ACTIVE SHORT
DURATION -
THE SPECTRUM

ABSTRACT

Active short duration mutual funds have
been garnering much investor interest of
late, as investors search for both yield
as well as protection from duration risk
in this low interest rate environment.
As the term “active short duration” can
have different nuances in the investment
world, it is important to look behind the
label to understand the strategic make-
up of a portfolio, its benchmark, and the
potential risks and rewards before making
an investment decision. In our view,
active short duration funds are essentially
investment grade bond portfolios with a
bias to the short term - actively managed
to keep a target duration range. In this
white paper, we consider the universe of
short duration funds, their assets under
management, commonly used benchmarks,
and their historical performance and
volatilities. We come to the conclusion that
while the spectrum of short duration funds
are generally meant for investors looking to
invest in short term investment grade bonds,
the type of instrument invested in by the
fund as well as the portfolio management
style should be considered before making
the decision to match the investor’s appetite
for risk and yield.
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INTRODUCTION

Active short duration funds are essentially actively managed portfolios that
are made up of short duration investment grade bonds. However, the term
active short duration can have slightly different nuances in the investment
world. One firm’s short duration fund could be made up of short term
government Treasuries while another’s could be mostly longer term corporate
bonds mixed in with short term derivative paper; both named short duration,
but each with different risk-return attributes. We need to note at the onset
that even though it is widely accepted that short duration funds are distinct
from money market funds, some firms do categorize their money market
funds under short duration, making it crucial for investors to look closely
at the constituents of the portfolio before making an investment.

The short duration market has continued to grow actively (Chart 1) in this
volatile market environment where short-term investment grade bonds can
be an attractive defensive position to take. At this juncture, it is worthwhile
to take a closer look at the short duration sector to consider its make-up
and characteristics.

CHART 1: STRONG GROWTH OF THE SHORT DURATION MARKET DURING
VOLATILE TIMES
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Source: eVestment Alliance, FactSet and Babson Capital as of September 30, 2011

ACTIVELY MANAGING DURATION - KEEPING IT WITHIN A TARGET RANGE

The objective of actively managing duration of a fund is to seek a high total
return from current income while minimizing fluctuations in principal
value. Duration management is a rules-based approach and involves limiting
the portfolio duration to a targeted range, by making specific investment
decisions. In the case of a short duration portfolio, this range can be between
one and three years.
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Duration is a key measure of risk for fixed income
investors and captures the price sensitivity of a bond or
a portfolio to changes in interest rates. Duration depicts
anegative relationship between interest rates and price
and depending on how large the duration figure is, arise
in interest rates can have a significant negative impact
on the return of a fixed income portfolio.

So, when an investor decides on investing in an active
short duration strategy, it is done on the conviction
that interest rates could move in the near to medium
term and the investor is unwilling to take the risk of
significant interest rate changes. From a risk point of
view, this investor could be seen as being risk averse or
concerned about sharp near-term interest rate moves.

CONSIDERING THE SPECTRUM — ALL $415 BILLION OF IT

In considering the spectrum of short duration funds
in the U.S., we looked at the roughly 100 mutual funds
in the universe of short duration funds in eVestment
Alliance, an investment-manager database we used to
analyze manager performance and sector allocation
statistics. Upon initial inspection, the fund names
are diverse and the funds vary greatly in size from
$5 million to $38 billion. The investment focus is
also wide ranging with some funds heavily invested
in investment grade corporates, some in mortgage
passthroughs, and one portfolio with almost half its
allocation in high yield corporate bonds, contrary to
what one would expect in a short duration fund. The
only homogeneous factor across all funds is the low
duration; consistent with expectations, duration for
all funds in the universe is within 0.5 and 3.6 years.

A closer look at the assets under management and the
makeup of the portfolios, reveals the average size of a
short duration fund is quite large at $4.2 billion, while
the median is only $920 million (Table 1). The large
average is due to a few big funds skewing the average.
In fact, we found that the 10 largest funds account
for 60% of all assets under management. In line with
the short duration theme, the average duration of the
funds is 2.1 years and average maturity is 2.9 years
(Table 1).

TABLE 1: SHORT DURATION FUND STATS

Total AUM $415 billion
Average Size of Fund $4.2 billion
Size of Median Fund $920 million
Size of Largest Fund $37.8 billion
Weighted Average (W.A.) Fees @ $100m 24 bps
W.A. Effective Duration 2.1 years
W.A. YTM 1.9%
W.A. Maturity 2.9 years
% of Funds with Avg. AA Quality Issuer 63%

Source: eVestment Alliance & Babson Capital as of

September 30, 2011

Note: For illustrative purposes only. This information is not in-
tended as an offer or solicitation for the purchase or sale of any
financial instrument and is being provided merely to illustrate a
particular investment strategy.

