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CITY OF LONDON INVESTMENT GROUP 

Karpus transaction looks a winner 

City of London has announced a merger with Karpus Management Inc, a US SEC-
registered investment adviser. Based in upstate New York, it is focused on wealth 
management for HNW individuals and, as of end-March, it had FUM of $3.22bn. 
Like City of London, it primarily invests through funds. Its primary focus is closed-
end funds (CEFs) but it also uses mutual funds, ETFs and other vehicles. With a 
range of balanced mandates, on an underlying basis, 39% of assets are equities, 
predominantly in the US, and 61% fixed income. City of London will be significantly 
diversifying its exposure by asset class and client type. 

► Finances:  Private client management has a higher revenue margin than City of 
London’s institutional business. Karpus is also run very efficiently and, ex the 
compensation of the departing founder, generates a higher profit with an 
estimated adjusted PBT of $16.0m in FY’19 and $8.9m in 1H’20. 

► Earnings upgrades:  We have significantly upgraded our earnings estimates. We 
estimate Karpus will enhance EPS by 15% in 2021 and 14% in 2022. There are 
also significant increases from market improvements. In addition, we have 
upgraded our dividend forecasts and have restored increases in 2021 and 2022. 

► Valuation:  The 2021E P/E of 6.9x is at a discount to the peer group. The 2021E 
yield of 9.2% is very attractive, in our view, and should, at the very least, provide 
support for the shares in the current markets.  

► Risks:  Although emerging markets can be volatile, City of London has proved 
to be more robust than some other EM fund managers, aided by its good 
performance and strong client servicing. Further EM volatility could raise the 
risk of such outflows, 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. FY’17 and FY’18 both saw 
dividend increases. With the EPS upgrades from Karpus, the prospects for 
future dividend increases look very good. 

 

Financial summary and valuation 

Year-end Jun (£m) 2017 2018 2019* 2020E 2021E 2022E 

FUM ($bn) 4.66 5.11 5.39 5.44 9.60 10.24 

Revenue  31.29 33.93 31.93 32.35 52.26 61.81 

Statutory PTP 11.59 12.79 11.40 8.75 25.40 31.79 

Statutory EPS (p) 36.9 39.5 34.9 28.0 47.1 51.8 

DPS (p) 25.0 27.0 27.0 28.0 30.0 33.0 

Special dividend (p)   13.5    
P/E (x) 8.8 8.2 9.3 11.6 6.9 6.3 

Dividend yield 7.7% 8.3% 12.5% 8.6% 9.2% 10.2% 
 

*2019 figures include a special dividend of 13.5p; Source: Hardman & Co Research 
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Funds under management (FUM) 

 

 

► Net inflows since 2014 

► Addition of Karpus in 2021 

► Market recovery since April has offset much of the 1Q 
market fall 

► Assumed steady new business flows and market growth of 
5% p.a. 

 

Revenue  

 

 

► Revenue linked strongly to FUM 

► Ongoing decrease in revenue margins from new business 

► Karpus revenue margin higher than City of London’s 

► 2020E growth affected by reduction of revenue margins, 
as well as volatile markets 

 

EPS (bar) and DPS (line) 

 

 

► Profitability historically maintained by cost flexibility 

► Exceptional transaction costs affect 2020E 

► Special dividend of 13.5p in 2019 

► Dividend increased in 2017, 2018 and 2020 (interim); we 
believe our forecasts for 2021E and 2022E are 
conservative  

Source: Company data, Hardman & Co Research 
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Outline of transaction 
City of London’s strong financial position has led to speculation over the years about 
whether it will combine with another asset manager. We understand it has 
considered many options in the past, but has not found anything that it considered 
suitable. That it has finally done so suggests that this is a very considered decision. 

City of London will be merging with Karpus Management Inc, a US SEC-registered 
investment adviser, in an all-share transaction. An aggregate of 24.12m shares will 
be issued to Karpus shareholders, making the deal worth £79m at the 8 June closing 
price of 325p. Post the deal, there will be a total of 50.67m shares in issue and the 
group’s market capitalisation would be £165m. 

Once the transaction is complete, City of London will become a holding company 
with two divisions: one with the existing operations of City of London Investment 
Management (CLIM) and the other with those of Karpus. The latter will largely be 
run independently from CLIM, with the key investment and relationship 
management functions remaining in place. 

The principal benefits to City of London will not accrue from cost cutting. There will 
be some economies of scale in shared areas such as finance, but this is more likely 
to translate as slower cost growth. It does bring diversification benefits, both in 
terms of the asset classes to which the group has exposure and the type of clients. 

Financially, the deal is substantially earnings-enhancing and will increase dividend 
cover, enhancing prospects for future increases. 

