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e As government debt problems intensify in the European Monetary Union (EMU), financial firms outside of

Europe have come under increasing pressure.

e MF Global, a small U.S.-based broker-dealer, recently declared bankruptcy due to its exposure to EMU
government debt; another, Jefferies, has come under intense investor scrutiny. These episodes illustrate
the powerful effects that fear and uncertainty can have on investor behavior and market volatility.

e The larger issue is not individual firms, but the risk of contagion from Europe to the global financial

system and world economy.
Eurozone Contagion—MF Global

As noted in a recent SEI commentary on the latest
bailout agreement for Greece (“Has Europe Finally
Rescued Itself? Probably Not.”), there is a
meaningful risk that the eurozone’s government debt
crisis could eventually spill into the global financial
system given its many interconnections with Europe.
The recent bankruptcy filing by small-cap U.S.
broker-dealer MF Global, which found itself over-
exposed to EMU government debt, might prove to be
the canary in the contagion coal mine. Then again,
it's possible that MF Global simply made some poor
decisions that landed it in trouble with both its
regulators and its counterparties. If so, its bankruptcy
would reflect company-specific errors rather than
systemic contagion.

According to an article for Reuters by investigative
journalist Bethany McLean," MF Global's core
business activity—primarily offering (and retaining a
portion of) better-than-market yields on short-term
investments to clients—had been struggling in the
post-2006 declining-interest-rate  environment. In
early 2010, the firm hired former New Jersey
Governor, U.S. Senator and Goldman Sachs
Chairman John Corzine as its new CEO. Under his
leadership, the firm significantly expanded its
holdings of short-term, high-yielding eurozone
government debt and financed a significant portion of
those holdings through repurchase or repo
agreements with various counter-parties. The
repurchase agreements involved MF Global selling

! Bethany McLean, “Did accounting help sink Corzine’s MF
Global?” Reuters, 11/1/2011, <http://blogs.reuters.com/bethany-
mclean/2011/11/01/did-accounting-help-sink-corzines-mf-global/>,
accessed on 11/8/2011.
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the securities to the counter-party and agreeing to
repurchase them at maturity at a higher price (the
higher repurchase price, known as the repo rate
when expressed as a percentage, acts as
compensation to the counter-party). During the life of
the agreement, counter-parties require the
repurchaser to maintain a margin balance (cash or
other collateral representing a certain minimum
percentage of the eventual repurchase price). As
long as the underlying securities provided a greater
return to MF Global at maturity than the repo rate it
paid to its counter-parties, the agreement resulted in
a profitable trade and helped provide the higher
short-term yields that MF Global’s clients expected.

In MF Global’s public filings, it indicated that all of the
securities in question would mature by December
2012 at the latest, and the company specifically
referred to the planned expiration date of June 2013
for the European Financial Stability Fund (EFSF). In
other words, MF Global placed large bets on
eurozone government securities based on the
assumption that the existence of the EFSF beyond
December 2012 guaranteed the full return of
principal and interest on them. While that assumption
may have been reasonable, MF Global used off-
balance- sheet treatment to account for some of the
positions, which captured the attention of regulators
in 2011. As regulators demanded more detailed
disclosures from the company, credit-rating agencies
began to downgrade the firm’s debt. It's reasonable
to presume that as these events unfolded, counter-
parties would have become increasingly concerned
about the firm’s ability to fulfil on its repo
commitments, and demanded ever-greater margin or
collateral. From what is known at this time, it appears
that margin calls from as-yet-unknown counter-


http://blogs.reuters.com/bethany-mclean/2011/11/01/did-accounting-help-sink-corzines-mf-global/
http://blogs.reuters.com/bethany-mclean/2011/11/01/did-accounting-help-sink-corzines-mf-global/

parties (along with a lack of strategic buyers from
whom additional capital could be raised) were indeed
what eventually forced the company to file for
bankruptcy protection.

