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CITY OF LONDON INVESTMENT GROUP

Karpus benefit coming through strongly

City of London has announced its interim results for FY’21. The merger with
Karpus took place in the middle of the reporting period, which, together with
strong market performance, has had a strong beneficial effect. Gross revenue grew
to £23.7m, an increase of 37% over the figure from the same period a year ago.
Statutory profit also showed a strong increase, even after the exceptional
transaction costs and introduction of amortisation. On an underlying basis,
earnings grew 81% to £8.82m, while underlying EPS was up 23%, from 19.4p to
23.8p. An interim dividend increase to 11p had been announced previously.

>

FUM: City of London provided some further details on fund flows and
performance. Both the retail and institutional assets within Karpus saw net
outflows, reflecting rebalancing more than transaction disruption. Five of its six
strategies outperformed in the last quarter.

Amortisation and estimates: The transaction introduces a large amortisation
figure: £1.1m for the last quarter. We have moved our forecasts to an
underlying basis, with 2021E EPS now 47.1p, an increase of 24% over 2020
EPS. We have also introduced 2023 estimates.

Valuation: Despite the recent good performance, the 2022E P/E of 11.9x
remains at a discount to the peer group. The 2022E yield of 7.2% is attractive,
in our view, and should, at the very least, provide support for the shares in the
current markets.

Risks: Although City of London has reduced its relative emerging markets
exposure, it is still 47% of assets. It has proved to be more robust than some other
fund managers, aided by its good performance and strong client servicing. Market
volatility remains a risk, although increasing diversification is also mitigating this.

Investment summary: Having shown robust performance in challenging market
conditions, City of London is now reaping the benefits in a more supportive
environment. The valuation remains reasonable. After a special dividend in
FY'19, a dividend increase in FY'20 and with the EPS boost from Karpus in
2021, the prospects for future dividend increases look very good.

Financial summary and valuation

Year-end Jun (Em) 2018 2019* 2020 2021E 2022E 2023E
FUM ($bn) 511 5.39 5.50 11.22 11.88 12.56
Revenue 33.93 31.93 33.26 54.59 64.91 68.35
Statutory PTP 12.79 11.40 9.41 21.88 28.64 30.81
Statutory EPS (p) 39.5 34.9 30.3 36.5 42.0 454
Underlying EPS (p) 39.5 34.9 38.0 47.1 50.8 54.1
DPS (p) 27.0 27.0 30.0 33.0 36.0 39.0
Special dividend (p) 13.5

P/E (x) 12.7 14.4 16.6 13.8 11.9 11.1
Dividend yield 5.4% 8.1% 6.0% 6.6% 7.2% 7.8%

*2019 figures include a special dividend of 13.5p; Source: Hardman & Co Research

Disclaimer: Attention of readers is drawn to important disclaimers printed at the end of this document
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Funds under management (FUM)
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Results commentary

These results are the first since the Karpus merger, which was completed on 1
October 2020, exactly in the middle of the reporting period. As a consequence, 1Q
was for CLIM (City of London Investment Management) only, while 2Q includes KIM
(Karpus Investment Management) and will give a better reflection of the group going
forward. This, inevitably, distorts the simple comparisons with previous reporting
periods. City of London has separated some figures out, so we can see how CLIM
has developed.

The merger has also brought some accounting changes, notably the exceptional
costs for the transaction, the introduction of intangible assets acquired and their
amortisation. As usual, the headline figures were previewed in the January trading
statement, so this report will focus on the additional disclosure.

Funds

($m) Dec’20 Jun’20 Net flows Other movements
Emerging Markets 5196 3,828 -47 1,419
International 1,700 1,244 -12 468
Opportunistic Value 306 256 -5 55
Frontier 14 175 -169 8
Other/REIT 13 9 4
CLIM total 7,229 5,512 -233 1,954
Karpus retail 2,630 2,401 -62 291
Karpus institutional 1,077 1,087 -99 89
Karpus total 3,707 3,488 -162 380
Total 10,936 9,000 -395 2,334

Source: Hardman & Co Research

The FUM figures give some additional segmentation from the earlier trading
statement. The expected withdrawals in the Frontier strategy have left it only slightly
larger than the newer REIT assets. Nevertheless, a longer track record may give it a
relative marketing advantage, albeit this is very much a niche area for City of
London’s main target clients.