Karpus Management Inc 
Founded in 1986, Karpus is based near Rochester in upstate New York with a sales 
office in Naples, Florida. Founded and majority-owned by George Karpus, the 
transaction is taking place as he steps back from the business. 

Karpus’ clients are entirely US-based. Most of them are HNW individuals or families, 
with its main offering being a range of balanced mandates, although there is also 
some Individual Retirement Account business. As of 31/03/20 it had 2,273 client 
accounts with just over 800 client relationships. Like City of London, it primarily uses 
funds in its investment strategies. Closed-ended funds currently make up over half 
of assets, but Karpus makes great use of ETFs, open-ended funds and other 
instruments then City of London. 

An indication of its asset breakdown can be seen from the data below. The figures 
from earlier dates are based on data from composites, which do not include all 
assets.  

Funds under management (FUM) 

($m) 31/12/17 31/12/18 31/12/19 31/03/20 

Equity  1,059 953 1,111 39% 
Taxable fixed income 655 633 679 

61% 
Tax-sensitive fixed income 644 660 865 
Other asset classes 790 817 1,014  

Growth balanced 873 797 884  
Conservative balanced 964 946 1,178  
Other mandates 1,311 1,320 1,607  

Total 3,148 3,063 3,669 3,220 
Source: Karpus, Hardman & Co Research 
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All the funds that Karpus invests in are US-domiciled, although the underlying assets 
may include some international exposure. We understand this is small and virtually 
all developed market exposure. For the group as whole, this will take the emerging 
markets proportion from the current 74% to under 40%. 

Since end-March 2020, the S&P500 has risen by ca.20% and aggregate bond indices 
risen by low single digits, suggesting FUM is currently ca.$3.5bn. Assuming all the 
assets come across (see below), this would take current group FUM to almost $9bn. 

Karpus composite performance – 5 years to 31/12/19 

 
Source: Karpus, Hardman & Co Research 

Karpus’ performance has been excellent. The five-year chart shows that all its 
principal composites have outperformed its peers. The pictures for three years and 
ten years are almost identical. The only blemish is slight underperformance in the 
equity composite over one year. 

Investment processes 
At a high level, the Karpus investment process has some similarities with the existing 
City of London one. The emphasis is very much on being process-driven rather than 
relying on star fund managers. There are some philosophical commonalities, too, 
with Karpus also taking an active role in CEF corporate governance when required. 
One key difference is the investment objective. As a private wealth manager, Karpus 
has an emphasis on capital preservation while CLIM’s institutional mandates look for 
relative performance. 

Every two months, the Karpus investment committee meets to discuss asset 
allocation. The balanced portfolios have a spread of ten risk categories, with most 
clients being in the middle with around 40% equity exposure. Within each strategy, 
the equity/bond/cash exposure does not change much, but there is some variation 
in exposure within each category. For example, on bonds, the asset allocation may 
consider duration or Treasury/corporate exposure. 

This has much in common with CLIM’s processes, but there can be a difference in 
execution. Karpus also takes a view on how discounts in CEFs may move. This 
underlies its use of other assets, with increased usage when discounts are expected 
to widen. While CEF exposure at 31/03/20 was 59% of assets, over the past five 
years, it has been as low as 26%.  
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Client diversification and retention 
Broadly speaking, HNW money is usually pretty sticky as long as a manager performs 
reasonably and maintains sufficient client servicing. Karpus appears to fulfil both 
those criteria. It has steadily grown its FUM from $2.0bn in 2010 to the latest figure 
of $3.2bn. While some of this reflects rising markets, it has shown an ability to retain 
and grow clients. 

Under SEC rules, the change of ownership will require client consent, with any that 
do not approve at risk of leaving. We understand that around three-quarters of 
clients simply need to be informed and would need to be proactive to leave. Any 
losses among these is likely to be small.  

The remainder are required to give written consent to have their assets transferred 
across. Given the circumstances and Karpus’ good performance, it should be 
expected that few clients will object to the change, but the requirement for 
paperwork may mean some losses. The plan is for Karpus’ client servicing to be 
proactive in reassuring its client base and obtaining the appropriate consents. 

In order to protect against the risk that this does not go well, City of London has 
negotiated a potential discount if the actual FUM is meaningfully lower than 
expected. If, at the date of completion, the transferred FUM is less than $3.0595bn, 
the number of shares being paid will be reduced. The ratio will be 95% less the ratio 
of $3.2205bn less actual FUM divided by $3.2205bn. This also has the effect of 
giving some protection against drastic market falls. 

