





European Loans

MARKET REVIEW

European sovereign debt concerns weighed heavily
on the markets throughout the second quarter.
Volatility, particularly in May when the ECB stepped
in to announce a

€750 billion rescue EUROPEAN BANK LOAN HIGHLIGHTS

Credit quality of underlying portfolio companies also
continues to improve, with S&P predicting default
rates to fall to 8.7% in 2010 from a peak of 14.2% at
the end of the third quarter 2009.

There were three

package, has been
at its highest since
December 2008.
Sellers were mostly
dealers, though
there were a few
institutional players.

With corporate

earnings continuing

to surpass expectations, there was a strong bid for
performing credit. This was evidenced in early June
with a €100 million BWIC, of mainly performing senior
debt, which traded in a single day above the perceived
bid side of the market. A couple of subsequent lists
also traded well despite containing more stressed and
also some subordinated names.

Leveraged loans performed well against other risk
assets. Loans showed their resilience against high yield
bonds in May, which was the worst month for credit
markets since November 2008; the loan index was
down 2.41% against 4.44% for high yield bonds (Credit
Suisse Western European Leveraged Loan Index and
Merrill Lynch European Currency High Yield Index).
The loan market returned -2.2% for the quarter despite
equity markets falling 12.2% (D] Euro Stoxx 50).

FIGURE 9: CREDIT SUISSE WESTERN EUROPEAN LEVERAGED
LOAN INDEX
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m The European loan market returned -2.2%, as European sovereign debt
concerns weighed heavily throughout the quarter, with volatility peaking
in May when the ECB stepped in with the €750 billion rescue package

m Demand from the public equity markets for cash-generative businesses
was made evident by three successful IPOs

m Though we expect volatility to remain high, current Euro-zone weakness
has created a very attractive entry point into defensive loans

successful IPOs in
the second quarter,
emphasizing
the continued
demand from
the public equity
markets for stable
cash-generative
businesses. The
most notable was
Amadeus - the largest IPO in Europe since November
2008. Others included Christian Hansen and Jupiter,
which despite being issued during high market
volatility have seen their equity trade up, reflecting the
strength of these businesses following private-equity
ownership. Each IPO has seen bank debt repaid at
par. The trend of refinancing bank debt in the bond
market also continued, with Ineos successfully pricing
€1 billion of senior secured bonds. While several other
issuers came to market, many offerings were pulled
at the last minute citing weak market conditions but
issuers carried out the road shows nonetheless, with
a view to returning in less volatile times. The first
major acquisition of the year looks set to happen in
the second half (subject to clearance from regulatory
authorities): BASF has bid €3.1 billion for Cognis,
which has been accepted by owners Permira and
Goldman Sachs. The transaction will result in all
outstanding Cognis debt being repaid at par.

OUTLOOK

The current weakness in the Euro zone has created
a very attractive entry point into defensive loans not
reliant on significant GDP recovery for issuers to repay
their debt. The last quarter has proven that defensive
cash-generative businesses continue to be attractive
to both the public equity market and to business
acquirers. We expect volatility to remain at higher
than historical levels, but the short expected maturity
of loans combined with their defensive nature should
continue to limit their downside risk compared to other
risk asset classes while offering compelling yields.
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Structured Credit

MARKET REVIEW

Like loans, CLO liability prices rose early in the quarter
before weakening at the end, with mezzanine securities
leading the way. Now, at the close of the second
quarter, “typical”

original-issue AAA- STRUCTURED CREDIT HIGHLIGHTS

AAA tranche priced at par to yield L + 190 bps while
mezzanine tranches were priced at significant discounts
to provide competitive yields in the secondary market.
Apollo Management priced ALM Loan Funding
2010-1, also a four-
tranche deal. The

rated CLO tranches
trade around 90
cents on the dollar
(a discount margin
of approximately
230 bps), down
1-2 points. Original
issue AA, A, BBB
and BB paper are
down approximately
3,5, 10and 8 points,
respectively. Equity was virtually unchanged and,
therefore, once again outperformed. Unlike previous
periods, when moves in the CLO market lagged the
loan market by as much as a couple of weeks, CLO
liabilities reacted quickly to the weakness in the loan
market this quarter. This may be due in part to the
particularly fast correction in the equity markets.

manager quality

Secondary CLO paper worth $3.2 billion was visibly
offered during the second quarter according to
Citigroup CDO research, down slightly from the $3.6
billion offered during the first quarter. Offers were
once again concentrated in the senior part of the
capital stack; 53% of offers were original-issue AAA
and AA paper, nearly identical to the percentage offered
during the first quarter. Equity trading increased, on
a percentage basis, from 10% to 13%, while trading
in original-issue BB bonds fell from 8% to just 4% of
bonds offered.

