundai Engineering

000720-SE

5,345,076.7

5,463,563.7

4.9

0.3

4.5

4.1

4.0

3.8

12.7

8.2

7.4

15.7

0.5

Daelim Industrial

000210-SE

2,909,280.0

3,553,698.3

NM

0.4

9.4

8.4

7.9

7.2

NM

9.8

8.4

28.3

0.3

Hyundai Development

012630-SE

4,770,977.0

5,845,514.8

21.5

1.3

12.9

12.1

12.1

11.3

51.1

17.4

15.7

47.9

0.3

Daewoo Engineering

047040-SE

3,023,757.6

5,072,691.7

19.2

0.5

9.5

8.7

8.5

7.8

53.1

10.1

8.6

10.0

0.9

Shinsegae Engineering

034300-SE

290,000.0

397,593.7

13.5

0.4

5.9

5.6

5.3

5.1

35.3

6.1

5.7

NA

NA

Handsome Corp

020000-SE

875,770.9

901,678.9

11.0

1.6

11.9

10.0

9.3

8.1

22.0

15.0

12.8

16.9

0.8

LF Corp

093050-SE

979,540.0

779,951.0

5.2

0.5

6.6

6.1

4.9

4.6

12.0

10.3

9.3

6.0

1.5

Youngone Corp

111770-SE

2,813,759.9

2,928,735.6

12.9

2.3

11.5

10.6

10.0

9.3

21.5

16.1

14.9

13.2

1.1

Shinsegae Co

004170-SE

2,567,304.3

4,879,177.1

9.6

1.9

15.2

13.7

9.5

8.4

15.8

13.9

12.2

9.3

1.3

Hansae Co

105630-SE

1,512,491.7

1,625,113.7

15.4

1.2

12.5

11.0

11.1

9.9

24.5

15.2

13.1

20.5

0.6

Fashion Peers

Leisure
Oriental Land

4661-TO

2,945,595.0

2,812,143.0

19.3

6.0

18.2

18.0

16.1

16.1

39.0

31.7

32.9

6.4

5.1

Six Flags

SIX-US

4,596.1

6,054.0

18.3

5.1

14.7

14.7

11.7

10.6

75.3

27.3

27.0

8.0

3.4

Cedar Fair LP

FUN-US

3,225.8

4,822.0

14.9

4.1

14.5

13.7

10.2

9.8

31.1

16.4

15.3

14.0

1.1

EURO DISNEY

EDL-FR

269.1

1,013.5

7.6

0.8

NM

NM

8.0

6.5

NM

NM

NM

2.0

NA

SEAS-US

1,868.3

3,455.4

7.4

2.5

17.2

15.8

8.8

8.4

34.4

21.5

18.5

17.1

1.1

SeaWorld Entertainment

Source: Thomson One. As of May 22, 2015, the last trading date before the merger announcement. Million Won.

www.issgovernance.com
© 2015 ISS | Institutional Shareholder Services Inc.

5

ISS Special Situations Research
July 3, 2015

Historical Financial Performance
Samsung C&T
2009
Revenue
Net Income
Ebitda

2010

2011

2012

2013

2014

5-Year CAGR

₩18,499,159.1

₩22,845,621.5

₩21,545,514.0

₩25,325,925.0

₩28,433,400.6

₩28,445,513.0

9.0%

307,731.7

468,656.4

402,041.0

450,610.0

242,444.1

270,860.4

-2.5%

1,064,323.6

1,134,693.2

417,394.0

481,380.0

620,596.8

651,250.2

-9.4%

FCF

800,911.2

(687,360.8)

(447,934.0)

252,855.0

252,424.0

635,860.0

-4.5%

EPS

2,089.00

3,183.00

2,722.00

3,049.00

1,631.83

1,824.15

-2.7%

Gross Margin

11.8%

10.2%

8.4%

8.4%

7.4%

8.1%

Operating Inefficiency

4.9%

4.4%

5.9%

6.1%

5.1%

5.7%

Debt/EBITDA

2.3x

2.5x

10.1x

10.2x

7.3x

8.1x

Cheil Industries
2012
Revenue

₩2,702,559.9

2013
₩3,226,058.7

2014
₩5,129,564.4

Net Income

140,895.2

45,215.6

455,647.0

EBITDA

142,793.7

254,311.7

357,941.3

FCF

(284,729.1)