MANY SUITABLE BENCHMARKS BUT FEW PERFECT
MATCHES

The indices used as benchmarks for short duration
funds fall within 1-5 years maturity but vary in terms
of asset classes from governments to corporates to
agencies, with 24 broadly known individual indices
and a number of custom benchmarks (Table 2). Any
index chosen as a benchmark should speak volumes
about the strategy of the fund and give investors
an idea of the standards of risk and return that
the portfolio manager expects to adhere to when
managing the fund. By understanding the benchmark,
we should get a deeper understanding of what the
portfolio manager is trying to achieve with the fund
and what the investor can expect from the fund from
a risk-return standpoint.

What we find, however, is that some funds do not
follow the benchmark closely when it comes to asset
selection, let alone return and risk standards. Consider
the Bank of America/Merrill Lynch US Treasuries 1-3
Year Index', which is the most popular benchmark
in the industry, being used by over a quarter of all
short duration funds as a benchmark. In addition
to Governments/Sovereigns as an asset class, the
funds that use this index as the benchmark also have
significant exposure to the following asset classes
that are not in the index: Agencies (up to 100%),

1. The BofA Merrill Lynch 1-3 Year US Treasury Index is a subset of The BofA Merrill Lynch US Treasury Index including all securities with a
remaining term to final maturity less than 3 years. The BofA Merrill Lynch US Treasury Index tracks the performance of US dollar denominated

sovereign debt publicly issued by the US government in its domestic market.
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TABLE 2: THE VARIETY OF INDICES USED AS BENCHMARKS BY SHORT DURATION FUNDS

BENCHMARK INDEX NO. OF FUNDS

BofA ML US Treasuries 1-3 Yrs
Barclays Capital 1-3 Yr Govt/Credit
Barclays Capital 1-3 Yr Government
BofA ML US Corp/Gov 1-5 Yrs
Barclays Capital 1-5 Yr Govt/Credit
BofA ML US Corp/Gov 1-3 Yrs

BofA ML US Government 1-3 Yrs
Custom

BofA ML US Treasuries 1 Yr
Citigroup 1-Year T-Bill

Unique Benchmarks Used by Different Funds*
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Source: eVestment Alliance & Babson Capital as of September 30, 2011
*Unique benchmarks include known indices as well as unspecified custom benchmarks It is not possible

to invest directly in an index.

Investment Grade Corporates (up to 62%), High Yield
Corporates (up to 6%), Non-Agency ABS (up to 32%),
Non-Agency MBS (up to 22%), Munis (up to 7%),
and Private Placements (12%). This divergence of
portfolio holdings from benchmark weights highlights
the need to pay close attention to the fund’s actual
asset allocation as it could cause some variation in
performance relative to the benchmark.

TABLE 3: VARIED HOLDINGS OF THE TOP 3 FUNDS
A

37,846

PRODUCT

AUM ($ mn)
Average Quality
Benchmark

AA

We also analyzed the three largest funds in the
industry, which account for 26% of all assets under
management, to see what their holdings by asset class
look like. The three largest funds, all of which share
the same benchmark, are quite different. The holdings
in government/sovereign bonds range from 3% to 40%,
and investment grade corporate bonds from 14% to
40% (Table 3), both wide ranges. The wide range of
government/sovereign bonds is especially interesting
given that the benchmark for all three funds is the
Bank of America Merrill Lynch US Treasuries 1-3
Year Index.

B C
36,020 35,406
AA AA

BofA ML US Treasuries 1-3 Yrs

SIGNIFICANT ASSET CLASSES

Governments/Sovereigns
I1G Corp

Non-Agency ABS

Gov Agencies/Regionals
RMBS
Mort.-Passthrough

40%
18%
12%
8%
7%
13%

3% 28%
40% 14%
15% 0%
25% 3%

4% 6%

1% 16%

Source: eVestment Alliance & Babson Capital as of September 30, 2011

Note: For illustrative purposes only. This information is not intended as an offer or solicitation for the
purchase or sale of any financial instrument and is being provided merely to illustrate a particular invest-

ment strategy.
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TABLE 4: HOLDINGS OF SHORT DURATION FUNDS — ONE-THIRD IN INVESTMENT GRADE CORPORATES

