Markets flow, then ebb, in the third quarter of 2022, as investor realisation of continued upward
interest rate pressure becomes manifest

Executive Summary

A line chart of global equity market performance during the third quarter looks remarkably like a
mirror image: climbing higher toward mid-quarter, then tumbling downward thereafter.
Correspondingly, the SEI Strategic Portfolios provided further downside protection in August and
September.

The relationship between signs of softening economic activity in late spring and the presumption
that it would enable central banks to increase rates by less than feared spurred a rally across equity
and fixed-interest markets from June to August. US Federal Reserve (Fed) Chair Jerome Powell
shattered this complacency by explaining that lower growth and softer labour markets will likely
be the unfortunate costs of hiking rates to fight inflation, and that expectations for a premature
pivot to looser policy will probably be disappointed.

Developed-market equities fell by less than emerging markets during the third quarter, although
the relatively small decline posted by the US masked steeper declines by Europe and the UK. Latin
American shares had the only positive regional performance for the period, while Hong Kong had
the steepest decline.’

Government-bond rates climbed in the UK, Eurozone and US for the full third quarter—declining
during July in the UK and Eurozone while the US yield curve flattened as short-term rates rose and
long-term rates fell; rates then climbed through August and September across all three jurisdictions.
The UK and US yield curves grew more inverted (that is, when shorter-term rates are higher than
longer-term rates) as the quarter progressed.

Fixed-interest performance produced a range of losses during the quarter as yields increased
around the globe (yields and prices have an inverse relationship). Global government bonds had
the deepest losses, while US high-yield bonds had a comparably modest decline.?

The bias towards valuation-focused managers returned to form in August and September, after
modestly giving back some returns in July after a prolonged period of mainly positive relative
returns. As a result, the 1- and 2-year returns remained in strong positive relative return territory.

SEI have always said that the extended outperformance that we had been anticipating would not
be delivered in a straight line and that there will be short periods of reversal. However, it remains
our strong conviction to stay with this investment discipline.

1 According to the country- and sector-level performance of MSCI ACWI Index

2 According to data from FactSet and Lipper
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It continues to be SEI’s strong belief that the rotation into value stocks is nearer to its start than
to its end; the metrics SEI uses to identify its preferred alpha source positioning continue to point
strongly towards a bias toward valuation-focused managers. SEI feels that looking forward there
remains a lot of potential for this positioning, even after a strong start to relative performance in
2022.

Market Overview

At its early August meeting, the Bank of England’s (BoE) Monetary Policy Committee hiked its
benchmark rate by 0.50%, the largest individual increase in 27 years, and then issued another
increase of the same size at its late September meeting, bringing the bank rate to 2.25%.° The BoE
was compelled to intervene with temporary gilt purchases toward the end of the quarter over
concerns about financial stability as long-term rates skyrocketed in response to the new
government’s poorly-communicated mini-budget.*

UK manufacturing activity contracted in August after a few months of softening growth, but the
slowdown eased in September. > UK services sector activity tipped into contraction during
September after growing at a modest-to-healthy pace through the summer.®

Broad UK consumer price inflation peaked at 10.1% in the year through July before edging down to
9.9% during August. Core consumer prices, however, continued to accelerate through August,
peaking at 6.3% year over year. Improvement in the UK claimant count (which calculates the
number of people claiming Jobseeker’s Allowance) levelled off during the third quarter, declining
by roughly 14,500 from June to July, and then increasing by 6,300 in August, with total claimants
holding at 3.9% of the population during the time frame.

The European Central Bank (ECB) increased its three benchmark rates by 0.50% at its July meeting
for the first time in 11 years, surprising investors who were expecting hikes of 0.25%.” At the same
meeting, the ECB approved the establishment of a Transmission Protection Instrument (TPI) to
ensure the smooth transmission of monetary policy normalisation across Eurozone countries. At its
early September meeting, the ECB raised rates by 0.75%.