71,923.3

(42,483.0)

EPS

1,198.92

422.12

4,284.42

Gross Margin

18.1%

21.5%

33.2%

Operating Inefficiency

12.4%

13.4%

26.0%

6.4x

9.2x

4.9x

Debt/EBITDA

Source: Thomson One. Million Won, except EPS (Won). Fiscal year ended Dec. 31.
www.issgovernance.com
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Shareholder Base—Target
Top 20 Investors
Investor Name
National Pension Service

% O/S

Value ($MM)

% Pos Chg

10.1%

949.10

-10.9%

Samsung SDI Co Ltd

7.4%

649.82

0.0%

Elliott Management Corporation

7.1%

701.67

N/A

KCC Corp

6.0%

545.69

N/A

Samsung Fire & Marine Insurance Co Ltd

4.8%

420.70

0.0%

Korea Investment Management Co., Ltd.

2.1%

186.59

2.5%

Samsung Asset Management Co., Ltd.

2.0%

176.99

12.3%

BlackRock Institutional Trust Company, N.A.

1.5%

134.03

5.6%

Lee (Geon Hee)

1.4%

124.14

0.0%

Dimensional Fund Advisors, L.P.

1.4%

113.26

0.0%

The Vanguard Group, Inc.

1.1%

97.55

6.9%

Norges Bank Investment Management (NBIM)

1.0%

91.34

-40.6%

Fidelity Management & Research Company

0.9%

71.87

4.8%

Schroder Investment Management Ltd. (SIM)

0.7%

54.74

-1.2%

Samsung Life Insurance Co., Ltd.

0.4%

38.20

N/A

KB Asset Management Co., Ltd.

0.4%

31.66

76.1%

Mirae Asset Global Investments Co., Ltd.

0.3%

30.77

-11.4%

Truston Asset Management Co., Ltd.

0.3%

27.90

-17.1%

APG Asset Management

0.3%

26.64

41.8%

BlackRock Advisors (UK) Limited

0.3%

23.55

-4.7%

Source: Thomson One.
www.issgovernance.com
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Shareholder Base—Acquirer
Top 20 Investors
Investor Name
Lee (Jae Yong)

% O/S

Value ($MM)

% Pos Chg

23.2%

4,535.07

N/A

KCC Corp

10.2%

1,987.83

N/A

Lee (Bu Jin)

7.7%

1,511.68

N/A

Lee (Seo Hyeon)

7.7%

1,511.68

N/A

Cheil Industries Inc. Employee Shareholder Association

4.2%

829.20

N/A

Samsung Electro-Mechanics Co Ltd

3.7%

722.85

N/A

Samsung SDI Co Ltd

3.7%

722.85

N/A

Lee (Geon Hui)

3.4%

672.74

N/A

Samsung C&T Corp

1.4%

267.43

N/A

Samsung Foundation of Culture

0.8%

159.17

N/A

Lee (Yu Jeong)

0.4%

86.74

N/A

Samsung Asset Management Co., Ltd.

0.4%

103.56

-21.6%

Korea Investment Management Co., Ltd.

0.3%

81.44

-34.1%

The Vanguard Group, Inc.

0.3%

63.53

6.6%

BlackRock Institutional Trust Company, N.A.

0.2%

53.73

6.2%

Mirae Asset Global Investments Co., Ltd.

0.2%

36.68

-10.1%

Norges Bank Investment Management (NBIM)

0.1%

19.85

N/A

Cho (Un Hae)

0.1%

14.46

N/A

Shinhan BNP Paribas Asset Management Co., Ltd.

