Why UK retail is the ultimate
contrarian play
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Scottish Investment Trust (SCIN) has undergone
a contrarian transformation under new manager
Alasdair McKinnon. Since officially taking over
the underperforming global trust in February
2015 he has implemented a "high-conviction
global contrarian approach", slashing the
portfolio from 98 holdings to just 57, and
replacing popular US technology stocks with a
cohort of "ugly ducklings".

outperforming since the end of 2016. That is a
turnaround on the previous three years, during
which those sectors lagged behind quality
defensive sectors such as utilities, where
Scottish Investment Trust only has 5 per cent of
its assets.

Mr McKinnon took over as acting manager in
July 2014, and the trust underperformed in the
2014 and 2015 calendar years. But over the
trust's last financial year to 31 October 2016 it
outperformed the MSCI All Country World index
and the Association of Investment Companies
Global sector average, taking it from the fourth
to first quartile.

And right now "the unsayable" is UK retail.
"Everybody hates the UK right now so we are
adding to UK retail," he says. "We are holding
some really bombed-out names that have done
really badly. Marks and Spencer (MKS) is one
stock we bought last year that has not done
well, but it is on a 6 per cent yield and has a new
management team led by Steve Rowe, which is
brilliant. For the first time M&S has been a
retailer at the top."

That was partly due to a decision by the board,
which was also overhauled in 2015 under a new
chairman, to cut the holdings from between 70
and 120 to between 50 and 100 in 2016.
It was also due to Mr McKinnon's investment
criteria. A self-confessed behavioural economics
junkie, he looks for unloved stocks in three
categories: "ugly duckling" stocks hated by the
market, "change is afoot" stocks whose potential
hasn't been realised and "more to come" stocks
that have not completed their transformations.
Last year has been defined by the rotation from
quality stocks into value investing, and Mr
McKinnon acknowledges that he has benefited
from that shift. He may dislike being in fashion,
but value investing certainly is, and in the year
to date the trust has returned 5.9 per cent
against a return of 5.5 per cent for the MSCI AC
World index. In the 2016 calendar year the trust
returned 30.6 per cent compared with 28.7 per
cent for the MSCI AC World Index, a marked
improvement on the previous year.
Cyclical sectors such as financials, in which the
trust has 16 per cent of its assets, and energy,
which accounts for 13 per cent, have been

But Mr McKinnon says he is still going against
the market in the majority of his views as he
tries "to throw out crazy ideas and say the
unsayable".

UK retail is undeniably a contrarian play. With
price inflation on the rise UK consumers are
likely to feel the pinch. Marks and Spencer is a
recovery play, having cut back its operations in
China and embarked on a restructuring binge.
But the trust is benefiting from Marks and
Spencer's solid dividend stream.
Mr McKinnon says dividends are a strong boost
to the trust's performance and give it "downside
protection". The trust has increased its dividend
for 33 consecutive years and has a yield of about
1.7 per cent. Last year its earnings per share
rose 35.9 per cent, enabling the trust to pay a
special dividend of 9p, increasing the total
dividend paid to 22.5p - a 40.6 per cent increase
on the previous year.
But with almost 30 per cent of assets in the UK,
Scottish Investment Trust is affected by the
impact of sterling on UK dividends, which in the
past calendar year has flattered the income of
FTSE 100 companies. However it could dip into
its revenue reserve in which it has four times its
2015-16 dividend.
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