Manufacturing conditions steadily deteriorated in the Eurozone during the third quarter. Growth
ground to a standstill in July and began to contract modestly through August, before the slowdown
accelerated in September.? Activity in the Eurozone services sector contracted during September.
Growth in services slowed abruptly beginning in June from a relatively robust pace in May, then
continued to cool throughout the third quarter.’

The Eurozone consumer price index jumped to 10.0% in September, from 9.1% in August, hitting an
all-time high and essentially doubling the inflation rate from the beginning of the calendar year,

3 “Bank of England announces biggest interest rate hike in 27 years.” Yahoo! Finance. 4 August 2022.

4 “Bank of England announces gilt market operation.” Bank of England. 28 September 2022.

5 S&P Global / CIPS UK Manufacturing PMI. 3 October 2022.

6 S&P Global / CIPS Flash UK Composite PMI. 23 September 2022.

7 “European Central Bank raises interest rates for first time in 11 years.” The Guardian. 21 July 2022.

8 S&P Global Eurozone Manufacturing PMI. 3 October 2022.

9 S&P Global Flash Eurozone Composite PMI. 23 September 2022.

© 2022 SEI For Professional Client Use Only - Not for Distribution to Retail Clients 2



as consumer prices increased in September at a 1.2% monthly pace. ' Eurozone unemployment held
at a 6.6% rate in August for the third straight month, remaining at a record low (since Eurostat
began tracking the dataset in 1998)."

o The Fed’s Federal Open Market Committee (FOMC) increased the federal-funds rate by 0.75%
toward the end of July, and again in late September, raising the benchmark rate’s target range to
3.0%-3.25%. The central bank also began to accelerate balance sheet reduction in September,
doubling the amount of monthly Treasury and mortgage holdings that mature without being
replaced to maximum respective paces of $60 billion and $35 billion.

e US manufacturing growth ended with a mild acceleration in September, remaining otherwise
modest throughout the third quarter after slowing sharply in June.'™ A contraction in US services
activity that began in July started to ease back toward breakeven levels at the end of the third
quarter.™

e The US labour market remained quite healthy during the third quarter. New claims for
unemployment benefits declined throughout the quarter, falling back below 200,000 per week in
late September for the first time since the spring.

e The US Personal Consumption Expenditures (PCE) Price Index (the Federal Reserve’s preferred
inflation gauge) slid to 6.3% in the year through July and 6.2% in August (from 6.8% in June). The
core PCE Index, however, climbed to 4.9% in August, its highest level since April, on a monthly
increase of 0.6%.

Selected Asset Class Commentary

e Global Short Duration Fixed Income Asset Class: During the quarter, the asset class was
challenged by overweights to duration in New Zealand and South Korea; off-benchmark exposure
to corporate credit; and long currency positioning in Japan, Poland, Columbia, South Korea, and
Sweden. An off-benchmark allocation to US Treasury inflation-protected securities also hindered
returns. Underweights to European, UK, and US rates and short currency positions in China, New
Zealand, the EU, Australia, and Switzerland contributed. Colchester Global Investors was hurt by
an overweight to duration in Singapore and an off-benchmark allocation to US Treasury inflation-
protected securities. Long currency positioning in Japan, Sweden, Norway, South Korea, and
Malaysia detracted. AllianceBernstein outperformed due to underweights to duration in Europe,
UK, and the US. Short currency positions (Europe and Australia) also helped.

¢ Global Managed Volatility Equities Asset Class: Despite providing downside protection in August
and September, for the quarter overall, the asset class suffered from its value and low volatility
exposure as investors favoured growth stocks. All managers underperformed due to value tilts and
allocations to defensive and low-volatility sectors. LSV Asset Management lagged due to its
allocation to value within the low-volatility area of the market. Allspring Global Investments’ value
tilt and allocations to defensive sectors were detrimental. Acadian Asset Management’s broad
multifactor model faced a challenging environment during the quarter and underperformed.

