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On November 6th, the U.S. Treasury announced that the first floater issuance in history will take place on January 29,
2014. The FRN is the first new product that the Treasury has brought to market in 17 years (1997 marked the
Treasury’s unveiling of the TIPs). This paper describes the nature of what a FRN is and the implications for investors.

WHAT ARE TREASURY FRNs

A Treasury floating rate note (FRN) is a security whose interest payments fluctuate with the market (i.e. if rates rise
the security’s interest payment rise with them, and if rates fall the security’s interest payment will also fall). The new
FRNs will have a maturity of two years and pay quarterly interest. The FRNs will be indexed to the most recent 13-
week Treasury bill auction High Rate, the most widely accepted discount rate in a Treasury bill auction. The Treasury
will use the same auction process as for other marketable securities so the bidding process, the minimum and
maximum purchase and award amounts, and the award methodology are all the same. The Treasury believes the
introduction of FRNs will provide a number of benefits, including assisting Treasury in managing the maturity profile
of the nation’s marketable debt outstanding, expanding Treasury’s investor base, and helping to finance the
government at the lowest cost over time.

WHAT FRNS MEAN TO INVESTORS

In general terms, investors can expect a similar expected return/risk profile for Treasury FRNs as for Treasuries since
T-bills reflect the reference rate; however, Treasury FRNs are expected to trade with a yield pickup due to liquidity,
weighted average life extension, and a slightly different buyer base. Another differentiator between a Treasury FRN
and a T-bill is that FRNs have a yield floor of zero and T-bills can (and have) had negative yields. One advantage of a
Treasury FRN is that investors can get T-bill returns without rolling every 3 months, however, this benefit might be
offset with less liquidity. In addition, Treasury FRNs can be a helpful tool to manage interest rate risk more efficiently.
For example, if rates rise in the short-term, the duration of the FRNs will be significantly shorter than a comparable
fixed-rate note and thus can shorten the overall duration of a portfolio. As most Treasury debt issues offer a fixed rate
payment, this new floating rate option gives inflation-wary investors a way to avoid the constant T-bill rollover.

The longer weighted average life of the FRNs will put a limit on their use in money market funds due to the new 2a-7°
rules. However, the weekly reset (most other floaters have one-month resets) and liquidity profile make them very
attractive to taxable money market funds.

Outside of money market funds, it is difficult to know who the natural buyers of these securities will be.

" Source: Treasury Direct: Floating Rate Notes (FRNs). 16 December 2013. http://www.treasurydirect.gov/indiv/products/prod_frns_glance.htm
The 2a-7 rules regulates money market funds to restrict their underlying holdings to investments that have more conservative maturities and credit ratings than
those previously permitted to be held.
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GENERAL MARKET IMPLICATIONS

In terms of cost for varying maturity options, issuing short-term debt is the cheapest possible option for financing
the government over time. The maturity of Treasury FRN'’s is two years, which is longer than the maturity of T-Bills.
The U.S. Treasury suggested it prefers to substitute Treasury FRNs for T-Bills in order to avoid the ‘rollover’ problem.
Rollover occurs when the Treasury has to issue new fixed-rate T-Bills to pay for the old ones. The new Treasury FRNs
will need to be rolled less frequently. Technically, FRNs will increase the weighted average maturity of the current
marketable debt outstanding if they are a substitute for the issuance of T-Bills. In this case, the duration would still be
tied to the underlying T-bill reference, so it would not have a material impact on the Treasury’s interest rate risk.

CONCLUSION

Mercer views the launch of the Treasury FRNs as a valuable addition to repos, bills, and agency floaters and will
complete the Treasury investment options.
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Mercer’s Fixed Income Strategic Research team is comprised of senior field consultants with expertise in fixed
income and comprehensive client experience. The Committee sets the strategic direction of the firm,
develops points of views on current and future market opportunities, provides clients with a perspective on
research, generates and incubates new ideas, develops intellectual capital, and serves as a resource for
questions regarding industry and related consulting processes.
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©2014 Mercer LLC. All rights reserved.

This contains confidential and proprietary information of Mercer and is intended for the exclusive use of the parties to whom it was provided by Mercer. Its
content may not be modified, sold or otherwise provided, in whole or in part, to any other person or entity, without Mercer’s prior written permission.

The findings, ratings and/or opinions expressed herein are the intellectual property of Mercer and are subject to change without notice. They are not intended to
convey any guarantees as to the future performance of the investment products, asset classes or capital markets discussed. Past performance does not
guarantee future results. Mercer’s ratings do not constitute individualized investment advice.

Information contained herein has been obtained from a range of third party sources. While the information is believed to be reliable, Mercer has not sought to
verify it independently. As such, Mercer makes no representations or warranties as to the accuracy of the information presented and takes no responsibility or
liability (including for indirect, consequential or incidental damages), for any error, omission or inaccuracy in the data supplied by any third party.

This does not constitute an offer or a solicitation of an offer to buy or sell securities, commodities and/or any other financial instruments or products or constitute
a solicitation on behalf of any of the investment managers, their affiliates, products or strategies that Mercer may evaluate or recommend.

For the most recent approved ratings of an investment strategy, and a fuller explanation of their meanings, contact your Mercer representative.
For Mercer’s conflict of interest disclosures, contact your Mercer representative or see www.mercer.com/conflictsofinterest.

Mercer universes: Mercer’s universes are intended to provide collective samples of strategies that best allow for robust peer group comparisons over a chosen
timeframe. Mercer does not assert that the peer groups are wholly representative of and applicable to all strategies available to investors.

The value of your investments can go down as well as up, and you may not get back the amount you have invested. Investments denominated in a foreign
currency will fluctuate with the value of the currency. Certain investments carry additional risks that should be considered before choosing an investment
manager or making an investment decision.
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