Shareholdings, management and staffing 
The current shareholder base of Karpus is as follows:  

Karpus shareholders 

  Proportion of 
Karpus 

Proportion of City of London 
after transaction 

George Karpus  66.1% 31.5% 
Family of George Karpus  13.3% 6.3% 
Staff  10.6% 5.0% 
Charitable foundations and university 10.0% 4.8% 

Source: Karpus, Hardman & Co Research 

There will be a lock-up arrangement with all Karpus shareholders with a commitment 
to not sell any shares for 12 months after completion. Any sales in the following 12 
months will be made through City of London’s broker, Zeus Capital, to ensure an 
orderly market. Unfortunately, this means there is unlikely to be a meaningful 
increase in share liquidity any time soon. 

George Karpus will be retiring from his executive roles within Karpus upon 
completion, although he will be offered a consultancy role. The board of City of 
London will see the addition of one non-executive director and one executive 
director from Karpus. Below this, there will be a group management committee with 
members from both businesses.  

Within Karpus, other than the retiral of George Karpus, the existing management 
team will remain in place. City of London is keen to keep the existing Karpus staff in 
place. It will take measures to do so, including giving staff the opportunity to 
participate in the company’s Equity Investment Programme. In this, the company 
matches employee share purchases and it has had a strong take-up in the existing 
company. 
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Finances 
An outline of Karpus’ finances is set out below. The balance of operating profit after 
fee income and other expenses equates to management bonuses. With the 
retirement of George Karpus, the majority of this will no longer be paid. 

Karpus financial information 

 Full year Half year 

($m) To 30/06/18 To 30/06/19 To 31/12/18 To 31/12/19 

Net fee income 25.0 25.7 12.8 13.7 
Admin expenses -25.3 -25.9 -13 -13.1 
Est management bonuses -15.1 -15.5 -7.7 -8.3 
Operating profit 14.8 15.3 7.5 8.9 
Other income 0.1 0.7 -0.1 0.7 
PBT 14.9 16.0 7.4 9.6 

Total assets 5.8 7.3 6.7 0.3 
Source: Hardman & Co Research 

Although Karpus has a smaller FUM than City of London, the fee margins on 
managing HNW money are better than on institutional business. The estimated 
gross fee margin is 85bps, compared with a current level of 74bps. There is good 
reason to believe this is more stable too. While there is fee pressure across all 
segments of the industry, City of London’s diversification strategy has meant new 
business is at a lower fee rate.  

Karpus is also run efficiently. The company is based well away from large financial 
centres, and an operating profit margin of almost 60% is excellent. The net result is 
that the deal will be earnings-enhancing for City of London. Pro forma, the first-half 
profit for FY’20 after tax would have been almost £11m, 120% larger than the actual 
figure with 91% more shares.  

City of London will incur transaction costs of £3m that will be taken in the current 
quarter. 

We note that Karpus will bring limited assets. There is a provision to return working 
capital on completion over $550,000 to Karpus shareholders, up to a maximum of 
$550,000. With City of London bringing a strong balance sheet, this will not be a 
problem as there will still be more than adequate capital and surplus cash. We also 
note that both revenues and expenses from Karpus are entirely US Dollar 
denominated and City of London’s sensitivity to the exchange rate will increase. 

Estimate updates 
Before adjusting for Karpus, we should note that markets have remained volatile 
since our most recent report in April 2020. On this occasion, the volatility has mostly 
been of the good kind. City of London’s FUM at the end of May was $5.0bn, ahead 
of our last financial year-end estimate. In addition, the MSCI Emerging Markets Index 
is up 8% so far in June. Offsetting this has been some weakness in the US Dollar 
exchange rate. The net effect, without Karpus, would be to add roughly 15% to our 
EPS estimates for 2021 and 14% in 2022.  

Completion of the merger will take a little time and we have assumed it will take 
place on 1 October 2020, the end of the first quarter. In our estimates, we have 
three quarters of FY’21 with Karpus included and only in FY’22 will shareholders 
see a full year of earnings. The following table gives our updated estimates. 
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Old and updated estimates 

 Previous estimates Updated for market Updated for Karpus 

($m) 2021E 2022E 2021E 2022E 2021E 2022E 

AUM ($bn) 5.30 5.42 5.92 6.05 9.60 10.24 
Revenue 31.64 34.21 34.08 36.75 52.26 61.81 
Expenses 20.57 21.72 21.32 22.50 26.88 30.04 
Earnings 8.87 10.01 10.22 11.41 20.32 25.43 
Statutory eps 35.4 40.0 40.8 45.6 47.1 51.8 
Diluted eps 35.3 39.8 40.7 45.4 47.0 51.7 

Source: Hardman & Co Research 

We have assumed that, with Karpus having significant fixed-income exposure, the 
annual market growth rate for its assets will be 2.5%, half that of what we assumed 
for City of London. Because of that, its FUM will grow slower and, as a consequence, 
EPS are enhanced more in 2021 than in 2022. The effect of the merger is to boost 
2021E EPS by 15% and 2022E EPS by 14%. Financially, this looks like an excellent 
transaction for City of London. 