AUM ($ MILLION) %
Invt. Grade Corporates 128,300 30.9%
Govts/Sovereigns 74,839 18.0%
Agencies/Regionals 55,387 13.3%
Mort.-Passthrough 45,193 10.9%
Other 37,180 8.9%
Non-Agency ABS 32,409 7.8%
Non-Agency MBS 28,589 6.9%
High Yield Corporates 7,426 1.8%
Municipals 5,565 1.3%
Priv. Placements/144As 468 0.1%
Leveraged/Bank Loans 278 0.1%
Convertibles 202 0.0%
Total 415,837 100.0%
Source: eVestment Alliance & Babson Capital as of September 30, 2011
Next, we aggregated the holdings for all short and Regionals come in third at 13%. Quality wise,
duration funds in the eVestment universe, for which ratings are consistent with expectations of high
data was available, to see if we could spot trends in quality holdings, with over half invested in AAA
the aggregate. We found that when we aggregated bonds and over 96% invested in investment grade
the holdings of the funds, almost one third of assets bonds (Table 5). As a result, corporate bonds are the
under management are invested in investment largest holding in the aggregate and not government
grade corporate bonds (Table 4). Government and Treasuries as one would expect from looking at the
sovereign debt comes in second at 18% and Agencies popular benchmarks.

TABLE 5: HOLDINGS OF UNIVERSE OF SHORT DURATION MUTUAL FUNDS BY RATING CATEGORY

AUM ($ MILLION) %
AAA 242,992 58.4%
AA 51,202 12.3%
A 60,615 14.6%
BBB 45,304 10.9%
BB 7,639 1.8%
B 3,272 0.8%
Cccc 1,199 0.3%
CcC 90 0.0%
C 24 0.0%
Not Rated 3,500 0.8%
Total 415,837 100.0%

Source: eVestment Alliance & Babson Capital as of September 30, 2011
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CHART 2: BENCHMARK RETURNS

Rolling Multi-Horizon Chart: Annualized Return
01/1997 to 12/2011
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RETURNS: FUND RETURNS MUCH MORE VOLATILE THAN
BENCHMARKS SUGGEST

Returns of the benchmark indices have been robust
over time, with returns dipping into the red only once
in 2005 since 19972 (Chart 2), even though these short
term benchmarks are known for low yields relative to
indices of higher yielding asset classes. Considering
the return and risk of these benchmarks from 1997
onwards, the annualized return of the benchmarks
range from 4.4% to 5.2% and volatility’ in the low
range of 1.5% to 2.2% (Table 6).
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Short duration fund returns, on the other hand,
have not been as steady and have been much more
volatile than the benchmark returns. Chart 3 shows
the performance by quartile of the universe of short
duration funds over time and reveals that the returns
of the bottom quartile of funds fell drastically during
the last financial crisis to large double-digit negative
returns. In fact, the returns for the fourth quartile
ranged from the low single-digits to less than -40%
(12-month rolling returns) from January to July 2010
(Chart 4). During the same time period, the top
quartile ranged from the high single-digits to over
30%. As benign as benchmarks can be, actual fund
performance can be more wide ranging during times
of heightened volatility, making the choice of fund key
to the investment decision.

TABLE 6: MID-SINGLE DIGIT RETURNS AND LOW RISK (01/1997 - 12/2011)

BENCHMARK

BofA Merrill Lynch U.S. Treasuries (1-3 Y)

Barclays Capital US Aggregate Government & Credit (1-3Y)
BofA Merrill Lynch U.S. Corporates - Governments (1-5 Y)
Barclays Capital US Aggregate Government & Credit (1-5Y)
Barclays Capital US 1-3 Year Government

Source: FactSet and Babson Capital as of December 31, 2011

ANN. RETURN % ANN. STD DEV %

4.4 1.6
4.6 1.5
5.1 2.2
5.2 2.2
4.5 1.6

2. January 1997 was the earliest point in time for which data for all benchmarks is available.

3. Annualized standard deviation.
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CHART 3: THE UPS AND DOWNS OF FUND RETURNS

01/1997 to 12/2011
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CHART 4: RETURNS BY QUARTILE FOR THE PAST FIVE YEARS
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CONCLUSION

Active short duration strategies are typically sought
after by investors looking to invest in investment
grade bonds to enhance yield but who are wary of
near term interest rate movements and the follow-on
impact to their fixed income portfolios. Within this set
of investors, more risk-averse investors might prefer
a portfolio that resembles an enhanced cash strategy,
holding Treasuries and high quality commercial paper.
More aggressive, yield-focused investors may seek an
alternative strategy which holds higher risk, less liquid
instruments to boost income.

At Babson Capital, we approach short duration as
an active yield curve management strategy which
overlays a short duration core bond product. We rely
on our deep and seasoned credit research team and
sector investment teams to generate investment ideas
covering a variety of asset classes while combining
a dynamic portfolio duration strategy which adjusts
duration based on the current shape of the yield curve.
In the context of today’s low yielding environment,
duration management is a key ingredient for
enhancing returns, especially on the short end of the
curve where Treasury bills maturing inside of three
months are essentially yielding zero.

