
MARKET OVERVIEW1

Over the third quarter, Treasury yields sank to historic levels as economic growth 
slowed, and the Federal Reserve (“Fed”) signaled that fed funds rates are likely to re-
main exceptionally low through mid-2013. Not even S&P’s downgrade of long-term 
U.S. Treasury debt could raise Treasury yields this quarter.

Th e yield curve fl attened rather dramatically during the quarter as the Fed announced  
“Operation Twist.” Th e intent of this latest unconventional policy is to further reduce 
longer-term rates. Th e Fed plans to purchase $400 billion of Treasuries maturing be-
tween 6 and 30 years, while selling $400 billion of securities with maturities of 3 years 
or less.

Th e 2-year Treasury yield declined by 21 basis points during the quarter to yield 0.24% 
on September 30, 2011. Th e 10-year Treasury yield declined by 124 basis points to 
1.91%. Th e yield curve fl attened by 103 basis points during the quarter. Th e 30-year 
Treasury yield declined by 146 basis points to 2.91%, which is still above its all-time low 
yield of 2.52%, reached in December 2008.

Th e 3-month total return of the 30-year Treasury was an unbelievable 31%. Th e 10-year 
Treasury returned 12%.

Corporate bonds underperformed Treasuries for the second consecutive quarter, this 
time by 511 basis points. August alone saw 333 basis points of underperformance, mak-
ing it the third-worst month for corporate excess returns.

Th e average investment-grade risk premium increased by 85 basis points to 238 basis 
points at quarter-end, up from 153 basis points at June 30. Th e aversion to risk was 
spurred by fears of both a double-dip recession and the eff ects of the European sover-
eign credit crisis on the global fi nancial system.

Th e fi nancial sector was especially hard hit, with risk premiums widening by 155 basis 
points to close the quarter at an average of 332 basis points. Financials lagged Treasur-
ies by 729 basis points for the quarter.

Speculative-grade bonds also suff ered. Th e Barclays Capital High Yield Index returned 
–6.1% for the quarter, leaving it with a year-to-date total return of –1.4%.

Mortgage-backed securities also underperformed for the quarter, as concerns over fast-
er prepayments resulted from record low mortgage rates and expectations of increased 
refi nancing activity. Risk premiums widened and the sector lagged Treasuries by 212 
basis points.

STRATEGY REVIEW

As economic weakness emerged in the early summer we began to reduce our exposure 
to both investment grade and high yield corporate securities in our taxable portfolios.  
We have sold larger banks/broker issuers as well as issuers who we deem to be suscep-
tible to a prolonged period of sub-par economic growth.  We are continuing to focus on 
companies that can propel their brands globally and/or pass along higher input costs 
to their customers.

Recently, within the taxable portfolios, we have added to our prime conventional Fan-
nie Mae and/or Freddie Mac mortgage-backed securities allocation.  We view the sec-
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ers the universe of fixed rate, non-invest-
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MTB Investment Advisors, Inc., a subsidiary 
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pany (“M&T Bank”), is the investment advi-
sor to the MTB Group of Funds. ALPS Dis-
tributors, Inc., which is not affiliated with 
M&T Bank, is the distributor of the MTB 
Group of Funds. 

You should consider the Funds’ in-
vestment objectives, risks, charges 
and expenses carefully before you 
invest. Information about these 
and other considerations is con-
tained in the Funds’ prospectus, 
which is available at www.mtb-
funds.com or by calling 1-800-836-
2211. Please read the prospectus 
carefully before investing. 

tor as providing favorable risk/reward dynamics.  Th ey serve as a highly liquid and 
high quality alternative to other sectors in the bond market.  Th ey also off er compel-
ling yields in this historically low interest rate environment. Furthermore, the Fed an-
nounced on September 21, 2011 that they will reinvest all cash fl ow within their $2.8 
trillion portfolio into MBS, resulting in roughly $25 billion a month in purchases.  Th is 
latest development is just one of several reasons why we have added to MBS and antici-
pate to remain invested over the course of 2011.

OUTLOOK

For the remainder of 2011 we are anticipating a fl atter yield curve as lower infl ation, 
and Fed purchases of longer maturing Treasuries, will lead to lower long-term inter-
est rates.  However, the Fed’s “Operation Twist” will result in $400 billion worth of 
shorter maturity Treasuries being sold in the open market over the course of the next 
10 months.  As a result we expect to underweight the 3-year maturities and shorter por-
tion of the U.S. Treasury yield curve.
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