0.1%

12.60

145.0%

Meritz Asset Management

0.1%

11.58

25.0%

Source: Thomson One.
www.issgovernance.com
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Background
Samsung C&T is a holding company, where two operating business account for approximately
one third of its enterprise value: 1) construction and 2) trading. In 2014, construction accounted
for 52% of its total revenue and 87% of operating profit, and the division is one of the two
largest Korean builders. Through its trading and investment division, the company is involved in
conventional import/export and trilateral trading, as well as energy and natural resource
development projects. The company has stakes in listed businesses like Samsung Electronics,
representing approximately 60% of its enterprise value. The Samsung group is managed by the
Lee family, which controls together with other Samsung group companies a 14% stake.
Cheil Industries is a holding company with four main, unlisted businesses: fashion, food
catering and distribution, construction and leisure (theme parks). Its construction company is
mainly captive, as Samsung group companies represent close to 70% of its business.

Additionally, the company has stake in Samsung Life,
representing close to half of its enterprise value. The Lee family
and Samsung group companies control directly or indirectly a
60% stake in Cheil.
The companies announced a merger on May 26, 2015. Hedge
fund Elliott (7.1% of Samsung C&T) announced its opposition to
the transaction some days later.

Key Events
May 26, 2015—Merger announced

Current Shareholder Structure

June 4, 2015— Elliott opposes transaction
June 9, 2015—Elliott files injunction against merger
June 10, 2015— Samsung C&T sells treasury shares to friendly
party (KCC)
June 11, 2015—Elliott files injunction to prevent recently sold
shares to be voted
July 1, 2015—Court rejects Elliott’s injunction against merger

www.issgovernance.com
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Strategic Rationale
The board argues that the proposed merger would:


Enhance competitiveness in construction business by combining the
construction business units of the two companies;



Capture overseas business opportunities in fashion and food distribution
business;



Develop new growth opportunities in bio industry by becoming the largest
shareholder of Samsung Biologistics Co., Ltd. (Samsung C&T holds 4.9 percent
and Cheil Industries holds 46.3 percent while Samsung Electronics holds 46.3
percent) and leverage the strengthened capital base of the merged entity to
increase investments;



Diversify business portfolios including construction, trading, fashion, leisure,
food and beverages, and biotechnology.

ISS Analysis
Succession Planning within Samsung Group
Since the hospitalization of Samsung group's patriarch, Kun-Hee Lee in May last
year, many market observers have anticipated that this conglomerate will begin
taking steps to unwind the group's cross-ownership structure, to facilitate
handing down control from the ailing chairman to his three children.
The listing of Cheil Industries (formerly Samsung Everland; de facto holding
company of Samsung group) in December 2014 was therefore no surprise, and
largely viewed by the public as an enabling event that was driven by the
succession scenario, to be followed by intra-group transactions that would
eventually help heir-apparent Jae-Yong Lee and his siblings secure control over
key Samsung affiliates including the group's crown jewel, Samsung Electronics.
In this context, Samsung C&T has been regarded as a critical component within
Samsung group's elaborate cross-ownership structure given its ownership of over
www.issgovernance.com
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$10 billion in Samsung group affiliates, including a 4.1% equity stake in
Samsung Electronics. Many investors, including Elliott, have acknowledged
Samsung group's need for a smooth transition in ownership and control, giving
credit to the group's past track record under the family's helm as an important
driver for success.
Keeping the group together and achieving a more streamlined ownership
structure have some benefits. Samsung C&T engages in intergroup
transactions, and companies within the Samsung Group are often managed as a
whole, even without any clear holding company. Thus being aligned with the
controlling family would limit (though not eliminate) conflicts of interest. It is
unclear, however, why this merger would be needed now from the point of
view of minorities, when the companies have been operating for decades
under the unchallenged leadership of the Lee family.
In contrast, during the engagement with ISS, the two independent directors of
Samsung C&T stated that succession was never a factor considered during the
deliberation process of this transaction, and added that they have only become
aware of the deal being associated with succession through media reports
following the announcement of the deal. The board, instead, insists that the
deal was driven by business needs, to grow the company and create
shareholder value.
Revenue Diversification and Synergies
The board cites revenue diversification and synergies as the main reason
behind the decision to enter into this deal, particularly in light of the significant
headwinds the company has faced in recent quarters. Samsung C&T
management explains that the merger is an extension of the company's
ongoing restructuring efforts to streamline operations, and that the company
has already divested from a number of its non-core businesses to that effect,
including the sales of Samsung Techwin and Samsung Fine Chemicals to
Hanwha Group.
Shin Kim, CEO of Samsung C&T, added during the engagement call with ISS that
Cheil Industries first approached Samsung C&T with the merger proposal in late
April. After conducting what the board claims to be an in-depth analysis of the
proposal which included an extensive due diligence performed by an external
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auditor and legal advisor over the implied valuation of both companies, the board
has unanimously agreed that the proposed merger is in the best interest of
shareholders. In addition, in consideration of the board's evaluation that the
company faces limited growth and further profit deterioration on a stand-alone
basis, the board also recognized that entering into this deal at this time was
imperative.