Three new-issue cash-flow CLOs priced during the
quarter or very late in the first quarter. Fraser Sullivan
priced COA Tempus CLO, a four-tranche (AAA, AA,
A, equity) refinancing of a 2008-vintage deal. The

TABLE 4: TRADING LEVELS FOR TYPICAL CLOS

m CLO liability prices weakened along with loans at the end of the quarter,
with mezzanine paper leading the way; original-issue AAA, A, and BBB
paper are down approximately 2, 5, and 10 points, respectively

m Three new-issue cash-flow CLOs priced: COA Tempus CLO by Fraser
Sullivan, ALM Loan Funding 2010-1 by Apollo Management, and Doral
CLO | by Doral Leveraged Asset Management

m We expect CLO liability prices to rise during the year, with more
pronounced price-tiering based on dealer performance and perceived

AAA tranche priced
at par to yield L +
170bps. Finally,
Doral Leveraged
Asset Management
priced Doral CLO 1,
a two-tranche cash-
flow deal with the
AAA tranche priced
at L + 185 bps. In
all three cases, the
equity tranche was retained by the sponsor. In the
COA Tempus fund and the ALM Loan Funding deal,
equity achieved 4.5x leverage while the Doral CLO 1
deal, which did not have mezzanine tranches, achieved
only 2.25x leverage.

OUTLOOK

Overall we expect CLO liability prices to rise during
the year, though periodic retrenchments are likely as
volatility in vastly larger equity and credit markets
spills into the CLO market. Price-tiering based on
deal performance and perceived manager quality
is becoming more pronounced, particularly in the
mezzanine part of the capital stack. Recent price
volatility has reminded investors that quality does
matter. High-quality paper is available but usually
via private offers as dealer offer sheets have been
picked clean of “good” assets and liquidations have
moderated.

AAA (SPREAD) AA (PRICE) A (PRICE) BBB (PRICE) BB (PRICE) EQUITY (PRICE)
CURRENT A (HIGE ) A CURRENT A CURRENT A CURRENT A CURRENT A
CLOs 210  20bps 77 -3 65 -5 55 -10 42 -8 2.5yrof pmts -

Source: Babson Capital as of June 30, 2010

7 This excludes the $0.6 billion from the Axon Financial Funding SIV liquidation which has yet to trade
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Mortgage and Asset Backed Securities

MARKET REVIEW

Home prices continued to slide in the first quarter. On
anational basis they are now down 2% from their peak
last September but still about 3% higher than the April
2009 trough.

MORTGAGE AND ASSET BACKED SECURITIES HIGHLIGHTS

The consumer ABS sector has taken on the attributes
of a “safe haven” sector to a greater extent, with strong
new issuance, oversubscription of new deals, and a
robust secondary market. As the non-agency RMBS
market experienced
a selloff in May,

On a positive note,
the flow of loans
reaching serious

delinquency has pipelines

stabilized and has = Non-agency mortgages have had some recovery of prices since May, led
by synthetic instruments; current coupon mortgages within the agency
MBS space tightened despite the end of the Fed’s buying program;

the consumer ABS sector has become a “safe haven” with strong new
issuance, oversubscription of new deals and a robust secondary market

even slowed over the
past three months
for most borrower
types, resulting in

declining troubled m The downdraft in home prices is likely to continue for the next few
months given the inventory of unsold homes and the swollen pipeline of
foreclosures yet to hit the market

loan pipelines.

March and April

were strong months

for the non-agency mortgage sector, with prices rising
on strong demand, better liquidity, and few forced
sellers. Though the sector retreated with the rest of
the fixed income universe in May, there has been some
recovery in prices recently, led by synthetic instruments
such as the ABX indices. However, the market overall
remains very technical and tied to equity markets,
with external macro factors rather than fundamentals
driving sentiment and liquidity. There is also still no
new issuance, with pay downs of about $100 billion to
$150 billion yearly on a $1.5 trillion securitized base.

In the agency-MBS space, current coupon mortgages
tightened in spite of the Fed’s buying program coming
to an end on March 31. The two core themes continue
to be low net issuance and low prepayment sensitivity.

FIGURE 10: ABS SPREADS TO SWAP
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m Though home prices continued to slide, the flow of loans into serious
delinquency has stabilized, resulting in declining troubled-loan

credit card and auto
ABS showed modest
spread widening of
10-15 bps, which
has now all but
disappeared.

OUTLOOK

The downdraft
in home prices is
likely to continue
for the next few
months given recent
increases in the inventory of unsold homes and the
swollen pipeline of foreclosures yet to hit the market.
We believe that it will likely take another 10% drop in
home prices to provoke a meaningful second wave of
defaults.