The KIM figures cover a quarter before and after the merger. While a small amount
of assets were lost due to the change, rebalancing appears to have had a stronger
effect. With 60% of assets in bonds, market growth was proportionately weaker
than for CLIM.

KIM has six strategies, five of which outperformed in the last quarter. The exception
was international equities. The fixed-income strategies had several sources of
performance, while the equity strategies benefited from being overweight small-
caps and discount narrowing. City of London intends to add to KIM'’s marketing
resources, which hopefully will have a beneficial effect on its inflows.

Financial results

Revenue is the only line where separate CLIM and KIM figures are supplied. Net fee
income in the half was £22.6m, of which £5.1m came from KIM, meaning the
underlying CLIM total was £17.5m. This compares with £16.4m a year ago, a 7%
increase. While CLIM’s FUM growth over the period was 31%, its average FUM of
$6.2bn represented an 11% increase over the average of $5.6bn in 1H'20. Adverse
exchange rate movements and ongoing gradual average fee rate declines account
for the difference.
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Total employee and other administrative expenses rose, in total, from £9.95m to
£10.99m, a 10% increase compared with the 38% net revenue growth. The different
cost structure of KIM, combined with City of London’s usual excellent cost control,
accounts for much of this difference. With KIM being entirely US-based, its
expenses increase the group proportion that is US dollar-denominated. The dollar
weakness will also have had a beneficial effect.

After the adverse movements in early 2020, interest and gains returned a positive
figure of £0.40m. The £0.45m of gains were primarily on the seed investments in
the REIT strategies.

On a statutory basis, PBT for the period was £8.82m, and earnings were £6.58m,
but this makes no allowance for the transaction. City of London has introduced an
underlying profit calculation, which excludes gains on investments (£0.45m in 1H),
the exceptional transaction costs (£1.74m) and amortisation on the acquired
intangibles (£1.08m). This looks like a very sensible set of adjustments and should
not be controversial.

Allowing for these, underlying PBT was £11.19m, an increase of 82% over the
previous year’s figure. Underlying 1H'21 EPS of 23.8p was 23% higher than for 12
months ago. Although supportive markets have helped, the financial benefits of the
KIM transaction are clear.

Cash conversion is usually excellent, and this half was no exception. The cash from
operations of £10.3m was 92% of operating profit plus amortisation. Despite the
increased dividend and the transaction costs, cash on the balance sheet, at £17.54m,
was 20% higher than the June figure of £14.59m. In addition, the seed investments
in the REIT strategies are £4.3m.

The estimated full-year dividend cost for 2021, based on our estimate of 33p per
share, is £14.3m, compared with 2021E earnings before amortisation of £19.0m.
The dividend cost is a little reduced in 2021, as new shareholders will get 75% of
the full amount, reflecting the period of their ownership. City of London has a very
strong balance sheet, and we expect it to continue to improve this in the absence
of a large market dislocation.

Management changes

Along with the results, City of London has announced two management changes:
Deepranjan Agrawal, who has been managing the group’s finance function since
January 2020, has been made CFO of the group; Alan Hoyt, who has been with City
of London since 2009, has been appointed CTO.

Since our last report, there has also been a new board appointment: Tazim Essani
has had corporate development and strategy roles at GE Money, Close Brothers and
Santander UK and, as an independent NED, will improve the balance of the board
after the merger.

The advent of Karpus has required significant changes to our financial model. We
have reviewed several of our key assumptions and, given it is some time since we
outlined them in full, we thought this would a good chance to update them. We
have also, as is usual with the interim results, added 2023 forecasts.
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New business

For the past couple of years, we have assumed no net inflows into the EM strategy.
This has been overly optimistic, as rebalancing has continued to drag on FUM in this
area. We have now assumed an annual withdrawal rate of $100m.

The diversifying strategies, International and Opportunistic Value, have shown more
consistent net inflows. Until last year, we had assumed an annual rate of $250m for
some time. With the review of the International strategy, we reduced this to a
$100m rate in FY'21 and $200m thereafter. These assumptions remain unchanged.