public to assuage shareholders' concerns and provide more clarity, the CEO
confirmed that the board has no intention of doing so

Possibly due to the fact that the transaction was reviewed in such a condensed
time frame, the company's disclosures provide little to substantiate its projected
revenue and profit targets. While the narrative of possible synergies achievable
by the combination of its construction arms, vertical integration of its fashion and
food services business, and consolidation of the biopharmaceutical business
merits some consideration, the company's communication fails to deliver any
detailed analysis that reveals the depth of due diligence stated to have been
performed in formulating the projections behind the merger strategy.
While management puts forward a list of targets, the targets appear to be hugely
optimistic and how such targets could be achieved remain unclear. For instance,
the company states that it anticipates KRW 2 trillion in revenue synergies in
fashion business, which currently generates KRW 1.8 trillion in revenues on a
stand-alone basis. Shareholders are left guessing how the merger synergy with a
trading division generating just 0.6 percent operating margin will help contribute
to the three-fold profit growth of the merged entity.
Considering the bleak outlook of Samsung C&T the management presents, much
of the potential revenue synergies claimed by management seem to rely heavily
on the growth profile of Cheil Industries, which has already been outlined at the
time of Cheil Industries' IPO six months ago. Shareholders wishing to have
exposure to Cheil Industries' growth prospects could do so by simply investing
directly in Cheil Industries. How the merger will help offset Samsung C&T's
deteriorating profitability while at the same time create additional value for
shareholders through synergies remains vague and unconvincing, despite the
board's attestation that the decision came after a prolonged search for
alternative strategies, and an in-depth review of the merger proposal put forth by
Cheil Industries.
When asked whether the board is considering making the due diligence results
www.issgovernance.com
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Deal Process, Terms, and Governance

shareholders' cost. Caution is therefore warranted when reviewing this
transactions such as this one.

Under the terms of the transaction, a total of 54.7 million Cheil Industries shares
will be issued at a swap ratio of 0.3500885 shares per outstanding Samsung C&T
share. The newly issued shares are expected to be listed on the Korea stock
exchange on Sep. 15, 2015. The newly merged entity will be renamed Samsung
C&T Corp.

Safeguard for Minority Shareholders
The deal was unanimously approved by both boards on May 26, 2015. Samsung
C&T's board is comprised of three inside directors and four outside directors,
while Cheil Industries' board is comprised of three inside directors and three
outside directors.

The merger ratio was set pursuant to Korean law, calculated as an average of the
volume-weighted average price of the latest one month, one week; and the
closing price on the latest date before the merger was announced.
Korean law gives shareholders a right of withdrawal at a fixed price, also
calculated based on recent prices before the merger announcement. The
proposed buyback price for Samsung C&T is KRW 57,234 per ordinary share,
though we note the shares are trading above this price (currently Won 66,200).
For shareholders to be eligible for the right of withdrawal, shareholders voting by
proxy must communicate his/her objection to the merger in writing at least three
business days before the meeting date (that is, by July 14, 2015).
If the merger is approved, shareholders taking action via proxy who have
previously submitted a written objection to the merger must then describe the
class and number of shares to be bought back, in writing, at least two business
days before Aug. 6, 2015 (that is, by Aug. 4, 2015).