Bahson Capital White Paper February 2012



IMPORTANT INFORMATION

Babson Capital Management LLC, Babson Capital Securities LLC, Babson Capital Europe Ltd, Babson Capital Australia Pty Ltd, Wood Creek Capital
Management, LLC, Babson Capital Cornerstone Asia Ltd. and Cornerstone Real Estate Advisers LLC, each are affiliated financial service companies
(each, individually, an “Affiliate”), together known as “Babson Capital” and members of the MassMutual Financial Group*. Each Affiliate may act as
introducer or distributor of the products and services of the others and may be paid a fee for doing so.

ADDRESSEE ONLY: This document is issued to investment professionals and institutional investors only. It is intended for the addressee’s confidential
use only and should not be passed to or relied upon by any other person, including private or retail investors. This document may not be reproduced or
circulated without prior permission.

NO OFFER: The document is for informational purposes only and is not an offer or solicitation for the purchase or sale of any financial instrument in
any jurisdiction. The material herein was prepared without any consideration of the investment objectives, financial situation or particular needs of
anyone who may receive it. This document is not, and must not be treated as, investment advice, investment recommendations, or investment research.

Unless otherwise mentioned, the views contained in this document are those of the Affiliate producing it. These views are made in good faith in relation
to the facts known at the time of preparation and are subject to change without notice. Parts of this presentation may be based on information received
from sources we believe to be reliable. Although every effort is taken to ensure that the information contained in this document is accurate, Babson
Capital makes no representation or warranty, express or implied, regarding the accuracy, completeness or adequacy of the information. Any forecasts
in this publication are based upon the Affiliate’s opinion of the market at the date of preparation and are subject to change without notice, dependent
upon many factors. Any prediction, projection or forecast is not necessarily indicative of the future or likely performance. Past performance is not a
guarantee of future results or a reliable indication of future performance. Where appropriate, changes in the currency exchange rates may affect the
value of your investment.

In making an investment decision, prospective investors must rely on their own examination of the merits and risks involved and before making any
investment decision, it is recommended that prospective investors seek independent investment, legal, tax, accounting or other professional advice as
appropriate.

OTHER RESTRICTIONS: The distribution of this document is restricted by law. No action has been or will be taken by Babson Capital to permit the
possession or distribution of the document in any jurisdiction, where action for that purpose may be required. Accordingly, the document may not be
used in any jurisdiction except under circumstances that will result in compliance with all applicable laws and regulations.

Any service, security, investment, fund or product outlined in this document may not be generally available or be suitable for a prospective investor
or available in their jurisdiction. It is the responsibility of the prospective investor to ensure that any service, security, investment, fund or product
outlined in this document is accordant with any jurisdiction specific guidelines/regulations before any approach is made regarding that service, security,
investment, fund or product.

INFORMATION: Babson Capital Management LLC is a registered investment adviser with the Securities and Exchange Commission under the Investment
Advisers Act 1940, as amended.

Babson Capital Securities LLC is a registered limited purpose broker-dealer with the Financial Industry Regulatory Authority, Inc.

Babson Capital Europe Limited is authorized and regulated by the Financial Services Authority in the United Kingdom (Ref No. 194662) and is a Company
registered in England and Wales (No. 03005774) whose registered address is 61 Aldwych, London, WC2B 4AE.

Babson Capital Australia Pty Ltd (ACN 140 045 656), is authorized to offer financial services in Australia under its Australian Financial Services License
(No: 342787) issued by the Australian Securities and Investments Commission.

Babson Capital Cornerstone Asia Limited is licensed with the Securities and Futures Commission of Hong Kong to carry on regulated activities Type 1
(dealing in securities), Type 4 (advising on securities) and Type 9 (asset management) in Hong Kong in accordance with the requirements set out in the
Securities and Futures Ordinance (Cap 571).

Wood Creek Capital Management, LLC is a registered investment adviser with the SEC specializing in investments in real assets.
Cornerstone Real Estate Advisers LLC is a registered investment adviser with the SEC specializing in real estate related investments.

COPYRIGHT: Copyright in this document is owned by Babson Capital. Information in this document may be used for your own personal use, but may
not be altered, reproduced or distributed without Babson Capital’s consent

*MassMutual Financial Group is a marketing name for Massachusetts Mutual Life Insurance Company (MassMutual) and its affiliated companies and
sales representatives.
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BABSON CAPITAL MANAGEMENT LLC

manages $139 billion* for a broad range of global institutional investors. We
are also the lead investment advisor to our parent, the Massachusetts Mutual
Life Insurance Co. (MassMutual). We are known for our global reach, our
disciplined, repeatable investment processes, and an enviable depth and
breadth of capabilities in fixed income, equities, alternatives, structured
product and commercial real estate. But we are distinguished by our passion,
evident in the long-term relationships we have built with our clients based
on transparency and trust and a dedication to providing value.

* As of December 31, 2011. Assets include Babson Capital Management LLC and its subsidiaries
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