With Karpus having been in transition in the last year, we are reluctant to read too
much into its recent flow figures. Our initial judgement was annual net inflows of
1% of assets, which was $35m. With the increase in FUM, we have increased that
to a $40m annual rate for the rest of the year, or $10m in each quarter. As City of
London intends to add marketing resource, we have now doubled that for 2022 and
2023, to $80m a year.

Market movements

For some time, we have assumed an annual market growth rate of 5% for CLIM’s
assets. We see no reason to change this assumption. KIM has 60% bond exposure
and, with interest rates being where they are, we assume an annual growth rate of
2.5%. As the table on page 6 shows, the market growth assumptions account for
twice as much EPS growth as the new business assumptions.

Operational assumptions

We keep the fee rate assumptions in line with City of London's latest disclosure,
with a slow, steady decline in CLIM driven by new business flows. Tax rates follow
a similar pattern, with KIM raising the future tax rate to 24%. We have pushed up
our expense growth for FY'21 to 3%, in line with City of London's model from the
2% we had previously. Future years are left at 2%.

Estimate changes

Although changing the above assumptions affects our estimates, actual market
movements and exchange rates tend to have a larger effect on estimate changes.
Net inflows have a lagged effect, generally having more effect on future years than
the year in which they arrive or leave.

Although we will continue to disclose our statutory EPS estimates, our focus will
move to the underlying figures. The underlying basic EPS for 2020 was 38.0p. We
are now forecasting 47.1p in 2021, 50.8p in 2022 and 55.1p in 2023.

We note that City of London has put the dividend target of 1.2x rolling cover under
review. We suspect that an adjustment away from the statutory basis will be
appropriate. We have left our dividend estimate unchanged, although we have
introduced a forecast for 2023 of 39p - a further 3p increase over 2022. This would
give a five-year average cover of 1.15x on a statutory basis and 1.32x on an
underlying basis. Knowing the management’s tendency to be conservative and
retain a margin in case of market volatility, we think that, if markets continue to
perform well, then special dividends may be more likely than an accelerated dividend
increase.
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Financials
Summary financials
Year-end Jun 2018 2019* 2020 2021E 2022E 2023E
FUM ($bn) 5.11 5.39 5.50 11.22 11.88 12.56
P&L (Em)
Revenue 33.93 31.93 33.26 54.59 64.91 68.35
Expenses 21.40 2143 21.66 31.37 36.29 37.56
Operating profit 12.53 10.50 11.60 23.22 28.62 30.79
Statutory PTP 12.79 11.40 9.41 21.88 28.64 30.81
Earnings 10.06 9.05 7.37 15.77 20.72 22.37
Statutory EPS (p) 39.5 34.9 30.3 36.5 42.0 454
Underlying EPS (p) 39.5 34.9 38.0 471 50.8 54.1
DPS (p) 27.0 40.5 30.0 33.0 36.0 39.0
Key metrics
2018 2019* 2020 2021E 2022E 2023E
Growth (%)
FUM 5.5 2.1 103.9 5.8 5.8
Revenue -5.9 4.2 64.1 18.9 5.3
Operating profit -16.2 104 100.2 23.3 7.6
Underlying EPS -11.6 8.9 24.0 7.8 6.6
DPS (excl. special div.) 0.0 11.1 10.0 9.1 8.3
Operating margins (%)
Net FUM fee margin 0.80 0.76 0.75 0.75 0.74 0.74
Operating margin 36.9 32.9 34.9 42.5 441 451
Tax rate 21.4 20.6 21.7 23.0 24.0 24.0
Dividend cover (x, excl. special div.) 1.5 0.9 1.0 1.1 1.2 1.2
Rolling 5-year cover (x, excl. special div.) 1.2 1.3 1.2 1.3 1.2 1.1
Rolling u/l 5-year cover (x, excl. special div.) 1.2 1.3 1.3 1.3
Underlying EPS sensitivity
2021E 2022E 2023E
No net new business
EPS (p) 47.1 50.2 52.7
Change -0.1% -1.1% -2.7%
0% market growth (was 5% p.a.)
EPS (p) 46.7 48.0 48.4
Change -0.8% -5.5% -10.5%
*2019 figures include a special dividend of 13.5p; Source: Company data, Hardman & Co Research
£1=$1.36
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Disclaimer