ISS analysis
Conflicts of Interest
Samsung C&T and Cheil Industries are affiliated companies under the Samsung
group of companies. Jae-Yong Lee, with a 23.2% stake, is the largest shareholder
of Cheil Industries, the de facto holding company of Samsung Group. Following
the merger, he will own 16.5% of the merged entity, and up to 30.8% in concert
with other family members. Related party transactions may introduce economic
incentives for the controlling shareholder or family to take advantage of their
power and influence over the group companies for their benefit at minority
www.issgovernance.com
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Pursuant to governing rules, a stock for stock transaction between listed
entities in Korea is carried out based on a volume weighted average of the
most recent one-month share price prior to the announcement of the deal,
effectively eliminating any other market mechanics – such as demand for
management premium by the target shareholders – to come into play in the
transaction. Given this limitation, the timing of the board's decision to enter
into a merger transaction is crucial, as the derived swap ratio and buyback price
are the only safeguards available to minority shareholders.
It is disclosed that KPMG has conducted an independent review of the merger
price and derived swap ratio; however, their review was limited to the
assessment of compliance with relevant regulations that dictate the price, and
not an independent appraisal of the terms of the transaction. As the law
effectively defines the price in a stock for stock merger, an independent review
by independent directors is not required under Korean law.
Placement of Treasury Shares to KCC
The most controversial event leading up to this meeting was the surprise
placement of all of Samsung C&T's treasury shares worth 5.8% of the issued
shares to KCC, the second largest shareholder of Cheil Industries on June 11,
2015, the record date for this meeting.
The company, in its disclosure, stated that the board approved the placement
of treasury shares to KCC to help secure the votes to approve the transaction.
When questioned why the board had chosen to create a new managementfriendly shareholder instead of convincing existing shareholders to support the
deal, the CEO explained to ISS that the board had limited time to engage with
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shareholders to persuade them, and added that the law posed certain limitations
on carrying out a full-blown proxy solicitation by the company. Although they
were "sorry" about the dilution, the CEO pointed out that the decision was made
under the firm belief that the deal was in the best interest of the shareholders.
Creating a friendly shareholder in support of the transaction in light of public
shareholder dissent is alarming in itself, but further compounding the concern is
the fact that KCC, as a major shareholder of the buyer, has a vested interest in
acquiring Samsung C&T at terms favorable to the buyer, not the seller. The CEO
argues that KCC's stake in Samsung C&T following the placement is material, and
thus their interest is well aligned with those of other shareholders. The board's
decision to unlock and sell the company's treasury shares to a buyer who has a
vested interest in making this deal happen can be construed as a blatant effort to
supplant the dissenting voice and minority shareholders and indicates that the
board's priority may not be in the economics of the transaction, but rather its
objectives – to merge with Cheil Industries.

www.issgovernance.com
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Valuation Analysis
The following analysis is not intended to definitively determine the per-share
value. Valuation is as much art as science and is highly dependent on the
underlying assumptions over which reasonable people can disagree. As such, our
analysis is meant merely to indicate a potential range of value that in our opinion,
and based on public information, appears to be reasonable.

To assess the fairness of the exchange ratio of this merger, we focus on a sum of
the parts analysis. Given that Cheil Industries was listed in December 2014, a
historical exchange ratio analysis provides little insight.
Market Reaction
The reaction at announcement on May 26 was very positive, with Samsung C&T’s
stock increasing by 14.8% and Cheil Industries by 15.0%, despite the fact that the
merger carries no premium.
Sum of the Parts
Our estimate of SOTP was made with data as of May 22, 2015, the last trading day
before the merger announcement.
Samsung C&T
Approximately 60% of Samsung C&T’s valuation is explained by its minority stakes
in listed companies. We valued these stakes at market value.
The company also has two unlisted operating businesses: engineering &
construction and commodity/chemicals trading (though including energy and
natural resource development projects). The construction business is one of the
two largest in Korea, and has suffered alongside other Korean construction
companies affected by losses in the Middle East and a deterioration of the
domestic market. Slightly less than a quarter of revenues comes from Samsung
group company contracts, and close to 60% of revenues come from foreign
contracts, in contrast to Cheil’s construction business that is mostly local.
www.issgovernance.com
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In terms of operating income, the trading business accounts for approximately
10% of the total, and we valued both construction and trading based on
construction company trading multiples.