The cash non-agency mortgage market continues to
offer extraordinary value, with equity-type returns
in exchange for exposure to a more benign, and
uncorrelated, fundamental risk profile. Securities of
moderate cash-flow variability and some expectation of
principal loss offer expected yields in the 9-12% range.
The sector is best suited to investors willing and able to
extract value through the receipt of cash flows.

In the agency-MBS market, demand from money
managers and foreign accounts continues to be strong,
even as rates go lower. However, if the rally in Treasuries
continues and mortgage rates reach 4.5%, we believe
2009-originated paper, underwritten with much stricter
guidelines and thus not credit-impaired like earlier
vintages, will be refinanced resulting in a surge in
issuance.

Finally, in the ABS market, the flat and near-microscopic
spread curve for generic consumer paper makes the
short end interesting only to investors seeking cash
substitutes. There are still some pockets of the student
loan and non-consumer ABS markets that continue to
offer opportunities consistent with those available in the
non-agency market, with yields in the high single-digits.
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Commercial Mortgage Backed Securities

MARKET REVIEW

After tightening in April, AAA spreads come under
pressure in early May, as the Euro-zone debt crisis and
volatile equity markets dominated the headlines and
spilled over into CMBS.

Generic super—senior CMBS HIGHLIGHTS

OUTLOOK

While CMBS spreads have retraced to levels reached

before the Euro-zone debt crisis, they are likely to

remain stalled as uncertainty over the impact of financial
regulatory reforms,
CMBS loan

spreads widened over
100 bps that month
and are now quoted
at 356 bps spread-to-
swaps (Barclays, June
29, 2010) as compared

to 339 bps over swaps = Legacy-loan performance continues to be poor, with 30+ day
delinquency rate now at 8.42%, up from 3% a year ago; expect the
delinquency rate to surpass 10% by year-end

last quarter.

The second quarter

witnessed the re-

emergence of new-issue

conduit CMBS. RBS brought the first post-crisis multi-
borrower conduit deal to market in mid-April: RBSCF
2010-MB1 which is collateralized by six multi-borrower
and multi-property type loans with five-year terms for a
total of $309.7 million. The transaction met with good
investor demand and the five-year weighted-average life
AAA class priced at S+90 (5 bps tighter than initial price
talk) to yield 3.70% and the BBB- class priced at S+425
to yield just over 7%. Early June saw the issuance of a
second, larger and more complex conduit deal, with
the $716.3 million JPMCC 2010-C1 transaction also
pricing due to good investor demand. JPMCC 2010-C1
is collateralized by 36 loans on 96 properties originated
by JPMorgan and Ladder Capital, with an underwritten
loan-to-value (LTV) ratio of 61.5% and 1.64x debt-
service-coverage ratio (DSCR). Final pricing on the
three AAA classes ranged from 140-165 bps spread-to-
swaps depending on the average life.

FIGURE 11: 10-YEAR AAA CMBS CASH SPREADS
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m AAA CMBS spreads widened 100 bps in May as the Euro-zone debt
crisis and volatile equity markets dominated the headlines

m The first post-crisis conduit deal was issued, collateralized by six multi-
borrower and multi-property type loans with five-year terms for a total of
$309.7 million; the AAA class priced at S+90 to yield 3.70%

modification
and servicing
issues, mixed
economic releases,
and declining
commercial real
estate (CRE)
fundamentals
contribute to
investor apathy and
alack of conviction
on where CMBS spreads are heading. Many of these
issues took center stage in mid-June, at the annual
convention of the Commercial Real Estate Finance
Council (CREFC), formerly known as Commercial
Mortgage Securities Association (CMSA), where the
general consensus was that CRE property prices have
bottomed or are very near a bottom and there is value
at the top of the CMBS capital structure.

Despite the improvement in spreads, legacy-loan
performance continues to be poor. The 30+ day
delinquency rate now stands at 8.42% (Trepp, as of
June 2, 2010) compared to less than 3% a year ago. We
expect the delinquency rate to rise further, possibly
surpassing 10% by year-end, as stress continues to build
for highly leveraged properties for the following reasons:
property cash flows are continuing to deteriorate due to
slow employment recovery and borrowers are finding
it difficult to refinance maturing loans. The transfer of
CMBS loans to special servicers continues and as of
the end of May topped $80 billion, representing more
than 10% of the outstanding balance of CMBS loans
(Realpoint, June 25, 2010). Maturity default risk is
a growing concern. Almost one third of outstanding
10-year maturity CMBS loan balances originated in
1999 are facing maturity default, and a potentially
large number of five to seven year loans, originated
in the rising market during 2005-2007, will need to
recapitalize as they mature over the next two years.
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U.S. DISCLOSURE