10 “Eyrozone inflation hits record 10% as energy prices continue to soar.” Financial Times. 1 October 2022.
1 “Eurozone unemployment rate stabilized in August.” Marketwatch. 30 September 2022.

12 58P Global Flash US Composite PMI. 23 September 2022.

13 S&P Global Flash US Composite PMI. 23 September 2022.
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Manager Changes

¢ Royal London Asset Management (RLAM) was added to the UK Core Fixed Income building block
as at August 2022. RLAM’s investment strategy prioritises security selection and focuses on
inefficient areas of the credit market, such as unrated bonds (which do not carry a grade or appear
in benchmark indexes) which RLAM considers attractive due to pricing discrepancies. We expect
the strategy to outperform the benchmark during periods of higher risk. We also believe RLAM will
register favourable performance in a low-volatility environment when income is the primary driver
of returns.

e PIMCO Europe Ltd was removed from the UK Core Fixed Income building block as at August 2022.
We made this change for portfolio construction reasons. We believe the removal of PIMCO’s
strategy will result in a lower long-term credit beta allocation in the Fund. Credit beta refers to
systematic risk or volatility of returns for investments in credit or debt securities. The assets in
PIMCO’s strategy were transferred to the newly-added Royal London Asset Management UK Core
strategy. We believe the new manager line-up will improve Fund diversification.

Outlook

e The war in Ukraine and Russia’s energy blackmail against Europe, high global inflation and central
banks’ aggressive response to it, and a severe COVID-related slowdown in China are not exactly
new; they have simply increased in intensity. Most important, they have forced monetary policy
makers to finally admit that they have a major inflation problem on their hands, one that is neither
transitory nor likely to be resolved without pain.

¢ Inour opinion, investors should be prepared to see a federal funds rate that could exceed 5%. Other
central banks are following the Fed’s lead, talking tough and following up with outsized policy-rate
increases. In the UK, the bond market has gone haywire and the country’s currency has come under
at minimum temporary intense downward pressure. To use a newly popular phrase among
economists and financial-market participants, things are starting to break.

o Europe will continue to be the area most under the gun owing to Russia’s suspension of natural gas
exports. Although storage facilities within the European Union are now 80%-to-90% full, the
continent still needs to have a steady flow of gas to get through the high-usage winter months. '
Governments may be forced to impose disruptive energy-saving restrictions on businesses and
citizens. Heavy users of electricity, from aluminium smelters to glassmakers, have already been
shutting down.

o The UK’s new Prime Minister, Liz Truss, has rolled out a plan to cap the cost of residential
electricity at £2,500 per year over the next 18 months. Along with other measures previously
announced, funding totals £180 billion, or 6.5% of GDP. Other countries that have allocated funds
for energy-related relief in excess of 3% of GDP include Croatia, Greece, Italy and Latvia.

e It would not be surprising to see more energy-related relief come down the pike. Deficits could
balloon in the same way they did during the early months of the COVID crisis as policy makers do
what they must to protect their populations.

o Central bankers are forced by their mandates to lean hard against the rising trend in prices,
although they are essentially working at cross purposes against their own governments’ stimulus

14 489 3% of EU gas storage is filled.” Reuters. 1 October 2022.
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efforts. Unfortunately, they’re running just to keep up with the Fed. Interest-rate differentials
versus the US are still wide, with only Canada on par with the US."™

The large differential in favour of the US, along with the perception that it’s better positioned
economically, are two major reasons behind the US dollar’s extraordinary appreciation this year.
Although a declining currency may give a competitive boost to domestic firms that export goods
and services to the US market, it exacerbates the inflationary pressures stemming from imports
that are priced in dollars, most importantly, oil and liquefied natural gas.

Several large US multinational companies have warned that dollar strength is beginning to exert a
negative impact on revenues, suggesting that the currency’s value has risen well beyond its
purchasing power parity (PPP) level. But discrepancies can last for a long time between PPP and
market-based exchange rates.