Samsung C&T SOTP
Stake
Listed Investments
Samsung Electronics
Samsung SDS
Cheil Industries
Cheil Worldwide
Samsung Engineering
Samsung Fine Chemicals
Imarket Korea
Samsung Securities
Total listed
Operating business/ Unlisted
Construction/Trading
Samsung General Chemicals
Samsung BioLogics
Others
Total unlisted

Valuation
(Won
billion)

4.1%
17.1%
1.4%
12.6%
7.8%
5.6%
1.8%
0.3%

8,068
3,533
302
327
120
62
20
14
12,445

100%
18.0%
4.9%

6,175
280
78
730
7,263

Enterprise value
Net debt
Equity value
Shares outstanding
Value per share
Unaffected price
Unaffected price premium/ (discount)

Comments
Market
Market
Market
Market
Market
Market
Market
Market

value
value
value
value
value
value
value
value

Peer LTM EV/EBIT (10.6x)
KCC Corp LTM P/S (1.45x)
See analysis
Book value

19,708
3,063
16,645 EV - Net debt
151.0
110,234 Won
55,300 Won
-49.8%

Source: financial statements, Thomson One. As of May 22, 2015. Excludes two minor stakes which
sale was agreed in December 2014 (close expected by June 2015), deducting the amount to be
received from the net debt line. Construction peers include Hyundai Development, Daewoo
Engineering, Daelim Industrial and Hyundai Engineering.
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Our estimate of Won 110,000 per share is based on the number of shares
outstanding before Samsung C&T sold treasury shares to KCC. If Elliott’s
injunction against the share sale proves unsuccessful, our adjusted estimate
would decline by 2.9%.
The unaffected share price represents a 50% discount to our estimate. While
management has recently indicated negative prospects of the company’s
construction business, this business represents less than a third of our estimated
EV, so it wouldn’t change the conclusion dramatically.
A further question is whether this large discount is an anomaly. Conglomerates
typically trade at a discount, and many analysts apply a 30% discount to the value
of minority stakes in unlisted (sometimes even in listed) companies. We believe
that given limited disclosure, a time series of discount might be less than robust
and therefore misleading to some extent. Instead, we estimated the value of
Samsung C&T’s listed stakes vs. its enterprise value, to evaluate to what extent
the operating business and non-listed stakes were being “missed” by the market.
For the five years prior to the merger announcement, the listed investments
(excluding companies listed since Nov. 2014, i.e. Samsung SDS and Cheil)
represented mostly between 40% and 80% of the company’s EV, with an average
of 60%. The merger was announced in the second period of relative extreme
“undervaluation” for the operating business and unlisted stakes (70%).

Samsung C&T Listed investments/EV
90%
80%
70%

60%
50%
Merger
announced

40%
30%
6/4/2010

6/4/2011

6/4/2012

6/4/2013

6/4/2014

6/4/2015

Source: Thomson one, company financial statements. Ovals represent periods when listed
investments represented an unusually high percentage of EV.

Cheil Industries
Cheil Industries had an extraordinary debut: its stock price tripled in the four
months following the Dec. 2014 IPO. Of all the listed companies mentioned in
this reports, Cheil Industries is the only one that has been trading
systematically above analyst one-year target prices.
Samsung Life, the only listed minority stake, represents approximately half of
the company’s enterprise value. We valued it at market value.
The company has four main operating businesses:
1. Fashion: Cheil Industries expects to grow its revenues more than 5x by
2020, certainly an ambitious target. The ambition is based on the 2012
launch of its fast-fashion brand, 8 seconds, and its expansion to China. We
note that revenues grew 5.4% last year, and that they declined by (-1.4)%
in 1Q15 “due to stagnation of consumption and decreased sales of new
products” (Cheil Industries 1Q15 investor presentation). Margins have
been contracting, partly because of expenses associated with expanding
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the brand, though analysts seem very optimistic about its prospects based on
Cheil’s successful track record in fashion. Valuing the company at peer LTM
EBIT multiples yields a valuation of Won 1 billion, whereas using peer LTM
Sales multiples yields a valuation of Won 3 billion. The range is wide, but one
has to consider that Cheil’s EBIT margin is less than half that of peers, though
they might be temporarily depressed during the expansion phase. We used a
mid range of Won 2 billion to value this business.