Eurozone Contagion—Jefferies

In the wake of MF Global’'s surprise bankruptcy filing,
investors began to scrutinize the European debt
exposures of other U.S. financial firms. The market’s
sights soon settled on Jefferies, a small-to-mid-sized
U.S.-based diversified financial services firm that had
been downgraded by credit ratings agency Egan-
Jones due to what appeared to be significant
eurozone debt exposure in the company’s public
filings. From the October 27 intraday high through
the November 3 intraday low, the price of the
company’s common stock declined by 36%.

Jefferies responded forcefully and proactively to
market concerns in a series of highly publicized
press releases indicating that its exposures to EMU
government debt differ markedly from the type that
MF Global carried. Its net exposure—the difference
between its long holdings of EMU government debt
and its short positions in EMU government debt—is
reportedly a much smaller percentage of its equity
capital than MF Global's long bets were. And its
holdings reportedly are a function of its market-
making activities for clients who wish to buy and sell
EMU debt, which means that they are very short-
term holdings that should offset to a significant extent
while also providing trading revenue for the firm (as a
market maker, Jefferies earns the spread between
what buyers pay and sellers receive for a security).

Thus far, markets seem to have been reassured by
these disclosures; at the close on November 4, the
company’s stock price had recovered by 23% from
its November 3 intraday low.

Our View—Financials Attractive, But Uncertainty
Rules the Day

By several measures, financial firms, especially
banks, appear to be attractively positioned today.
Valuations are attractive on a historical basis, and

looming regulatory reforms should mean lower
balance-sheet risk. Unfortunately, the uncertainty
overhanging the financial sector worldwide is
unlikely to dissipate any time soon.

While Jefferies may well avoid the fate of MF
Global, both episodes highlight some of the risks
and uncertainties buffeting financial sector
securities. While accounting disclosures have come
a long way, there is still a good deal of information
that is opaque to investors and creditors. For
example, trading book details, including net
positioning, counter-parties and collateral
requirements, are not required to be disclosed.
When disclosures are made, they are rarely ever
uniform and their accounting treatment often
involves a fair amount of discretion. Only regulators
have the legal authority to demand this information,
and it’s up to them to enforce prudent management
of risk at systemic and firm-specific levels.

We also find it very unlikely that the latest measures
in Europe can permanently resolve its debt crisis,
which means that the risk of global financial
contagion remains elevated. Investors should remain
attentive to events in Europe for this reason, as an
episode of uncontrolled (or poorly controlled)
contagion could potentially lead to a sharp slowdown
in the world economy. Of course, the recipe for
successful investing remains the same—ensure that
your investment strategy is properly designed and
well-suited to your objectives, circumstances and risk
tolerances, and if appropriate, use market volatility to
rebalance opportunistically.

Our Funds—Limited Exposure to Jefferies

At the end of October, Jefferies common stock was
held in SEI's SIMT Tax-Managed Small Cap and
Tax-Managed Large Cap funds, as well as the SIMT
S&P 500 Index Fund, but in all three the allocations
were negligible (essentially zero) at the fund level.
Exhibit 1 details the exposures of SEI's U.S.-based
fixed-income funds to securities issued by Jefferies.

Exhibit 1: Fixed Income Fund Holdings of Securities Issued by Jefferies

Fund | Weight
SIT Core Fixed Income Fund 0.02%
SIMT Core Fixed Income Fund 0.00%
SIMT U.S. Fixed Income Fund 0.02%
SIT Long Duration Fund 0.12%

Source: BlackRock, SEI
Data as of October 31, 2011
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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. This information should not be relied upon by the
reader as research or investment advice regarding the Funds or any stock in particular, nor should it be construed
as a recommendation to purchase or sell a security, including futures contracts. There is no assurance as of the
date of this material that the securities mentioned remain in or out of the SEI Funds.

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. For those SEI Funds which employ the ‘manager of managers’ structure, SEI Investments Management
Corporation has 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.

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 can be obtained by calling 1-800-DIAL-SEI. Read it carefully before investing.

There are risks involved with investing, including loss of principal. Current and future portfolio holdings are subject
to risks as well. 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. 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.

e Not FDIC Insured
e No Bank Guarantee
e May Lose Value
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