That noted, it would not be surprising to see at least a temporary reversal in the dollar’s trend.
Given a catalyst—coordinated government action to weaken the dollar or a surprisingly weak US
unemployment report, for example—traders might cover their long positions in a major way,
causing the dollar to fall abruptly.

The rise in US hourly compensation has been extensive, with annualized gains exceeding 6% even
when measured over a three-year span.'® This is the sharpest increase in almost four decades.
Similar to the 1970s experience, compensation gains have been accelerating even as productivity
growth has slowed. This divergence is concerning.

The difference between the change in compensation and the change in productivity equals the
change in unit labour costs. Although unit labour costs are more volatile than inflation, there is
still a strong positive correlation between the two.

Unfortunately, history shows that it usually takes an outright recession to beat down inflation,
especially when it gets this intense. Fed Chairman Powell’s hope for a soft landing appears to be
an exercise in wishful thinking. Unit labour costs have run far ahead of inflation, and we see no
reason to expect a major reversal in the near term, even if the economy stumbles into a bona fide
recession.

US companies have been able to push higher employment and supply costs onto the consumer.
There hasn’t been much of a decline in profit margins yet, they’ve remained above all the previous
cyclical peaks going back to 1947. But we suspect that margins are on the cusp of a substantial
erosion. It’s typical for profit margins to decline well before an economic recession materializes.

If the economy does fall into recession and profits decline, analysts will probably be forced to mark
down earnings estimates aggressively to catch up with reality. Investors aren’t waiting for those
earnings revisions. They have been pushing equities lower in reaction to the Fed’s aggressive shift
and in anticipation of a recession, both in the US and globally.

A funds rate in the 4.4%-to-4.9% range next year, as projected by Fed policymakers, might still be
lower than the actual out-turn. But unless the Fed is truly ready to engineer a severe recession,

15 According to data from Bloomberg.

16 According to SEI's analysis of data from the US Bureau of Economic Analysis.
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we think PCE price inflation could settle in a 3%-to-4% range instead of the sub-2% pace recorded
over much of the past 25 years.

¢ Emerging economies would be big beneficiaries of a revival in Chinese economic activity. Yet dollar
strength is a central factor for investors in emerging market equities. The relative performance of
the MSCI Emerging Market Total Return Index versus the MSCI World Index peaked in 2010, more-
or-less concurrent with the trough in the trade-weighted value of the US dollar. EM equity has now
given up almost all of its relative gains versus advanced-country stock markets achieved between
2000 and 2010 as the dollar has grown stronger.

e The rate-hiking cycle actually began far sooner in less-developed economies, during the latter
months of 2020. Interest-rate hikes in the emerging world have accelerated significantly this year,
in both frequency and magnitude. Three-month government bonds are in double digits in Brazil
(14.3%), Colombia (10.4%), Hungary (10.0%) and Turkey (17.8%).

e Among these four, only Brazil’s rate is comfortably above the inflation rate. Turkey, by contrast,
is facing an inflation rate of close to 80%. Little wonder that the Brazilian real has maintained its
value against the dollar this year, while the Turkish lira has declined by almost 30%.

e The bottom line is that a global recession is forming on the horizon, with Europe and the UK more
vulnerable to a downturn than the US in the months immediately ahead.

e Short-term gyrations notwithstanding, the primary trend in risk assets still appears negative.
Inflation in the US has probably peaked, but we do not expect it to fall as rapidly or as far as the
Fed projects. The central bank may still be underestimating the extent to which it needs to tighten
policy in order to slow the economy and produce slack in the labour markets.
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Important Information on Performance

Past Performance does not predict future results. Standardised performance is available upon
request. All data is as at 30 September 2022.

Asset class performance discussed is based on the majority SEI fund underlying the asset class. This
does not include analysis of the manager pools, hedged share class investments within SElI Funds,
additional SEI funds or any third-party funds within the Strategic Portfolios. As a result, performance
for the total asset class allocation may vary. Not all asset classes discussed are included in all Strategic
Portfolios.