2. Food: This is a stable business that we valued at peer multiples.
Approximately 1/4 of its revenues come from Samsung group companies.
3. Construction: This business has enjoyed stable revenue growth and higher
margins than domestic peers, perhaps reflecting the fact that 70% of its
business is derived from Samsung group companies. Cheil Industries’
construction business is Korea’s number 27 builder and only 1/8th the size of
Samsung C&T’s construction business; it would be hard to assess its
competitive standing without captive contracts. We valued this company at
the Shinsegae E&C EV/EBIT multiple, as this is another company with a similar
proportion of captive business. Shinsegae’s valuation multiple is 50% higher
than the median of construction peers, which we applied to Samsung C&T’s
construction business. A further reality check is against Hyundai
Development, the company with the highest expected growth among
construction peers; this company valuation multiple is very similar to that of
Shinsegae.
4. Leisure: This is a stable business in terms of top line, though has much lower
operating margin than peers. We valued the business at peer EBITDA
multiples, though lack of disclosure on Capex needs (which can be substantial
in this business) makes the comparison difficult. In any event, one could
envision downside risk to our estimate.
Lastly, the most relevant non-listed, minority stake is that at Samsung BioLogics, a
joint venture launched in 2011 with Samsung Electronics and Samsung C&T. Cheil
Industries has invested an aggregate of approximately Won 550 billion in the
company. Samsung BioLogics is a CMO (contract manufacturing organization) for
biopharmaceutical companies which is still building its plants. Samsung intends to
be the word’s number three CMO mammalian cell culture facility capacity after
Lonza and Boeringer Ingelheim, and already has supply agreements with leading
www.issgovernance.com
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pharmaceutical companies such as Bristol-Myers and F. Hoffmann-La Roche.
In turn, Samsung BioLogics created Samsung Bioepis, together with Biogen,
which owns a 9.7% stake but has an option to increase its stake to 49.9%. This
subsidiary is in the biosimilars business; biosimilars are equivalent to generics
of chemical drugs, but are named “biosimilars” because they are never
identical to the originals.

Samsung BioLogics, which consolidates Biepis, has KRW 105 bn in revenues and
substantial operating losses. The company expects to reach Won 1,800 billion
in revenues by 2020. But this is the business that generates the most
expectations: Celltrion, one of the leading biosimilar developers in Korea, is
trading at close to 20x revenues on expectations of the opening of the US
market. Celltrion was founded in 2002, nine years earlier than Bioepis, though
the Samsung group has invested heavily its business to reach the commercial
stage faster.
In terms of valuation, Lonza (CMO), a company with more than $3 billion in
revenues, trades at 1.8x EV/Sales. Biosimilars leader Hospira was trading at
2.7x sales before it was sold earlier this year to Pfizer for $16 billion. The
Hospira acquisition would turn Pfizer into a top player in biosimilars along with
Novartis. Using Hospira’s sales valuation multiple, Samsung’s BioLogics 2020
sales target of Won 1,800 billion and a 15% discount rate, one could value
Samsung BioLogics at Won 2,400 billion (Cheil’s stake would be worth Won
1,100 billion).
A very different approach is to take Celltrion as a parameter. Samsung
BioLogics expects to have the same revenues as Celltrion in two more years
(again, apparently ambitious targets, as in the case of fashion); if one takes
Celltrion’s current market value and discounts that for two years at 15%, the
value of Cheil’s stake in BioLogics would be Won 2,900 billion. We used an
average of this value and the estimate mentioned above based on Hospira’s
multiples. But in any valuation, one should take into account the potential
dilution if Biogen increases its stake in Biepis under its option agreement (value
to be paid unknown).

16

ISS Special Situations Research
July 3, 2015

Cheil Industries SOTP
Listed Investments
Samsung Life
Total listed
Operating business/ Unlisted
Fashion
Food
Construction
Leisure
Undistributed results
Total Operating businesses
Samsung BioLogics
Other

Valuation
(Won
Stake
billion)
Comments
34.8%
7,501 Market value
7,501

100.0%
100.0%
100.0%
100.0%
100.0%

2,045
2,293
1,206
978
(850)
5,672
1,520
141

46.3%

Enterprise value
Net debt
Equity value
Shares outstanding
Value per share
Unaffected price

every Samsung share, nearly double the currently
proposed ratio of 0.35. Moreover, the “fair” ratio is even
higher for some analysts that cover both stocks, which
helps control for analyst bias/ methodology, at 0.78x
(analysts include Citi, Credit Suisse, Morgan Stanley and
HSBC). This is more than double the proposed exchange
ratio.

