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March 2009 Market and Performance Update

By:  SEI Investment Management Unit
anuary 2009 
Stocks end on a positive note amid plans to deal with toxic debt, signs of recovery

· Financials helped by “good news” from banks, hopes for Treasury plan for toxic assets
· US Fed and Bank of England embark on government debt purchases to bring yields down

· Early signs of economic recovery emerge in March
· Riskier assets outperform in March, but not enough to erase earlier losses

Equity markets pared down much bigger losses from earlier in the quarter as financial stocks led the markets higher in March on hopes that government efforts would help rid them of illiquid assets clogging up their balance sheets.  For the quarter, the Dow Jones Industrials fell 12.5%, the Standard and Poor’s 500 fell 11.0%, NASDAQ gained 2.3%, and the MSCI AC World Index fell 10.70%. In the bond markets, the Barclays Capital US Aggregate Bond Index gained 0.12%, and the Barclays Capital Global Aggregate Index fell -3.12%.

Stocks

Financials sold off especially sharply in February when newly-appointed US Treasury Secretary Geithner gave a broad outline of the latest stimulus measures and a lack of fresh details induced panic among investors. The same sector led a broad global market rally in March as some major banks noted improvement in their operating profits, and investors also reacted enthusiastically to fresh details of the US Treasury’s plans for dealing with their “toxic” assets.

Equity sector performance shifted dramatically at this point as well. Earlier in the quarter, there had been a clear trend of outperformance for defensive sectors such as consumer staples, healthcare and utilities. However, sectors that are sensitive to changes in the economic cycle came roaring back into the quarter-end as recovery hopes came alive. Financials remained the worst performing sector for the quarter as a whole, despite leading the March rally. For the quarter as a whole, information technology, energy and materials stocks led the way amid hopes for a recovery in global demand. The energy sector was supported by a gain of over 10% in WTI Cushing crude oil prices, which ended the quarter just under $50 per barrel.
While smaller companies generally performed in line with their larger counterparts on a global basis, value stocks fell much further than growth stocks over the quarter. However, this was driven by financials, and the rest of the value segment faired much better. The Chicago Board Options Exchange Volatility Index (VIX) Index, often used as a gauge of investor fear, settled into a much tighter range compared to the last few months of 2008, ending the quarter at about half the 81.48 high reached on November 20, 2008 at the height of panic in the markets.

Bonds

With official interest rates near zero, the US Federal Reserve (Fed) announced a $300 billion bond purchase program in March to try to get bond yields lower and thus bring down corporate and consumer lending rates. This followed a similar $110 billion move by the Bank of England earlier in the month, which included plans to buy both government and corporate debt. After an initial positive reaction to the moves, bond yields (which move inversely to prices) were pushed higher again into month end amid concerns about rapid increases in government debt to pay for stimulus efforts.

Within the corporate bond market, financials continued to underperform sharply around the globe, although other corporate sectors enjoyed better returns over the quarter than government debt, which is perceived to be safer. Apart from the turbulent financials sector, the trend of falling spreads between corporate and equivalent Treasury yields, which had begun in December, also continued through the first quarter. This gave some hope that corporate borrowing costs were coming down. Falling mortgage rates in the US also translated into increased mortgage lending over the course of the first quarter.

Although they fell over the quarter as a whole, commercial mortgage-backed securities surged in the final week of March following the announcement of Treasury plans to rid banks of illiquid debt. Securitized bonds in general also underperformed the global bond index for the quarter, and some of the areas that rose sharply following the Treasury announcement leveled off in the final days of the quarter. 

High-yield and emerging-market bonds made solid gains over the quarter as fears about global recession and rising corporate defaults were scaled back.

The Economy

After fairly dismal economic data in the early part of the quarter, some hopeful signs emerged in March, including a rise in US home prices and housing starts and a larger-than-expected gain in US durable goods orders. Retail sales rose in Canada and Europe. On the down side, unemployment continued to rise around the globe. Canada’s unemployment rate reached 7.7% in February, the highest since 2003. The UK rate came in at 6.5%, its highest level in 12 years. Several states in the US and countries in Europe also faced double-digit unemployment. Gross domestic product in the US, the world’s biggest economy, was also revised lower to show a decline of 6.3% in the fourth quarter, the worst in 26 years.

In the currency markets, the Japanese yen fell against all the other major currencies over the quarter, particularly the dollar. The dollar held its own against sterling and the euro, despite news of potentially inflation-inducing bond purchases.

What Worked in Our Programs
Underweight to Treasuries – Core Fixed Income gained as investors shifted to non-government sectors.

Overweight to Technology – Large Cap Diversified Alpha and small caps benefitted from relative outperformance.
Stock Selection in Financials – Across US large caps, Small Cap Diversified Alpha and International Equity, selection within a diverse sector were beneficial.

Modest Overweight to Energy – The sector’s relative outperformance in non-US markets contributed to International Equity and Emerging Markets Equity.

Overweight to Venezuela and Ukraine in Emerging Markets Debt – Investor confidence returned on news of positive government actions in addressing budget concerns.

What Did Not Work in Our Programs
Allocation to Non-agency MBS in Core Fixed Income – This sector underperformed due to lingering concerns.
Allocation to Lower-Beta (lower risk) Securities in our Managed Volatility funds – These funds lagged modestly due to higher beta rally at the end of the quarter.
Stock Selection in Healthcare – Selections in pharmaceuticals and equipment & services weighed on LCDA and SMDA.
Rally of Cyclical Sectors – Weighting on returns in International Equity (underweight consumer discretionary) and Emerging Markets Equity (underweight technology and materials) hurt performance
Selection in Chemicals and Banking – A lack of exposure in specific names experiencing strong rallies detracted from High Yield Bond.