With the exceptional costs for the transaction, our 2020E EPS is reduced to 28p. 

The Karpus shareholders will not receive any of the dividend declared for FY’20. 
This includes the final dividend, which is still to be declared and may be paid after 
completion. With the transaction being EPS-enhancing, the dividend cover is 
improved. As a consequence, we have increased our 2021E dividend to 30p and 
2022E to 33p, although keeping our 2020E at 28p. These estimates leave the rolling 
five-year cover at 1.2x this year, rising above the target thereafter.  

Summary 
This appears to be an excellent transaction for City of London. Strategically, it 
diversifies the company’s exposure to asset classes and new client areas. With no 
synergies required, the execution risk is minimal and there is a hedge in place should 
FUM fall short of expectations. It works well financially, too, with meaningful EPS 
enhancement and enhanced dividend prospects. 
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Financials 

Summary financials 

Year-end Jun 2017 2018 2019* 2020E 2021E 2022E  

FUM ($bn) 4.66 5.11 5.39 5.44 9.60 10.24  
P&L (£m)        
Revenue 31.29 33.93 31.93 32.35 52.26 61.81  
Expenses 19.79 21.40 21.43 20.62 26.88 30.04  
Operating profit 11.51 12.53 10.50 11.73 25.38 31.78  
Statutory PTP 11.59 12.79 11.40 8.75 25.40 31.79  
Earnings 9.14 10.06 9.05 7.00 20.32 25.43  
Statutory EPS (p) 36.9 39.5 34.9 28.0 47.1 51.8  
DPS (p) 25.0 27.0 40.5 28.0 30.0 33.0  
        

Key metrics  

 2017 2018 2019* 2020E 2021E 2022E  

Growth (%)        

FUM  9.6 5.5 1.0 76.4 1.7  
Revenue  8.4 -5.9 1.3 61.5 18.3  
Operating profit  8.8 -16.2 11.7 116.4 25.2  
EPS  7.0 -11.6 -19.9 68.5 9.8  
DPS (excluding special div.)  8.0 0.0 3.7 7.1 10.0  
Operating margins (%)        
Net FUM fee margin 0.84 0.80 0.76 0.75 0.77 0.77  
Operating margin 36.8 36.9 32.9 36.3 48.6 51.4  
Tax rate  21.1 21.4 20.6 20.0 20.0 20.0  
        
Dividend cover (x, excluding special div.) 1.5 1.5 1.3 1.0 1.6 1.6  
        

EPS sensitivity  

    2020E 2021E 2022E  

No net new business        

EPS (p)    27.7 45.1 48.3  

change    -1.1% -4.4% -6.6%  

0% market growth (was 5% p.a.)        

EPS (p)    27.9 45.1 47.1  

change    -0.3% -4.4% -9.1%  

*2019 figures include a special dividend of 13.5p; 2020E include £3m of exceptional transaction costs  
Source: Company data, Hardman & Co Research 

£1=$1.27 
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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 affiliates 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) 

Status of Hardman & Co’s research under MiFID II 
Some professional investors, who are subject to the new MiFID II rules from 3rd January, may be unclear about the status of Hardman & Co research and, 
specifically, whether it can be accepted without a commercial arrangement. Hardman & Co’s research is paid for by the companies, legal entities and issuers about 
which we write and, as such, falls within the scope of ‘minor non-monetary benefits’, as defined in the Markets in Financial Instruments Directive II. 

In particular, Article 12(3) of the Directive states: ‘The following benefits shall qualify as acceptable minor non-monetary benefits only if they are: (b) ‘written 
material from a third party that is commissioned and paid for by a corporate issuer or potential issuer to promote a new issuance by the company, or where the 
third party firm is contractually engaged and paid by the issuer to produce such material on an ongoing basis, provided that the relationship is clearly disclosed in 
the material and that the material is made available at the same time to any investment firms wishing to receive it or to the general public…’ 

The fact that Hardman & Co is commissioned to write the research is disclosed in the disclaimer, and the research is widely available. 

The full detail is on page 26 of the full directive, which can be accessed here: http://ec.europa.eu/finance/docs/level-2-measures/mifid-delegated-regulation-
2016-2031.pdf 

In addition, it should be noted that MiFID II’s main aim is to ensure transparency in the relationship between fund managers and brokers/suppliers, and eliminate 
what is termed ‘inducement’, whereby free research is provided to fund managers to encourage them to deal with the broker. Hardman & Co is not inducing the 
reader of our research to trade through us, since we do not deal in any security or legal entity.  

http://www.hardmanandco.com/legals/research-disclosures
http://www.hardmanandco.com/legals/research-disclosures
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