Avg. Peer EV/EBIT and EV/Sales
Peer LTM EV/EBIT (19.4x)
Shinsegae Eng. LTM EV/EBIT (16.1x)
Peer LTM EV/EBITDA (14.9x)
Weighted avg. op. businesses EV/EBIT (17.7x)
See analysis
BV

14,834
1,421
13,414
115.97 million
115,665 Won
163,500 Won

Unaffected price premium/ (discount)

41.4%

Source: financial statements, Thomson One. Excludes two minor stakes which sale was agreed in December 2014 (close
expected by June 2015), deducting the amount to be received from the net debt line. Construction peers include Hyundai
Development, Daewoo Engineering, Daelim Industrial and Hyundai Engineering.

Our SOTP analysis indicates that Cheil Industries was trading at approximate premium of 40% of the
estimated NAV, or a Won 5,500 billion value gap. The implied exchange ratio to our estimate for
Samsung C&T is 0.95x, vs. the actual offer of 0.35x.
Analyst Target Prices
Based on Thomson One, the median one-year target price was Won 132,000 per share for Cheil
Industries and Won 77,000 for Samsung C&T, implying a fair exchange ratio of 0.58 Cheil shares for
www.issgovernance.com
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State of Play
Since the unaffected date, Korean stocks as measured by the KOSPI index have
declined by 3.3% until June 30. Estimating the evolution of each component in
our SOTP valuation, and assuming that the non-listed stakes and Cheil Industries
had evolved in line with the index, we estimate that a standalone Samsung C&T
would have declined by 7.3% without the merger announcement. Given that the
stock increased by 19.9% since the unaffected date, we estimate that the short
term downside may be as much as 22.6% if the deal does not go through.

Evolution Since Unaffected Date
140
130

120
110
100
90
80
22/05/2015

29/05/2015

Samsung C&T

05/06/2015

12/06/2015

Construction Peers

19/06/2015
Kospi

26/06/2015
Samsung Electronics

Source: Thomson One
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Conclusion and Vote Recommendation
Although the terms of the transaction are fully compliant with Korean law, the
combination of Samsung C&T’s undervaluation and Cheil Industries’ overvaluation
significantly disadvantages Samsung C&T shareholders. Potential synergies the
companies contend are available through the merger, even if credible, do little to
compensate for the significant undervaluation implied by the exchange ratio.
Instead of making a compelling case to demonstrate the benefits of the merger
and address directly the concerns of unaffiliated shareholders, the board of
Samsung C&T opted to make the second largest shareholder of the buyer a block
shareholder of the company to secure the deal. While the board argues the
placement was agreed to for the benefit of all shareholders, the decision suggests
too easy a willingness to force through a transaction in spite of the views of
unaffiliated shareholders, and perhaps even for the benefit of the buyer's
shareholders despite disadvantaging its own shareholders.
From the unaffected date through June 30, the KOSPI index has declined by 3.3%.
Estimating the evolution of each component in our SOTP valuation, and assuming
that the non-listed stakes and Cheil Industries had evolved in line with the index,
we estimate that a standalone Samsung C&T would have declined by 7.3%
without the merger announcement. Given that the stock increased by 19.9% since
the unaffected date, we estimate that the short term downside may be as much
as 22.6% if the deal does not go through.
A vote against the transaction may expose shareholders to this short-term
downside market risk. However, shareholders also retain the possibility that a
fairer valuation of the company – either in the public markets or in some future
change-in-control transaction – will develop over time. Voting for this transaction
on the current terms, by contrast, permanently locks in a valuation disparity
which materially exceeds any short-term downside risk. A vote AGAINST the
transaction, despite any short-term downside risk, is therefore warranted.
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