Hardman & Co provides professional independent research services and all information used in the publication of this report has been compiled from publicly
available sources that are believed to be reliable. However, no guarantee, warranty or representation, express or implied, can be given by Hardman & Co as to
the accuracy, adequacy or completeness of the information contained in this research and they are not responsible for any errors or omissions or results obtained
from use of such information. Neither Hardman & Co, nor any affiliates, officers, directors or employees accept any liability or responsibility in respect of the
information which is subject to change without notice and may only be correct at the stated date of their issue, except in the case of gross negligence, fraud or
wilful misconduct. In no event will Hardman & Co, its affiliates or any such parties be liable to you for any direct, special, indirect, consequential, incidental
damages or any other damages of any kind even if Hardman & Co has been advised of the possibility thereof.

This research has been prepared purely for information purposes, and nothing in this report should be construed as an offer, or the solicitation of an offer, to buy
or sell any security, product, service or investment. The research reflects the objective views of the analyst(s) named on the front page and does not constitute
investment advice. However, the companies or legal entities covered in this research may pay us a fixed fee in order for this research to be made available. A full
list of companies or legal entities that have paid us for coverage within the past 12 months can be viewed at http://www.hardmanandco.com/legals/research-
disclosures. Hardman may provide other investment banking services to the companies or legal entities mentioned in this report.

Hardman & Co has a personal dealing policy which restricts staff and consultants’ dealing in shares, bonds or other related instruments of companies or legal entities
which pay Hardman & Co for any services, including research. No Hardman & Co staff, consultants or officers are employed or engaged by the companies or legal
entities covered by this document in any capacity other than through Hardman & Co.

Hardman & Co does not buy or sell shares, either for their own account or for other parties and neither do they undertake investment business. We may provide
investment banking services to corporate clients. Hardman & Co does not make recommendations. Accordingly, they do not publish records of their past
recommendations. Where a Fair Value price is given in a research note, such as a DCF or peer comparison, this is the theoretical result of a study of a range of
possible outcomes, and not a forecast of a likely share price. Hardman & Co may publish further notes on these securities, companies and legal entities but has
no scheduled commitment and may cease to follow these securities, companies and legal entities without notice.

The information provided in this document is not intended for distribution to, or use by, any person or entity in any jurisdiction or country where such distribution
or use would be contrary to law or regulation or which would subject Hardman & Co or its dffiliates to any registration requirement within such jurisdiction or
country.

Some or all alternative investments may not be suitable for certain investors. Investments in small and mid-cap corporations and foreign entities are speculative
and involve a high degree of risk. An investor could lose all or a substantial amount of his or her investment. Investments may be leveraged and performance may
be volatile; they may have high fees and expenses that reduce returns. Securities or legal entities mentioned in this document may not be suitable or appropriate
for all investors. Where this document refers to a particular tax treatment, the tax treatment will depend on each investor’s particular circumstances and may be
subject to future change. Each investor’s particular needs, investment objectives and financial situation were not taken into account in the preparation of this
document and the material contained herein. Each investor must make his or her own independent decisions and obtain their own independent advice regarding
any information, projects, securities, tax treatment or financial instruments mentioned herein. The fact that Hardman & Co has made available through this
document various information constitutes neither a recommendation to enter into a particular transaction nor a representation that any financial instrument is
suitable or appropriate for you. Each investor should consider whether an investment strategy of the purchase or sale of any product or security is appropriate
for them in the light of their investment needs, objectives and financial circumstances.

This document constitutes a ‘financial promotion’ for the purposes of section 21 Financial Services and Markets Act 2000 (United Kingdom) (‘FSMA’) and
accordingly has been approved by Capital Markets Strategy Ltd which is authorised and regulated by the Financial Conduct Authority (FCA).

No part of this document may be reproduced, stored in a retrieval system or transmitted in any form or by any means, mechanical, photocopying, recording or
otherwise, without prior permission from Hardman & Co. By accepting this document, the recipient agrees to be bound by the limitations set out in this notice.
This notice shall be governed and construed in accordance with English law. Hardman Research Ltd, trading as Hardman & Co, is an appointed representative of
Capital Markets Strategy Ltd and is authorised and regulated by the FCA under registration number 600843. Hardman Research Ltd is registered at Companies
House with number 8256259.

(Disclaimer Version 8 - Effective from August 2018)
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