Important Information

This material is not directed to any persons where (by reason of that person’s nationality, residence
or otherwise) the publication or availability of this material is prohibited. Persons in respect of whom
such prohibitions apply must not rely on this information in any respect whatsoever. Investment in
the funds or products described herein are available only to intended recipients and this
communication must not be relied or acted upon by anyone who is not an intended recipient.

Whilst considerable care has been taken to ensure the information contained within this document is
accurate and up-to-date, no warranty is given as to the accuracy or completeness of any information
and no liability is accepted for any errors or omissions in such information or any action taken on the
basis of this information.

The SEI Strategic Portfolios are a series of the SElI Funds and may invest in a combination of other SEI
and Third-Party Funds as well as in additional manager pools based on asset classes. These manager
pools are pools of assets from the respective Strategic Portfolio separately managed by Portfolio
Managers which are monitored by SEI. One cannot directly invest in these manager pools.

SEI Investments (Europe) Limited acts as distributor of collective investment schemes which are
authorised in Ireland pursuant to the UCITS regulations and which are collectively referred to as the
“SEl Funds” in these materials. These umbrella funds are incorporated in Ireland as limited liability
investment companies and are managed by SEI Investments Global, Limited, an affiliate of the
distributor. SEI Investments (Europe) Limited utilises the SEI Funds in its asset management
programme to create asset allocation strategies for its clients. The UCITS may be de-registered for
sale in an EEA jurisdiction in accordance with the provisions of the UCITS Directive.

Reference in this document to any SEI Funds should not be construed as a recommendation to buy or
sell these securities or to engage in any related investment management services. Recipients of this
information who intend to apply for shares in any SEI Fund are reminded that any such application
must be made solely on the basis of the information contained in the Prospectus (which includes a
schedule of fees and charges and maximum commission available). Commissions and incentives may
be paid and if so, would be included in the overall costs.

Please refer to our latest Prospectus (which includes information in relation to the use of derivatives
and the risks associated with the use of derivative instruments), Key Investor Information Document,
Summary of UCITS Shareholder rights (which includes a summary of the rights that shareholders of
our funds have) and the latest Annual or Semi-Annual Reports for more information on our funds,
which can be located at Fund Documents. And you should read the terms and conditions contained in
the Prospectus (including the risk factors) before making any investment decision.
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https://seic.com/en-gb/fund-documents

Investments in SEI Funds are generally medium to long-term investments. The value of an
investment and any income from it can go down as well as up. Fluctuations or movements in
exchange rates may cause the value of underlying internal investments to go up or down. Investors
may not get back the original amount invested. SEI Funds may use derivative instruments which may
be used for hedging purposes and/or investment purposes. 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.

The risks described below may apply to the underlying assets of the products into which the Strategic
Portfolios invest:

Investment in equity securities in general are subject to market risks that may cause their prices to
fluctuate over time.

e Fixed income securities are subject to credit risk and may also be subject to price volatility
and may be sensitive to interest rate fluctuations.

e Absolute return investments utilise aggressive investment techniques which may increase the
volatility of returns. If the correlation between absolute return investments and other asset
classes within the fund increases, absolute return investments’ expected diversification
benefits may be decreased.

¢ International investments may involve risk of capital loss from unfavourable fluctuation in
currency values, from differences in generally accepted accounting principles or from
economic or political instability in other nations.

The Funds are denominated in one currency but may hold assets priced in other currencies. The
performance of the Fund may therefore rise and fall as a result of exchange rate fluctuations.

This information is issued by SEI Investments (Europe) Ltd (“SIEL”), 1 Floor, Alphabeta, 14-18 Finsbury
Square, London EC2A 1BR. This document and its contents are directed only at persons who have been
classified by SIEL as a Professional Client for the purposes of the FCA Conduct of Business Sourcebook.
SIEL is authorised and regulated by the Financial Conduct Authority.

SEIl sources data directly from FactSet, Lipper, Bloomberg, and BlackRock, unless otherwise stated.
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