The information and opinions in this paper were prepared by Babson Capital Management LLC and/or one or
more of its affiliates (collectively, “Babson Capital”) and the author(s) named on page one of this paper.
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in this paper. These businesses and activities include, without limitation, trading in various financial instruments,
fund management, and investment advisory services. Babson Capital may trade as principal in the securities/
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The securities/instruments discussed in this paper, if any, may not be suitable for all investors. This paper has
been prepared and issued by Babson Capital primarily for distribution to market professionals and institutional
investor clients. Recipients who are not market professionals or institutional investor clients of Babson Capital
should seek independent financial advice prior to making any investment decision based on this paper or for any
necessary explanation of its contents. This paper does not provide individually tailored investment advice. It has
been prepared without regard to the individual financial circumstances and objectives of persons who receive
it. Babson Capital recommends that investors independently evaluate particular investments and strategies, and
encourages investors to seek the advice of a financial advisor. The appropriateness of a particular investment or
strategy will depend on an investor’s individual circumstances and objectives.

Babson Capital makes every effort to use reliable, comprehensive information, but makes no representation that it
is accurate or complete. Babson Capital has no obligation to tell you when opinions or information in this paper
change. Past performance is not a guarantee of future results.

This paper is not intended as an offer or solicitation for the purchase or sale of any security or financial instrument.
Private investments often engage in leveraging and other speculative investment practices that may increase the risk
of investment loss, can be highly illiquid, are not required to provide periodic pricing or valuation information to
investors, and may involve complex tax structures and delays in distributing important tax information. Typically
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IRS Circular 230 Disclosure: Babson Capital and its affiliates do not provide tax advice. Accordingly, any discussion
of U.S. tax matters contained herein (including any attachments) is not intended or written to be used, and
cannot be used, in connection with the promotion, marketing or recommendation by anyone unaffiliated with
Babson Capital of any of the matters addressed herein or for the purpose of avoiding U.S. tax-related penalties.

AUSTRALIAN DISCLOSURE

Information contained in this publication: The opinions, advice, recommendations and other information
contained in this publication, whether express or implied, are published or made by Babson Capital Australia Pty
Ltd (ACN 140 045 656), Australian financial services license (AFSL 342787), and by its officers and employees
(collectively “Babson Capital”) in good faith in relation to the facts known to it at the time of preparation.
Babson Capital has prepared this publication without consideration of the investment objectives, financial situation
or particular needs of any individual investor, and you should not rely on the opinions, advice, recommendations
and other information contained in this publication alone. This publication contains general financial product
advice only.

To whom this information is provided: This publication is only made available to persons who are wholesale
clients within the meaning of section 761G of the Corporations Act 2001. This publication is supplied on the
condition that it is not passed on to any person who is a retail client within the meaning of section 761G of the
Corporations Act 2001.

Disclaimer and limitation of liability: To the maximum extent permitted by law, Babson Capital will not be liable
in any way for any loss or damage suffered by you through use or reliance on this information. Babson Capital’s
liability for negligence, breach of contract or contravention of any law, which cannot be lawfully excluded, is
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or any part of it to you, or to paying for the resupply of this information or any part of it to you.

No warranties made as to content: Babson Capital makes no warranty, express or implied, concerning this
publication. The publication provided by us on an “AS IS” basis at your sole risk. Babson Capital expressly
disclaims, to the maximum extent permitted by law, any implied warranty of merchantability or fitness for a
particular purpose, including any warranty for the use or the results of the use of the publication with respect to
its correctness, quality, accuracy, completeness, or reliability.

Copyright: Copyright in this publication is owned by Babson Capital. You may use the information in this
publication for your own personal use, but you must not (without Babson Capital’s consent) alter, reproduce or
distribute any part of this publication, transmit it to any other person or incorporate the information into any
other document.

General matters: These Terms and Conditions are governed by the law in force in the State of New South Wales,
and the parties irrevocably submit to the non-exclusive jurisdiction of the courts of New South Wales and courts
of appeal from them for determining any disputes concerning the Terms and Conditions.

If the whole or any part of a provision of these Terms and Conditions are void, unenforceable or illegal in a
jurisdiction it is severed for that jurisdiction. The remainder of the Terms and Conditions have full force and
effect and the validity or enforceability of that provision in any other jurisdiction is not affected. This clause
has no effect if the severance alters the basic nature of the Terms and Conditions or is contrary to public policy.

If Babson Capital does not act in relation to a breach by you of these Terms and Conditions, this does not waive
Babson Capital’s right to act with respect to subsequent or similar breaches.
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