.

Manager Positioning 

Throughout the quarter, SEI managers continued to position their portfolios to reflect both near-term uncertainty and longer-term opportunities. Themes related to portfolio positioning in the first two months of 2009 continued through the end of March. For example, our fundamental managers continued to broaden out holdings to reduce their active sector exposures.  Our anticipatory growth-oriented managers, in general, continued to focus on companies with better-than-average expected earnings growth that they believe are well positioned for market share gains as the economy begins to recover. Turnover levels, which had increased over the past six months in an effort to take advantage of the market dislocation, began to normalize in March.

Our Value-oriented managers continued to believe that the indiscriminate selling of whatever was “cheap” - on the view it must therefore be riskier - has little regard to the intrinsic value of individual companies. As a result, the value premium, or pricing gap between cheap and expensive stocks, has widened considerably over the past eighteen months.  We remain confident that the compelling valuation opportunities that have evolved during the current market dislocation from fundamentals will benefit our managers going forward.

Within equities, our large-cap managers continued to favor the technology sector. Interest in the sector is driven by relatively low exposures to credit, higher expected growth rates, and attractive valuations.  In addition, many of these companies continue to generate significant free cash flow that will be used to fund future projects.  This favoring was beneficial as technology was the best-performing sector within the Russell 3000 Index.  Our managers are also positioning the portfolios with a modest underweight to Consumer Staples, as valuations in the more defensive sectors have been bid up in the midst of the market turmoil.

Our small-cap managers remained cautious towards the consumer discretionary sector with the persistence of challenging news surrounding the economic downturn. Our managers continue to view the technology sector with optimism and are positioning portfolios accordingly. 

Our international managers continue to underweight consumer-related names, as spending in general has been scaled back across most economies. The auto and components industry witnessed the largest decline in weight.  Conversely, many managers have added to positions in health care. 

Within Core Fixed Income, spread sector allocations have been and continue to be focused on the securitized sectors, as they represent the greatest fundamental relative value. The Fund’s significant overweight to mortgage-backed securities is expected to continue as securities in these sectors are substantially over-collateralized and at the top of the capital structure. 

The High Yield Fund continues to be more defensively positioned — including an allocation to bank loans, a step up in credit quality, and maintenance of a cash allocation to take advantage of market volatility.  This positioning is based on the fears of a prolonged recession with continued high market volatility and expected higher default rates over the course of the next year. Security selection and a defensive posture should aid fund performance as default rates continue to rise.  Our managers are active in looking for upgrade or acquisition candidates — two events that typically lead to outsized bond returns.

Within Emerging Markets Debt, SEI managers have seen sentiment improve as it relates to the asset class.  Spreads in the asset class have tightened to levels not seen since almost five months ago.  This is partially due to increased treasury volatility, signaling that the market has accepted that risk within the sector continues to diminish. It is important for fund managers not to get caught up in the strong technical rally as it only takes one “event” to change sentiment in the markets.  They remain focused on the risks associated with the rollover of corporate debt and the pressure this puts on sovereigns.
Outlook

Signs of thawing in the credit markets have been coupled in recent months with a greater differentiation in returns between various sectors and securities. SEI believes that with the help of the aggressive fiscal and monetary policies implemented in recent months and continued over the first quarter, investment strategies that seek to exploit the extra potential returns available for taking on risk should be rewarded relative to those whose focus is on safety.

However, this opportunity must be balanced with the significant risks that still remain. Continued economic slowdown means that it is very likely that there will be rising company defaults throughout 2009 and corporate profits may deteriorate further before an eventual recovery comes. Both SEI and its managers believe that for those who are able to avoid large-scale defaults, the opportunities to capitalize on an eventual recovery in the markets are significant. With government bond yields still at very low levels, and yields in most other sectors comparatively attractive, investors may continue to re-enter the markets as they seek meaningful returns.

Disclosures
This material is for educational purposes only and is not meant to be investment advice.  The reader should consult with his/her financial advisor for more information.
This material represents an assessment of the market environment at a specific point in time and is not intended to be a forecast of future events, or a guarantee of future results. 

To determine if the Fund(s) are an appropriate investment for you, carefully consider the investment objectives, risk factors and charges and expenses before investing.  This and other information can be found in the Fund's prospectus, which may be obtained by calling 1-800-DIAL-SEI.  Read it carefully before investing.

SEI Investments Management Corporation (SIMC) is the adviser to the SEI funds, which are distributed by SEI Investments Distribution Co (SIDCO).  SIMC and SIDCO are wholly-owned subsidiaries of SEI Investments Company.

Diversification may not protect against market risk.  Current and future portfolio holdings are subject to risks as well. 

In addition to the normal risks associated with equity investing, international investments may involve risk of capital loss from unfavorable fluctuation in currency values, from differences in generally accepted accounting principles or from economic or political instability in other nations. Narrowly focused investments and smaller companies typically exhibit higher volatility. REIT investments are subject to changes in economic conditions, credit risk and interest rate fluctuations. Bonds and bond funds will decrease in value as interest rates rise.  

Index performance returns do not reflect any management fees, transaction costs or expenses. One cannot invest directly in an index. Past performance does not guarantee future results.      

For those SEI Funds which employ the 'manager of managers' structure, SEI Investments Management Corporation has the ultimate responsibility for the investment performance of the Fund due to its responsibility to oversee the sub-advisers and recommend their hiring, termination and replacement.
· Not FDIC Insured

· No Bank Guarantee

· May Lose Value
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